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Cite this Code: CFR

To cite the regulations in
this volume use title,
part and section num-
ber. Thus, 26 CFR
1.170–0 refers to title 26,
part 1, section 170–0.
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Explanation

The Code of Federal Regulations is a codification of the general and permanent
rules published in the Federal Register by the Executive departments and agen-
cies of the Federal Government. The Code is divided into 50 titles which represent
broad areas subject to Federal regulation. Each title is divided into chapters
which usually bear the name of the issuing agency. Each chapter is further sub-
divided into parts covering specific regulatory areas.

Each volume of the Code is revised at least once each calendar year and issued
on a quarterly basis approximately as follows:

Title 1 through Title 16..............................................................as of January 1
Title 17 through Title 27 .................................................................as of April 1
Title 28 through Title 41 ..................................................................as of July 1
Title 42 through Title 50.............................................................as of October 1

The appropriate revision date is printed on the cover of each volume.

LEGAL STATUS

The contents of the Federal Register are required to be judicially noticed (44
U.S.C. 1507). The Code of Federal Regulations is prima facie evidence of the text
of the original documents (44 U.S.C. 1510).

HOW TO USE THE CODE OF FEDERAL REGULATIONS

The Code of Federal Regulations is kept up to date by the individual issues
of the Federal Register. These two publications must be used together to deter-
mine the latest version of any given rule.

To determine whether a Code volume has been amended since its revision date
(in this case, April 1, 1999), consult the ‘‘List of CFR Sections Affected (LSA),’’
which is issued monthly, and the ‘‘Cumulative List of Parts Affected,’’ which
appears in the Reader Aids section of the daily Federal Register. These two lists
will identify the Federal Register page number of the latest amendment of any
given rule.

EFFECTIVE AND EXPIRATION DATES

Each volume of the Code contains amendments published in the Federal Reg-
ister since the last revision of that volume of the Code. Source citations for
the regulations are referred to by volume number and page number of the Federal
Register and date of publication. Publication dates and effective dates are usu-
ally not the same and care must be exercised by the user in determining the
actual effective date. In instances where the effective date is beyond the cut-
off date for the Code a note has been inserted to reflect the future effective
date. In those instances where a regulation published in the Federal Register
states a date certain for expiration, an appropriate note will be inserted following
the text.

OMB CONTROL NUMBERS

The Paperwork Reduction Act of 1980 (Pub. L. 96–511) requires Federal agencies
to display an OMB control number with their information collection request.
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Many agencies have begun publishing numerous OMB control numbers as amend-
ments to existing regulations in the CFR. These OMB numbers are placed as
close as possible to the applicable recordkeeping or reporting requirements.

OBSOLETE PROVISIONS

Provisions that become obsolete before the revision date stated on the cover
of each volume are not carried. Code users may find the text of provisions in
effect on a given date in the past by using the appropriate numerical list of
sections affected. For the period before January 1, 1986, consult either the List
of CFR Sections Affected, 1949–1963, 1964–1972, or 1973–1985, published in seven sep-
arate volumes. For the period beginning January 1, 1986, a ‘‘List of CFR Sections
Affected’’ is published at the end of each CFR volume.

CFR INDEXES AND TABULAR GUIDES

A subject index to the Code of Federal Regulations is contained in a separate
volume, revised annually as of January 1, entitled CFR INDEX AND FINDING AIDS.
This volume contains the Parallel Table of Statutory Authorities and Agency
Rules (Table I), and Acts Requiring Publication in the Federal Register (Table
II). A list of CFR titles, chapters, and parts and an alphabetical list of agencies
publishing in the CFR are also included in this volume.

An index to the text of ‘‘Title 3—The President’’ is carried within that volume.
The Federal Register Index is issued monthly in cumulative form. This index

is based on a consolidation of the ‘‘Contents’’ entries in the daily Federal Reg-
ister.

A List of CFR Sections Affected (LSA) is published monthly, keyed to the
revision dates of the 50 CFR titles.

REPUBLICATION OF MATERIAL

There are no restrictions on the republication of material appearing in the
Code of Federal Regulations.

INQUIRIES

For a legal interpretation or explanation of any regulation in this volume,
contact the issuing agency. The issuing agency’s name appears at the top of
odd–numbered pages.

For inquiries concerning CFR reference assistance, call 202–523–5227 or write
to the Director, Office of the Federal Register, National Archives and Records
Administration, Washington, DC 20408 or e–mail info@fedreg.nara.gov.

SALES

The Government Printing Office (GPO) processes all sales and distribution of
the CFR. For payment by credit card, call 202–512–1800, M–F 8 a.m. to 4 p.m.
e.s.t. or fax your order to 202–512–2233, 24 hours a day. For payment by check,
write to the Superintendent of Documents, Attn: New Orders, P.O. Box 371954,
Pittsburgh, PA 15250–7954. For GPO Customer Service call 202–512–1803.

ELECTRONIC SERVICES

The full text of the Code of Federal Regulations, the LSA (List of CFR Sections
Affected), The United States Government Manual, the Federal Register, Public
Laws, Weekly Compilation of Presidential Documents and the Privacy Act Com-
pilation are available in electronic format at www.access.gpo.gov/nara (‘‘GPO Ac-
cess’’). For more information, contact Electronic Information Dissemination
Services, U.S. Government Printing Office. Phone 202–512–1530, or 888–293–6498
(toll–free). E–mail, gpoaccess@gpo.gov.
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The Office of the Federal Register also offers a free service on the National
Archives and Records Administration’s (NARA) World Wide Web site for public
law numbers, Federal Register finding aids, and related information. Connect
to NARA’s web site at www.nara.gov/fedreg. The NARA site also contains links
to GPO Access.

RAYMOND A. MOSLEY,

Director,

Office of the Federal Register.

April 1, 1999.

VerDate 23<MAR>99 07:34 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00007 Fmt 8008 Sfmt 8092 Y:\SGML\183082F.XXX pfrm02 PsN: 183082F



VerDate 23<MAR>99 07:34 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00008 Fmt 8008 Sfmt 8092 Y:\SGML\183082F.XXX pfrm02 PsN: 183082F



ix

THIS TITLE

Title 26—INTERNAL REVENUE is composed of nineteen volumes. The contents
of these volumes represent all current regulations issued by the Internal Revenue
Service, Department of the Treasury, as of April 1, 1999. The first twelve volumes
comprise part 1 (Subchapter A—Income Tax) and are arranged by sections as
follows: §§ 1.0–1–1.60; §§ 1.61–1.169; §§ 1.170–1.300; §§ 1.301–1.400; §§ 1.401–1.440; §§ 1.441–
1.500; §§ 1.501–1.640; §§ 1.641–1.850; §§ 1.851–1.907; §§ 1.908–1.1000; §§ 1.1001–1.1400 and
§ 1.1401 to end. The thirteenth volume containing parts 2–29, includes the remain-
der of subchapter A and all of Subchapter B—Estate and Gift Taxes. The last
six volumes contain parts 30–39 (Subchapter C—Employment Taxes and Collection
of Income Tax at Source); parts 40–49; parts 50–299 (Subchapter D—Miscellaneous
Excise Taxes); parts 300–499 (Subchapter F—Procedure and Administration); parts
500–599 (Subchapter G—Regulations under Tax Conventions); and part 600 to end
(Subchapter H—Internal Revenue Practice).

The OMB control numbers for Title 26 appear in § 602.101 of this chapter. For
the convenience of the user, § 602.101 appears in the Finding Aids section of the
volumes containing parts 1 to 599.

For this volume, Melanie L. Marcec was Chief Editor. The Code of Federal
Regulations publication program is under the direction of Frances D. McDonald,
assisted by Alomha S. Morris.
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Title 26—Internal
Revenue

(This book contains part 1, §§ 1.170 to 1.300)

Part

CHAPTER I—Internal Revenue Service, Department of the
Treasury (Continued) ......................................................... 1
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CHAPTER I—INTERNAL REVENUE SERVICE,
DEPARTMENT OF THE TREASURY

(Continued)

EDITORIAL NOTE: IRS published a document at 45 FR 6088, Jan. 25, 1980, deleting statutory
sections from their regulations. In Chapter I, cross references to the deleted material have
been changed to the corresponding sections of the IRS Code of 1954 or to the appropriate regu-
lations sections. When either such change produced a redundancy, the cross reference has
been deleted. For further explanation, see 45 FR 20795, March 31, 1980.

SUBCHAPTER A—INCOME TAX (CONTINUED)

Part Page
1 Income taxes ........................................................... 5

SUPPLEMENTARY PUBLICATION: Internal Revenue Service Looseleaf Regulations System.
Additional supplementary publications are issued covering Alcohol and Tobacco Tax Regula-

tions, and Regulations Under Tax Conventions.
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SUBCHAPTER A—INCOME TAX (Continued)

PART 1—INCOME TAXES

Normal Taxes and Surtaxes (Continued)

COMPUTATION OF TAXABLE INCOME (Continued)

ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND
CORPORATIONS (CONTINUED)

Sec.
1.170–0 Effective dates.
1.170–1 Charitable, etc., contributions and

gifts; allowance of deduction (before
amendment by Tax Reform Act of 1969).

1.170–2 Charitable deductions by individ-
uals; limitations (before amendment by
Tax Reform Act of 1969).

1.170–3 Contributions or gifts by corpora-
tions (before amendment by Tax Reform
Act of 1969).

1.170A–1 Charitable, etc., contributions and
gifts; allowance of deduction.

1.170A–2 Amounts paid to maintain certain
students as members of the taxpayer’s
household.

1.170A–3 Reduction of charitable contribu-
tion for interest on certain indebtedness.

1.170A–4 Reduction in amount of charitable
contributions of certain appreciated
property.

1.170A–4A Special rule for the deduction of
certain charitable contributions of in-
ventory and other property.

1.170A–5 Future interests in tangible per-
sonal property.

1.170A–6 Charitable contributions in trust.
1.170A–7 Contributions not in trust of par-

tial interests in property.
1.170A–8 Limitations on charitable deduc-

tions by individuals.
1.170A–9 Definition of section 170(b)(1)(A)

organization.
1.170A–10 Charitable contributions

carryovers of individuals.
1.170A–11 Limitation on, and carryover of,

contributions by corporations.
1.170A–12 Valuation of a remainder interest

in real property for contributions made
after July 31, 1969.

1.170A–13 Recordkeeping and return require-
ments for deductions for charitable con-
tributions.

1.170A–14 Qualified conservation contribu-
tions.

1.171–1 Bond premium.
1.171–2 Amortization of bond premium.
1.171–3 Special rules for certain bonds.
1.171–4 Election to amortize bond premium

on taxable bonds.
1.171–5 Effective date and transition rules.
1.172–1 Net operating loss deduction.
1.172–2 Net operating loss in case of a cor-

poration.

1.172–3 Net operating loss in case of a tax-
payer other than a corporation.

1.172–4 Net operating loss carrybacks and
net operating loss carryovers.

1.172–5 Taxable income which is subtracted
from net operating loss to determine
carryback or carryover.

1.172–6 Illustration of net operating loss
carrybacks and carryovers.

1.172–7 Joint return by husband and wife.
1.172–8 Net operating loss carryovers for

regulated transportation corporations.
1.172–9 Election with respect to portion of

net operating loss attributable to foreign
expropriation loss.

1.172–10 Net operating losses of real estate
investment trusts.

1.172–13 Product liability losses.
1.173–1 Circulation expenditures.
1.174–1 Research and experimental expendi-

tures; in general.
1.174–2 Definition of research and experi-

mental expenditures.
1.174–3 Treatment as expenses.
1.174–4 Treatment as deferred expenses.
1.175–1 Soil and water conservation expendi-

tures; in general.
1.175–2 Definition of soil and water con-

servation expenditures.
1.175–3 Definition of ‘‘the business of farm-

ing.’’
1.175–4 Definition of ‘‘land used in farming.’’
1.175–5 Percentage limitation and carry-

over.
1.175–6 Adoption or change of method.
1.175–7 Allocation of expenditures in certain

circumstances.
1.177–1 Election to amortize trademark and

trade name expenditures.
1.178–1 Depreciation or amortization of im-

provements on leased property and cost
of acquiring a lease.

1.178–2 Related lessee and lessor.
1.178–3 Reasonable certainty test.
1.179–0 Table of contents for section 179 ex-

pensing rules.
1.179–1 Election to expense certain depre-

ciable assets.
1.179–2 Limitations on amount subject to

section 179 election.
1.179–3 Carryover of disallowed deduction.
1.179–4 Definitions.
1.179–5 Time and manner of making elec-

tion.
1.179–6 Effective date.
1.179A–1 Recapture of deduction for quali-

fied clean-fuel vehicle property and
qualified clean-fuel vehicle refueling
property.

1.180–1 Expenditures by farmers for fer-
tilizer, etc.

1.180–2 Time and manner of making election
and revocation.
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1.182–1 Expenditures by farmers for clearing
land; in general.

1.182–2 Definition of ‘‘the business of farm-
ing.’’

1.182–3 Definition, exceptions, etc., relating
to deductible expenditures.

1.182–4 Definition of ‘‘land suitable for use
in farming’’, etc.

1.182–5 Limitation.
1.182–6 Election to deduct land clearing ex-

penditures.
1.183–1 Activities not engaged in for profit.
1.183–2 Activity not engaged in for profit de-

fined.
1.183–3 Election to postpone determination

with respect to the presumption de-
scribed in section 183(d). [Reserved]

1.183–4 Taxable years affected.
1.186–1 Recoveries of damages for antitrust

violations, etc.
1.187–1 Amortization of certain coal mine

safety equipment.
1.187–2 Definitions.
1.188–1 Amortization of certain expendi-

tures for qualified on-the-job training
and child care facilities.

1.190–1 Expenditures to remove architec-
tural and transportation barriers to the
handicapped and elderly.

1.190–2 Definitions.
1.190–3 Election to deduct architectural and

transportation barrier removal expenses.
1.193–1 Deduction for tertiary injectant ex-

penses.
1.194–1 Amortization of reforestation ex-

penditures.
1.194–2 Amount of deduction allowable.
1.194–3 Definitions.
1.194–4 Time and manner of making elec-

tion.
1.195–1 Election to amortize start-up ex-

penditures.
1.197–1T Certain elections for intangible

property (temporary).

ADDITIONAL ITEMIZED DEDUCTIONS FOR
INDIVIDUALS

1.211–1 Allowance of deductions.
1.212–1 Nontrade or nonbusiness expenses.
1.213–1 Medical, dental, etc., expenses.
1.214–1 Expenses for the care of certain de-

pendents incurred during taxable years
beginning before January 1, 1972.

1.214A–1 Certain expenses to enable individ-
uals to be gainfully employed incurred
during taxable years beginning after De-
cember 31, 1971, and before January 1,
1976.

1.214A–2 Limitations on deductible
amounts.

1.214A–3 Reduction of expenses for certain
disability payments and adjusted gross
income.

1.214A–4 Special rules applicable to married
individuals.

1.214A–5 Other special rules relating to em-
ployment-related expenses.

1.215–1 Periodic alimony, etc., payments.
1.215–1T Alimony, etc., payments (tem-

porary).
1.216–1 Amounts representing taxes and in-

terest paid to cooperative housing cor-
poration.

1.216–2 Treatment as property subject to de-
preciation.

1.217–1 Deduction for moving expenses paid
or incurred in taxable years beginning
before January 1, 1970.

1.217–2 Deduction for moving expenses paid
or incurred in taxable years beginning
after December 31, 1969.

1.218–0 Deduction for political and news-
letter fund contributions.

1.219–1 Deduction for retirement savings.
1.219–2 Definition of active participant.

SPECIAL DEDUCTIONS FOR CORPORATIONS

1.241–1 Allowance of special deductions.
1.242–1 Deduction for partially tax-exempt

interest.
1.243–1 Deduction for dividends received by

corporations.
1.243–2 Special rules for certain distribu-

tions.
1.243–3 Certain dividends from foreign cor-

porations.
1.243–4 Qualifying dividends.
1.243–5 Effect of election.
1.244–1 Deduction for dividends received on

certain preferred stock.
1.244–2 Computation of deduction.
1.245–1 Dividends received from certain for-

eign corporations.
1.246–1 Deductions not allowed for dividends

from certain corporations.
1.246–2 Limitation on aggregate amount of

deductions.
1.246–3 Exclusion of certain dividends.
1.246–4 Dividends from a DISC or former

DISC.
1.246–5 Reduction of holding periods in cer-

tain situations.
1.247–1 Deduction for dividends paid on pre-

ferred stock of public utilities.
1.248–1 Election to amortize organizational

expenditures.
1.249–1 Limitation on deduction of bond pre-

mium on repurchase.

ITEMS NOT DEDUCTIBLE

1.261–1 General rule for disallowance of de-
ductions.

1.262–1 Personal, living, and family ex-
penses.

1.263(a)–1 Capital expenditures; In general.
1.263(a)–2 Examples of capital expenditures.
1.263(a)–3 Election to deduct or capitalize

certain expenditures.
1.263(b)–1 Expenditures for advertising or

promotion of good will.
1.263(c)–1 Intangible drilling and develop-

ment costs in the case of oil and gas
wells.
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1.263(e)–1 Expenditures in connection with
certain railroad rolling stock.

1.263(f)–1 Reasonable repair allowance.
1.263A–0 Outline of regulations under sec-

tion 263A.
1.263A–0T Outline of regulations under sec-

tion 263A (temporary).
1.263A–1 Uniform capitalization of costs.
1.263A–2 Rules relating to property pro-

duced by the taxpayer.
1.263A–3 Rules relating to property acquired

for resale.
1.263A–4 Rules for property produced in a

farming trade or business. [Reserved]
1.263A–4T Rules for property produced in a

farming business (temporary).
1.263A–5 Exception for qualified creative ex-

penses incurred by certain free-lance au-
thors, photographers, and artists. [Re-
served]

1.263A–6 Rules for foreign persons. [Re-
served]

1.263A–7 Changing a method of accounting
under section 263A.

1.263A–8 Requirement to capitalize interest.
1.263A–9 The avoided cost method.
1.263A–10 Unit of property.
1.263A–11 Accumulated production expendi-

tures.
1.263A–12 Production period.
1.263A–13 Oil and gas activities.
1.263A–14 Rules for related persons.
1.263A–15 Effective dates, transitional rules,

and anti-abuse rule.
1.264–1 Premiums on life insurance taken

out in a trade or business.
1.264–2 Single premium life insurance, en-

dowment, or annuity contracts.
1.264–3 Effective date; taxable years ending

after March 1, 1954, subject to the Inter-
nal Revenue Code of 1939.

1.264–4 Other life insurance, endowment, or
annuity contracts.

1.265–1 Expenses relating to tax-exempt in-
come.

1.265–2 Interest relating to tax-exempt in-
come.

1.265–3 Nondeductibility of interest relating
to exempt–interest dividends.

1.266–1 Taxes and carrying charges charge-
able to capital account and treated as
capital items.

1.267(a)–1 Deductions disallowed.
1.267(a)–2T Temporary regulations; ques-

tions and answers arising under the Tax
Reform Act of 1984 (temporary).

1.267(a)–3 Deduction of amounts owed to re-
lated foreign persons.

1.267(b)–1 Relationships.
1.267(c)–1 Constructive ownership of stock.
1.267(d)–1 Amount of gain where loss pre-

viously disallowed.
1.267(d)–2 Effective date; taxable years sub-

ject to the Internal Revenue Code of 1939.
1.267(f)–1 Controlled groups.
1.268–1 Items attributable to an

unharvested crop sold with the land.

1.269–1 Meaning and use of terms.
1.269–2 Purpose and scope of section 269.
1.269–3 Instances in which section 269(a) dis-

allows a deduction, credit, or other al-
lowance.

1.269–4 Power of district director to allocate
deduction, credit, or allowance in part.

1.269–5 Time of acquisition of control.
1.269–6 Relationship of section 269 to section

382 before the Tax Reform Act of 1986.
1.269–7 Relationship of section 269 to sec-

tions 382 and 383 after the Tax Reform
Act of 1986.

1.270–1 Limitation on deductions allowable
to individuals in certain cases.

1.271–1 Debts owed by political parties.
1.272–1 Expenditures relating to disposal of

coal or domestic iron ore.
1.273–1 Life or terminable interests.
1.274–1 Disallowance of certain entertain-

ment, gift and travel expenses.
1.274–2 Disallowance of deductions for cer-

tain expenses for entertainment, amuse-
ment, recreation, or travel.

1.274–3 Disallowance of deduction for gifts.
1.274–4 Disallowance of certain foreign trav-

el expenses.
1.274–5T Substantiation requirements (tem-

porary).
1.274–6 Expenditures deductible without re-

gard to trade or business or other income
producing activity.

1.274–6T Substantiation with respect to cer-
tain types of listed property for taxable
years beginning after 1985 (temporary).

1.274–7 Treatment of certain expenditures
with respect to entertainment-type fa-
cilities.

1.274–8 Effective date.
1.274(d)–1 Substantiation requirements.
1.274(d)–1T Substantiation requirements

(temporary).
1.275–1 Deduction denied in case of certain

taxes.
1.276–1 Disallowance of deductions for cer-

tain indirect contributions to political
parties.

1.278–1 Capital expenditures incurred in
planting and developing citrus and al-
mond groves.

1.279–1 General rule; purpose.
1.279–2 Amount of disallowance of interest

on corporate acquisition indebtedness.
1.279–3 Corporate acquisition indebtedness.
1.279–4 Special rules.
1.279–5 Rules for application of section

279(b).
1.279–6 Application of section 279 to certain

affiliated groups.
1.279–7 Effect on other provisions.
1.280B–1 Demolition of structures.
1.280C–1 Disallowance of certain deductions

for wage or salary expenses.
1.280C–3 Disallowance of certain deductions

for qualified clinical testing expenses
when section 28 credit is allowable.
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26 CFR Ch. I (4–1–99 Edition)Pt. 1

1.280C–4 Credit for increasing research ac-
tivities.

1.280F–1T Limitations on investment tax
credit and recovery deductions under sec-
tion 168 for passenger automobiles and
certain other listed property; overview of
regulations (temporary).

1.280F–2T Limitations on recovery deduc-
tions and the investment tax credit for
certain passenger automobiles (tem-
porary).

1.280F–3T Limitations on recovery deduc-
tions and the investment tax credit when
the business use percentage of listed
property is not greater than 50 percent
(temporary).

1.280F–4T Special rules for listed property
(temporary).

1.280F–5T Leased property (temporary).
1.280F–6T Special rules and definitions

(temporary).
1.280F–7 Property leased after December 31,

1986.
1.280H–0T Table of contents (temporary).
1.280H–1T Limitation on certain amounts

paid to employee-owners by personal
service corporations electing alternative
taxable years (temporary).

TAXABLE YEARS BEGINNING PRIOR TO
JANUARY 1, 1986 

1.274–5A Substantiation requirements.

TERMINAL RAILROAD CORPORATIONS AND
THEIR SHAREHOLDERS

1.281–1 In general.
1.281–2 Effect of section 281 upon the com-

putation of taxable income.
1.281–3 Definitions.
1.281–4 Taxable years affected.

AUTHORITY: 26 U.S.C. 7805.
Section 1.170A–1 also issued under 26 U.S.C.

170(a).
Section 1.170A–13 also issued under 26 U.S.C.

170(f)(8).
Section 1.171–2 also issued under 26 U.S.C.

171(e).
Section 1.171–3 also issued under 26 U.S.C.

171(e).
Section 1.171–4 also issued under 26 U.S.C.

171(c).
Section 1.179–1 also issued under 26 U.S.C.

179(d)(6) and (10).
Section 1.179–4 also issued under 26 U.S.C.

179(c).
Section 1.179–6 also issued under 26 U.S.C.

179(c).
Section 1.179A–1 also issued under 26 U.S.C.

179A(e)(4).
Section 1.216–2 also issued under 26 U.S.C.

216(d).
Section 1.263A–1 also issued under 26 U.S.C.

263A.
Section 1.263A–2 also issued under 26 U.S.C.

263A.

Section 1.263A–3 also issued under 26 U.S.C.
263A.

Section 1.263A–4 also issued under 26 U.S.C.
263A.

Section 1.263A–4T also issued under 26 U.S.C.
263A.

Section 1.263A–5 also issued under 26 U.S.C.
263A.

Section 1.263A–6 also issued under 26 U.S.C.
263A.

Section 1.263A–7 also issued under 26 U.S.C.
263A.

Section 1.263A–7T also issued under 26 U.S.C.
263A.

Sections 1.263A–8 through 1.263A–15 also
issued under 26 U.S.C. 263A(i).

Section 1.267(a)–3 also issued under 26 U.S.C.
267(a)(3).

Section 1.267(f)–1 also issued under 26 U.S.C.
267 and 1502.

Section 1.269–3(d) also issued under 26 U.S.C.
382(m).

Section 1.274–5T also issued under 26 U.S.C.
274(d).

Section 1.274(d)–1 also issued under 26 U.S.C.
274(d).

Section 1.274(d)–1T also issued under 26
U.S.C. 274(d).

Section 1.280C–4 also issued under 26 U.S.C.
280C(c) and 103 Stat. 2413.

Section 1.280F–1T also issued under 26 U.S.C.
280F.

Section 1.280F–7 also issued under 26 U.S.C.
280F(c).

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960;
25 FR 14021, Dec. 31, 1960, unless otherwise
noted.

PART 1—INCOME TAXES

Normal Taxes and Surtaxes
(Continued)

COMPUTATION OF TAXABLE INCOME
(Continued)

ITEMIZED DEDUCTIONS FOR INDIVIDUALS
AND CORPORATIONS (CONTINUED)

§ 1.170–0 Effective dates.
Except as otherwise provided in this

section, the provisions of section 170
and §§ 1.170–1 through 1.170–3 are appli-
cable to contributions paid in taxable
years beginning before January 1, 1970,
and all references therein to sections of
the Code are to sections of the Internal
Revenue Code of 1954 prior to the
amendments made by section 201(a) of
the Tax Reform Act of 1969 (83 Stat.
549). Except as otherwise provided
therein, §§ 1.170A through 1.170A–11 are
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applicable to contributions paid in tax-
able years beginning after December 31,
1969. In a case where a provision in
§§ 1.170A through 1.170A–11 is applicable
to a contribution paid in a taxable year
beginning before January 1, 1970, such
provision shall apply to the contribu-
tion and §§ 1.170–1 through 1.170–3 shall
not apply to the contribution.

[T.D. 7207, 37 FR 20767, Oct. 5, 1972]

§ 1.170–1 Charitable, etc., contribu-
tions and gifts; allowance of deduc-
tion (before amendment by Tax Re-
form Act of 1969).

(a) In general—(1) General rule. Any
charitable contribution (as defined in
section 170(c)) actually paid during the
taxable year is allowable as a deduc-
tion in computing taxable income, re-
gardless of the method of accounting
employed or when pledged. In addition,
contributions by corporations may
under certain circumstances be deduct-
ible even though not paid during the
taxable year (see § 1.170–3), and subject
to the provisions of section 170(b)(5)
and paragraph (g) of § 1.170–2, certain
excess charitable contributions made
by individuals in taxable years begin-
ning after December 31, 1963, shall be
treated as paid in certain succeeding
taxable years. The deduction is subject
to the limitations of section 170(b) (see
§§ 1.170–2 and 1.170–3) and is subject to
verification by the district director.
For rules relating to the determination
of, and the deduction for, amounts paid
to maintain certain students as mem-
bers of the taxpayer’s household and
treated under section 170(d) as paid for
the use of an organization described in
section 170(c) (2), (3), or (4), see para-
graph (f) of § 1.170–2. For a special rule
relating to the computation of the
amount of the deduction with respect
to a contribution of section 1245 or sec-
tion 1250 property, see section 170(e).

(2) Information required in support of
deductions for taxable years beginning be-
fore January 1, 1964. In connection with
claims for deductions for charitable
contributions paid in taxable years be-
ginning before January 1, 1964, tax-
payers shall state in their income tax
returns the name and address of each
organization to which a contribution
was made and the amount and approxi-
mate date of the actual payment of

each contribution. Any deduction for
charitable contribution must be sub-
stantiated, when required by the dis-
trict director, by a statement from the
organization to which the contribution
was made indicating whether the orga-
nization is a domestic organization,
the name and address of the contrib-
utor, the amount of the contribution,
and the date of its actual payment, and
by such other information as the dis-
trict director may deem necessary.

(3) Information required in support of
deductions for taxable years beginning
after December 31, 1963—(i) In general. In
connection with claims for deductions
for charitable contributions paid in
taxable years beginning after Decem-
ber 31, 1963, taxpayers shall state in
their income tax returns the name of
each organization to which a contribu-
tion was made and the amount and
date of the actual payment of each con-
tribution. If a contribution is made in
property other than money, the tax-
payer shall state the kind of property
contributed (for example, used cloth-
ing, paintings, securities) and shall
state the method utilized in deter-
mining the fair market value of the
property at the time the contribution
was made. In any case in which a tax-
payer makes numerous cash contribu-
tions to an organization during the
taxable year, the taxpayer may state
the total cash payments made to such
organization during the taxable year in
lieu of listing each cash contribution
and the date of payment.

(ii) Contribution by individual of prop-
erty other than money. If an individual
taxpayer makes a charitable contribu-
tion of an item of property other than
money and claims a deduction in ex-
cess of $200 in respect of his contribu-
tion of such item, he shall attach to his
income tax return a statement setting
forth the following information with
respect to such item:

(a) The name and address of the orga-
nization to which the contribution was
made.

(b) The date of the actual contribu-
tion.

(c) A description of the property in
sufficient detail to identify the par-
ticular property contributed including,
in the case of tangible property, the
physical condition of the property at
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the time of contribution. In the case of
securities, the name of the issuer, the
type of security, and whether or not
such security is regularly traded on a
stock exchange or in an over-the-
counter market.

(d) The manner (for example, by pur-
chase, gift, bequest, inheritance, ex-
change, etc.) and the approximate date
of acquisition of the property by the
taxpayer. If the property was created,
produced, or manufactured by the tax-
payer, the approximate date the prop-
erty was substantially completed.

(e) The fair market value of the prop-
erty at the time the contribution was
made, showing the method utilized in
determining the fair market value. (If
the valuation was determined by ap-
praisal, a copy of the signed report of
the appraiser should be submitted.)

(f) In the case of property (not in-
cluding securities) held by the tax-
payer for a period less than five years
immediately preceding the date on
which the contribution was made, the
cost or other basis, adjusted as pro-
vided by section 1016. If available, the
cost or other basis, adjusted as pro-
vided by section 1016, of property (not
including securities) held for a period
of five years or more prior to the time
of contribution should be submitted.

(g) In the case of section 1245 or sec-
tion 1250 property, the reduction by
reason of section 170(e) in the amount
of the charitable contribution taken
into account under section 170.

(h) The terms of any agreement or
understanding entered into by or on be-
half of the taxpayer relating to the use,
sale, or disposition of the property con-
tributed. For example, there must be
attached to the income tax return of
an individual taxpayer the terms of
any agreement or understanding which
restricts the donee’s right to dispose of
the donated property (either tempo-
rarily or permanently) or which re-
serves to, or confers upon, anyone
other than the donee organization (or
an organization participating with
such organization in cooperative fund
raising) any right to the income from
such property, to the possession of the
property (including the right to vote
securities), to acquire such property by
purchase or otherwise, or to designate
who shall have such income, posses-

sion, or right to acquire. Notwith-
standing the above, it will not be nec-
essary to set forth the terms of any
agreement or understanding which
merely earmarks contributed property
for a particular charitable use, such as
the use of donated furniture in the
reading room of the donee organiza-
tion’s library.

(i) The total amount claimed as a de-
duction for the taxable year due to the
contribution of the property. If less
than the entire interest in the property
is contributed during the taxable year,
the amount claimed as a deduction in
any prior year or years for contribu-
tions of other interests in such prop-
erty, the name and address of each or-
ganization to which any such contribu-
tion was made, the place where the
property (if tangible property) is lo-
cated or kept and the name of the per-
son having actual possession of the
property, if other than the organiza-
tion to which the property giving rise
to the deduction was contributed.

(iii) Statement from donee organization.
Any deduction for a charitable con-
tribution must be substantiated, when
required by the district director, by a
statement from the organization to
which the contribution was made indi-
cating whether the organization is a
domestic organization, the name and
address of the contributor, the amount
of the contribution, the date of actual
receipt of the contribution, and such
other information as the district direc-
tor may deem necessary. If the con-
tribution includes an item of property
(other than money or securities which
are regularly traded on a stock ex-
change or in an over-the-counter mar-
ket) which the donee deems to have a
fair market value in excess of $200 at
the time of receipt, such statement
shall also indicate for each such item
its location if retained by the organiza-
tion, the amount received by the orga-
nization on any sale of the property
and the date of sale, or in case of other
disposition of the property, the method
of disposition.

(b) Time of making contribution.
Ordinarly a contribution is made at the
time delivery is effected. In the case of
a check, the unconditional delivery (or
mailing) of a check which subsequently
clears in due course will constitute an
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effective contribution on the date of
delivery (or mailing). If a taxpayer un-
conditionally delivers (or mails) a
properly endorsed stock certificate to a
charitable donee or the donee’s agent,
the gift is completed on the date of de-
livery (or mailing, provided that such
certificate is received in the ordinary
course of the mails). If the donor deliv-
ers the certificate to his bank or
broker as the donor’s agent, or to the
issuing corporation or its agent, for
transfer into the name of the donee,
the gift is completed on the date the
stock is transferred on the books of the
corporation. For rules relating to a
contribution consisting of a future in-
terest in tangible personal property,
see paragraph (d)(2) of this section.

(c) Contribution in property—(1) Gen-
eral rules. If a contribution is made in
property other than money, the
amount of the deduction is determined
by the fair market value of the prop-
erty at the time of the contribution.
The fair market value is the price at
which the property would change hands
between a willing buyer and a willing
seller, neither being under any compul-
sion to buy or sell and both having rea-
sonable knowledge of relevant facts. If
the contribution is made in property of
a type which the taxpayer sells in the
course of his business, the fair market
value is the price which the taxpayer
would have received if he had sold the
contributed property in the lowest
usual market in which he customarily
sells, at the time and place of the con-
tribution (and in the case of a con-
tribution of goods in quantity, in the
quantity contributed). The usual mar-
ket of a manufacturer or other pro-
ducer consists of the wholesalers or
other distributors to or through whom
he customarily sells, unless he sells
only at retail in which event it is his
retail customers. If a donor makes a
charitable contribution of, for exam-
ple, stock in trade at a time when he
could not reasonably have been ex-
pected to realize its usual selling price,
the value of the gift is not the usual
selling price but is the amount for
which the quantity of merchandise
contributed would have been sold by
the donor at the time of the contribu-
tion. Costs and expenses incurred in
the year of contribution in producing

or acquiring the contributed property
are not deductible and are not a part of
the cost of goods sold. Similarly, to the
extent that costs and expenses incurred
in a prior taxable year in producing or
acquiring the contributed property are
reflected in the cost of goods sold in
the year of contribution, cost of goods
sold must be reduced by such costs and
expenses. Transfers of property to an
organization described in section 170(c)
which bear a direct relationship to the
taxpayer’s business and which are
made with a reasonable expectation of
financial return commensurate with
the amount of the transfer may con-
stitute allowable deductions as trade
or business expenses rather than as
charitable contributions. See section
162 and the regulations thereunder.

(2) Reduction for certain interest. (i)
With respect to charitable contribu-
tions made after December 31, 1957, sec-
tion 170(b)(4) requires that the amount
of the charitable deduction be reduced
for certain interest to the extent nec-
essary to avoid the reduction of the
same amount both as an interest de-
duction under section 163 and as a de-
duction for charitable contributions
under section 170. The reduction is to
be determined in accordance with sub-
divisions (ii) and (iii) of this subpara-
graph.

(ii) With respect to charitable con-
tributions made after December 31,
1957, in determining the amount to be
taken into account as a charitable con-
tribution for purposes of section 170,
the amount determined without regard
to section 170(b)(4) or this subpara-
graph shall be reduced by the amount
of interest which has been paid (or is to
be paid) by the taxpayer, which is at-
tributable to any liability connected
with the contribution, and which is at-
tributable to any period of time after
the making of the contribution. The
deduction otherwise allowable for char-
itable contributions under section 170
is required to be reduced pursuant to
section 170(b)(4) only if, in connection
with a charitable contribution, a liabil-
ity is assumed by the recipient of the
contribution or by any other person, or
if the charitable contribution is of
property which is subject to a liability.
Thus, if the contribution is made in
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property and the transfer is condi-
tioned upon the assumption of a liabil-
ity by the donee or by some other per-
son, any interest paid (or to be paid) by
the taxpayer, attributable to the liabil-
ity, and with respect to a period after
the making of the contribution, will
serve to reduce the amount that may
be taken into account as a charitable
contribution for purposes of section
170. The adjustment referred to in this
subdivision must also be made where
the contributed property is subject to a
liability and the value of the property
reflects the payment by the donor of
interest with respect to a period of
time after the making of the contribu-
tion.

(iii) If, in connection with the chari-
table contribution, after December 31,
1957, of a bond, a liability is assumed
by the recipient or by any other per-
son, or if the bond is subject to a liabil-
ity, then, in determining the amount
to be taken into account as a chari-
table contribution under section 170,
the amount determined without regard
to section 170(b)(4) or this subpara-
graph shall, without regard to whether
any reduction may be required by sub-
division (ii) of this subparagraph, also
be reduced for interest which has been
paid (or is to be paid) by the taxpayer
on indebtedness incurred or continued
to purchase or carry such bond, and
which is attributable to any period be-
fore the making of the contribution.
However, the reduction referred to in
this subdivision shall be made only to
the extent that such reduction does not
exceed the interest (including bond dis-
count and other interest equivalent)
receivable on the bond, and attrib-
utable to any period before the making
of the contribution which is not, by
reason of the taxpayer’s method of ac-
counting, includible in the taxpayer’s
gross income for any taxable year. For
purposes of section 170(b)(4) and this
subdivision the term bond means any
bond, debenture, note, or certificate or
other evidence of indebtedness.

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A, an individual using the cash
receipts and disbursements method of ac-
counting, on January 1, 1960, contributed to
a charitable organization real estate having

a fair market value of $10,000. In connection
with the contribution the charitable organi-
zation assumed an indebtedness of $8,000
which A had incurred. A has prepaid two
years’ interest on that indebtedness (for 1960
and 1961) amounting to $960, and has taken
an interest deduction of $960 for such
amount. The amount of the gift, determined
without regard to this subparagraph, is $2,960
($10,000 less $8,000, the outstanding indebted-
ness, plus $960, the amount of prepaid inter-
est). In determining the amount of the de-
duction for charitable contributions, the
value of the gift ($2,960) must be reduced by
$960 to eliminate from the computation of
such deduction that portion thereof for
which A has been allowed an interest deduc-
tion.

Example 2. On January 1, 1960, B, an indi-
vidual using the cash receipts and disburse-
ments method of accounting, purchased for
$9,600 a 5 1/2 percent $10,000, 20-year M Cor-
poration bond, the interest on which was
payable semiannually on June 30 and Decem-
ber 31. The M Corporation had issued the
bond on January 1, 1950, at a discount of $720
from the principal amount. On December 1,
1960, B donated the bond to a charitable or-
ganization, and, in connection with the con-
tribution, the charitable organization as-
sumed an indebtedness of $7,000 which B had
incurred to purchase and carry the bond.
During the calendar year 1960 B paid accrued
interest of $330 on the indebtedness for the
period from January 1 to December 1, 1960,
and has taken an interest deduction of $330
for such amount. No portion of the bond dis-
count of $36 a year ($720 divided by 20 years)
has been included in B’s income, and of the
$550 of annual interest receivable on the
bond, he included in income only the June 30
payment of $275. The market value of the
bond on the date of the contribution was
$9,902. Such value reflects a proportionate
part of the original bond discount ($9,280 plus
$393, or $9,673) and of interest receivable of
$229 which had accrued from July 1 to De-
cember 1, 1960. The amount of the charitable
contribution determined without regard to
this subparagraph is $2,902 ($9,902, the value
of the property on the date of gift, less $7,000,
the amount of the liability assumed by the
charitable organization). In determining the
amount of the allowable deduction for chari-
table contributions, the value of the gift
($2,902) must be reduced to eliminate from
the deduction that portion thereof for which
B has been allowed an interest deduction. Al-
though the amount of such interest deduc-
tion was $330, the reduction required by this
subparagraph is limited to $262, since the re-
duction is not in excess of the amount of in-
terest income on the bond ($229 of accrued
interest plus $33, the amount of bond dis-
count attributable to the eleven-month pe-
riod B held the bond).
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(3) Reduction for depreciable property.
(i) With respect to a charitable con-
tribution of section 1245 property (as
defined in section 1245(a)(3)), or section
1250 property (as defined in section
1250(c)), section 170(e) requires that the
amount of the charitable contribution
taken into account under section 170
shall be reduced by the amount which
would have been treated (but was not
actually treated) as gain to which sec-
tion 1245(a)(1) or 1250(a) (relating to
gain from dispositions of depreciable
property) applies if the property con-
tributed had been sold at its fair mar-
ket value (determined at the time of
such contribution).

(ii) Section 170(e) applies to chari-
table contributions of section 1245
property in taxable years beginning
after December 31, 1962, except that in
respect of section 1245 property which
is an elevator or escalator section
170(e) applies to charitable contribu-
tions after December 31, 1963. Section
170(e) applies to charitable contribu-
tions of section 1250 property after De-
cember 31, 1963.

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. Jones contributes to a charitable
organization section 1245 property which has
an adjusted basis of $10,000, a recomputed
basis (as defined in section 1245 (a)(2)) of
$14,000, and a fair market value of $17,000. If
Jones had instead sold the property at its
fair market value, he would have recognized
gain under section 1245(a)(1) of $4,000. See
paragraph (b) of § 1.1245–1. Under section
170(e), the amount of the charitable con-
tribution taken into account under section
170 is reduced by $4,000. Accordingly, the
amount of the charitable contribution is
$13,000 ($17,000 minus $4,000).

(d) Transfers of income and future in-
terests—(1) In general. A deduction may
be allowed for a contribution of an in-
terest in the income from property or
an interest in the remainder (but see
subparagraph (2) of this paragraph for
rules relating to transfers, after De-
cember 31, 1963, of future interests in
tangible personal property). The in-
come or remainder interest shall be
valued according to the tables referred
to in paragraph (d) of § 1.170–2. For
rules with respect to certain transfers
to a trust, see paragraph (d) of § 1.170–
2.

(2) Future interests in tangible personal
property. (i) Except as otherwise pro-
vided in subdivision (iii) of this sub-
paragraph, a contribution consisting of
a transfer, after December 31, 1963, in a
taxable year ending after such date, of
a future interest in tangible personal
property shall be treated as made only
when:

(a) All intervening interests in, and
rights to the actual possession or en-
joyment of, the property have expired,
or

(b) Are held by persons other than
the taxpayer or those standing in a re-
lationship to the taxpayer described in
section 267(b) and the regulations
thereunder (relating to losses, ex-
penses, and interest with respect to
transactions between related tax-
payers).

Section 170(f) and this subparagraph
have no application in respect of a
transfer of an undivided present inter-
est in property. For example, a con-
tribution of an undivided one-quarter
interest in a painting with respect to
which the donee is entitled to posses-
sion during three months of each year
shall be treated as made upon the re-
ceipt by the donee of a formally exe-
cuted and acknowledged deed of gift.
Section 170(f) and this subparagraph
have no application in respect of a
transfer of a future interest in intan-
gible personal property or in real prop-
erty. However, a fixture which is in-
tended to be severed from real property
shall be treated as tangible personal
property. For example, a contribution
of a future interest in a chandelier
which is attached to a building is con-
sidered a contribution which consists
of a future interest in tangible personal
property if the transferor intends that
it be detached from the building at or
prior to the time when the charitable
organization’s right to possession or
enjoyment of the chandelier is to com-
mence. For purposes of section 170(f)
and this subparagraph, the term future
interest has generally the same mean-
ing as it has when used in section 2503,
relating to taxable gifts, see § 25.2503–3
of Part 25 of this chapter (Gift Tax
Regulations), and such term includes
reversions, remainders, and other in-
terests or estates, whether vested or
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contingent, and whether or not sup-
ported by a particular interest or es-
tate, which are limited to commence in
use, possession or enjoyment at some
future date or time. The term future in-
terest includes situations in which a
donor purports to give tangible per-
sonal property to a charitable organi-
zation, but has an understanding, ar-
rangement, agreement, etc. (whether
written or oral) with the charitable or-
ganization which has the effect of re-
serving to, or retaining in, such donor
a right to the use, possession, or enjoy-
ment of the property.

(ii) The provisions of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example 1. On December 31, 1964, A, an indi-
vidual who reports his income on the cal-
endar year basis, conveys by deed of gift to
a museum title to a painting, but reserves to
himself the right to the use, possession, and
enjoyment of the painting during his life-
time. At the time of the gift the value of the
painting is $90,000. Since the contribution
consists of a future interest in tangible per-
sonal property in which the donor has re-
tained an intervening interest, no contribu-
tion is considered as having been made in
1964.

Example 2. Assume the same facts as in Ex-
ample (1) except that on December 31, 1965, A
relinquishes all of his right to the use, pos-
session, and enjoyment of the painting and
delivers the painting to the museum. Assum-
ing that the value of the painting has in-
creased to $95,000, A is treated as having
made a charitable contribution of $95,000 in
1965.

Example 3. Assume the same facts as Exam-
ple (1) except A dies without relinquishing
his right to the use, possession, and enjoy-
ment of the painting. Since A did not relin-
quish his right to the use, possession, and en-
joyment of the property during his life, A is
treated as not having made a charitable con-
tribution of the painting for income tax pur-
poses.

Example 4. Assume the same facts as in Ex-
ample (1) except A, on December 31, 1965,
transfers his interest in the painting to his
son, B. Since the relationship between A and
B is one described in section 267(b), no con-
tribution of the remainder interest in the
painting is considered as having been made
in 1965.

Example 5. Assume the same facts as in Ex-
ample (4). Also assume that on December 31,
1966, B conveys the interest measured by A’s
life to the museum. B has made a charitable
contribution of the present interest in the
painting conveyed to the museum (i.e., the
life interest measured by A’s life expectancy

in 1966 valued according to paragraph (f),
Table 1, of § 20.2031–7 of Part 20 of this chap-
ter (Estate Tax Regulations)). In addition,
since all intervening interests in, and rights
to the actual possession or enjoyment of the
property, have expired, a charitable con-
tribution of the remainder interest is treated
as having been made by A in 1966. Such re-
mainder interest shall also be valued accord-
ing to paragraph (f), Table 1, of § 20.2031–7 of
Part 20 of this chapter (Estate Tax Regula-
tions)).

(iii) Section 209(f)(3) of the Revenue
Act of 1964 (78 Stat. 47) provides an ex-
ception to the rule set forth in section
170(f). Pursuant to the exception, sec-
tion 170(f) and subdivision (i) of this
subparagraph shall not apply in the
case of a transfer of a future interest in
tangible personal property made after
December 31, 1963, and before July 1,
1964, where:

(a) The sole intervening interest or
right is a nontransferable life interest
reserved by the donor, or

(b) In the case of a joint gift by hus-
band and wife, the sole intervening in-
terest or right is a nontransferable life
interest reserved by the donors which
expires not later than the death of
whichever of such donors dies later.
For purposes of the preceding sentence,
the right to make a transfer of the re-
served life interest to the donee of the
future interest shall not be treated as
making a life interest transferable.

(e) Transfers subject to a condition or a
power. If as of the date of a gift a trans-
fer for charitable purposes is dependent
upon the performance of some act or
the happening of a precedent event in
order that it might become effective,
no deduction is allowable unless the
possibility that the charitable transfer
will not become effective is so remote
as to be negligible. If an interest passes
to or is vested in charity on the date of
the gift and the interest would be de-
feated by the performance of some act
or the happening of some event, the oc-
currence of which appeared to have
been highly improbable on the date of
the gift, the deduction is allowable.
The deduction is not allowed in the
case of a transfer in trust conveying a
present interest in income if by reason
of all the conditions and circumstances
surrounding the transfer it appears
that the charity may not receive the
beneficial enjoyment of the interest.
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For example, assume that assets placed
in trust consist of stock in a corpora-
tion the fiscal policies of which are
controlled by the donor and his family,
that the trustees and remaindermen
are likewise members of the donor’s
family, and that the governing instru-
ment contains no adequate guarantee
of the requisite income to the chari-
table organization. Under such cir-
cumstances, no deduction will be al-
lowed. Similarly, if the trustees were
not members of the donor’s family but
had no power to sell or otherwise dis-
pose of closely held stock, or otherwise
insure the requisite enjoyment of in-
come to the charitable organization, no
deduction would be allowed.

(f) Exceptions. (1) This section does
not apply to contributions by estates
and trusts (see section 642(c)). For dis-
allowance of certain charitable deduc-
tions otherwise allowable under section
170, see sections 503(e) and 681(b)(5) (re-
lating to organizations engaged in pro-
hibited transactions). For disallowance
of deductions for contributions to or
for the use of communist controlled or-
ganizations, see section 11(a) of the In-
ternal Security Act of 1950, as amended
(50 U.S.C. 790). For denial of deduction
for charitable contributions as trade or
business expenses and rules with re-
spect to treatment of payments to or-
ganizations other than those described
in section 170(c), see section 162 and the
regulations thereunder.

(2) No deduction shall be allowed
under section 170 for amounts paid to
an organization:

(i) A substantial part of the activities
of which is carrying on propaganda, or
otherwise attempting, to influence leg-
islation, or

(ii) Which participates in or inter-
venes in any political campaign on be-
half of any candidate for public office.
For purposes of determining whether
an organization is attempting to influ-
ence legislation or is engaging in polit-
ical activities, see section 501(c)(3) and
the regulations thereunder. Moreover,
no deduction shall be allowed under
section 170 for expenditures for lob-
bying purposes, promotion or defeat of
legislation, etc. See also the regula-
tions under section 162.

(3) No deduction for charitable con-
tributions is allowed in computing the

taxable income of a common trust fund
or of a partnership. See sections 584(d)
and 703(a)(2)(D). However, a partner’s
distributive share of charitable con-
tributions actually paid by a partner-
ship during its taxable year may be al-
lowed as a deduction in the partner’s
separate return for his taxable year
with or within which the taxable year
of the partnership ends, to the extent
that the aggregate of his share of the
partnership contributions and his own
contributions does not exceed the limi-
tations in section 170 (b). In the case of
a nonresident alien individual, or a cit-
izen of the United States entitled to
the benefits of section 931, see sections
873(c), 876, and 931.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6605, 27 FR 8094, Aug. 15,
1962; T.D. 6785, 29 FR 18499, Dec. 29, 1964; T.D.
6832, 30 FR 8574, July 7, 1965; T.D. 6900, 31 FR
14633, Nov. 17, 1966; T.D. 7084, 36 FR 266, Jan.
8, 1971; T.D. 7207, 37 FR 20768, Oct. 4, 1972]

§ 1.170–2 Charitable deductions by in-
dividuals; limitations (before
amendment by Tax Reform Act of
1969).

(a) In general. (1) A deduction is al-
lowable to an individual under section
170 only for charitable contributions
actually paid during the taxable year,
regardless of when pledged and regard-
less of the method of accounting em-
ployed by the taxpayer in keeping his
books and records. A contribution to
an organization described in section
170(c) is deductible even though some
portion of the funds of the organization
may be used in foreign countries for
charitable or educational purposes. The
deduction by an individual for chari-
table contributions under section 170 is
limited generally to 20 percent of the
taxpayer’s adjusted gross income (com-
puted without regard to any net oper-
ating loss carryback to the taxable
year under section 172). If a husband
and wife make a joint return, the de-
duction for contributions is the aggre-
gate of the contributions made by the
spouses, and the limitation in section
170(b) is based on the aggregate ad-
justed gross income of the spouses. The
20-percent limitation applies to
amounts contributed during the tax-
able year ‘‘to or for the use of’’ those
recipients described in section 170(c),

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00011 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



16

26 CFR Ch. I (4–1–99 Edition)§ 1.170–2

including amounts treated under sec-
tion 170(d) as paid for the use of an or-
ganization described in section 170(c)
(2), (3), or (4). See paragraph (f) of this
section. The limitation is computed
without regard to contributions quali-
fying for the additional 10-percent de-
duction. For examples of the applica-
tion of the 10- and 20-percent limita-
tion, see paragraph (b)(5) of this sec-
tion. For special rules reducing amount
of certain charitable deductions, see
paragraph (c)(2) of § 1.170–1.

(2) No deduction is allowable for con-
tribution of services. However, unreim-
bursed expenditures made incident to
the rendition of services to an organi-
zation contributions to which are de-
ductible may constitute a deductible
contribution. For example, the cost of
a uniform without general utility
which is required to be worn in per-
forming donated services is deductible.
Similarly, out-of-pocket transpor-
tation expenses necessarily incurred in
rendering donated services are deduct-
ible. Reasonable expenditures for meals
and lodging necessarily incurred while
away from home in the course of ren-
dering donated services also are de-
ductible. For the purposes of this sec-
tion, the phrase while away from home
has the same meaning as that phrase is
used for purposes of section 162.

(3)(i) In the case of an annuity or por-
tion thereof purchased from an organi-
zation described in section 170(c), there
shall be allowed as a deduction the ex-
cess of the amount paid over the value
at the time of purchase of the annuity
or portion purchased.

(ii) The value of the annuity or por-
tion is the value of the annuity deter-
mined in accordance with section 101(b)
and the regulations thereunder.

(b) Additional 10-percent deduction—(1)
In general. In addition to the deduction
which may be allowed for contributions
subject to the general 20-percent limi-
tation, an individual may deduct chari-
table contributions made during the
taxable year to the organizations speci-
fied in section 170(b)(1)(A) to the extent
that such contributions in the aggre-
gate do not exceed 10 percent of his ad-
justed gross income (computed without
regard to any net operating loss
carryback to the taxable year under
section 172). The additional 10-percent

deduction may be allowed with respect
to contributions to:

(i) A church or a convention or asso-
ciation of churches,

(ii) An educational organization re-
ferred to in section 503(b)(2) and de-
fined in subparagraph (3)(i) of this
paragraph,

(iii) A hospital referred to in section
503(b)(5) and defined in subparagraph
(4)(i) of this paragraph,

(iv) Subject to certain conditions and
limitations set forth in subparagraph
(4)(ii) of this paragraph, and for taxable
years beginning after December 31,
1955, a medical research organization
referred to in section 503(b)(5),

(v) Subject to certain limitations and
conditions set forth in subparagraph
(3)(ii) of this paragraph, and for taxable
years beginning after December 31,
1960, an organization referred to in sec-
tion 503(b)(3) which is organized and op-
erated for the benefit of certain State
and municipal colleges and univer-
sities,

(vi) For taxable years beginning after
December 31, 1963, a governmental unit
referred to in section 170(c)(1), and

(vii) Subject to certain limitations
and conditions set forth in subpara-
graph (5) of this paragraph, and for tax-
able years beginning after December 31,
1963, an organization referred to in sec-
tion 170(c)(2).
To qualify for the additional 10-percent
deduction the contributions must be
made ‘‘to’’, and not merely ‘‘for the use
of’’, one of the specified organizations.
A contribution to an organization re-
ferred to in section 170(c)(2) (other than
an organization specified in subdivi-
sions (i) through (vi) of this subpara-
graph) which, for taxable years begin-
ning after December 31, 1963, is not
‘‘publicly supported’’ under the rules of
subparagraph (5) of this paragraph will
not qualify for the additional 10-per-
cent deduction even though such orga-
nization makes the contribution avail-
able to an organization which is speci-
fied in section 170(b)(1)(A). The com-
putation of this additional deduction is
not necessary unless the total con-
tributions paid during the taxable year
are in excess of the general 20-percent
limitation. Where the total contribu-
tions exceed the 20-percent limitation,
the taxpayer should first ascertain the
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amount of charitable contributions
subject to the 10-percent limitation,
and any excess over the 10-percent lim-
itation should then be added to all
other contributions and limited by the
20-percent limitation. For provisions
relating to a carryover of certain char-
itable contributions made by individ-
uals, see paragraph (g) of this section.

(2) Church. For definition of church,
see the regulations under section 511.

(3) Educational organization and orga-
nizations for the benefit of certain State
and municipal colleges and universities—
(i) Educational organization. An edu-
cational organization within the mean-
ing of section 170(b)(1)(A) is one whose
primary function is the presentation of
formal instruction and which normally
maintains a regular faculty and cur-
riculum and normally has a regularly
enrolled body of pupils or students in
attendance at the place where its edu-
cational activities are regularly car-
ried on. The term, therefore, includes
institutions such as primary, sec-
ondary, preparatory, or high schools,
and colleges and universities. It in-
cludes Federal, State, and other public-
supported schools which otherwise
come within the definition. It does not
include organizations engaged in both
educational and noneducational activi-
ties unless the latter are merely inci-
dental to and growing out of the edu-
cational activities. A recognized uni-
versity which incidentally operates a
museum or sponsors concerts is an edu-
cational organization. However, the op-
eration of a school by a museum does
not necessarily qualify the museum as
an educational organization. A gift to
an educational institution through an
alumni association or a class organiza-
tion, which acts simply as a fund-rais-
ing or collection agency through which
gifts may be made currently to the in-
stitution, is a gift to the educational
organization if the entire gift inures to
its benefit, but not if any part of it in-
ures to the general or operating fund of
the agency. Similarly, a gift to one or
more educational institutions through
an association of educational institu-
tions will be considered a gift to the in-
stitutions if it inures entirely to their
benefit.

(ii) Organizations for the benefit of cer-
tain State and municipal colleges and uni-

versities. (a) For taxable years begin-
ning after December 31, 1960, gifts made
to an organization referred to in sec-
tion 503(b)(3) organized and operated
exclusively to receive, hold, invest, and
administer property and to make ex-
penditures to or for the benefit of cer-
tain colleges and universities, may be
taken into account in computing the
additional 10-percent limitation. The
phrase expenditures to or for the benefit
of certain colleges and universities in-
cludes expenditures made for any one
or more of the normally accepted func-
tions of colleges and universities, for
example, for the acquisition and main-
tenance of real property comprising
part of the campus area, the erection of
or participation in the erection of col-
lege or university buildings, scholar-
ships, libraries, student loans, and the
acquisition and maintenance of equip-
ment and furnishings used for or in
conjunction with normally accepted
functions of colleges and universities.

(b) The recipient organization must
be one which normally receives a sub-
stantial portion of its support from the
United States or any State or political
subdivision thereof or from direct or
indirect contributions from the general
public, or from a combination of two or
more of such sources. An example of an
indirect contribution from the public
would be the receipt by the organiza-
tion of its share of the proceeds of an
annual collection campaign of a com-
munity chest, community fund, or
united fund.

(c) The college or university (includ-
ing land grant colleges and univer-
sities) to be benefited must be an edu-
cational organization referred to in
section 170(b)(1)(A)(ii) and subdivision
(i) of this subparagraph; and must be
an agency or instrumentality of a
State or political subdivision thereof,
or must be owned or operated by a
State or political subdivision thereof
or by an agency or instrumentality of
one or more States or political subdivi-
sions.

(4) Hospital and medical research orga-
nization—(i) Hospital. The term hospital,
as used in section 170(b)(1)(A), means
an organization the principal purposes
or functions of which are the providing
of hospital or medical care. The term
includes Federal and State hospitals
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otherwise coming within the definition
but does not include medical education
organizations, or medical research or-
ganizations. See, however, subdivision
(ii) of this subparagraph, relating to
contributions to certain medical re-
search organizations for taxable years
beginning after December 31, 1955. A re-
habilitation institution or an out-
patient clinic may qualify as a hospital
if its principal purposes or functions
are the providing of hospital or med-
ical care. The term hospital does not in-
clude convalescent homes or homes for
children or the aged, nor does the term
include institutions whose principal
purposes or functions are to train
handicapped individuals to pursue
some vocation.

(ii) Certain medical research organiza-
tions. (a) For taxable years beginning
after December 31, 1955, certain chari-
table contributions made to certain
medical research organizations may be
taken into account in computing the
additional 10-percent limitation. To be
so taken into account the charitable
contribution must be made to a med-
ical research organization that is di-
rectly engaged in the continuous active
conduct of medical research in con-
junction with a hospital (as defined in
subdivision (i) of this subparagraph),
and, during the calendar year in which
the contribution is made, the organiza-
tion must be committed to spend the
contribution for such active conduct of
medical research before January 1 of
the fifth calendar year beginning after
the date the contribution is made.

(b) As used in section 170(b)(1)(A) and
this subparagraph, the term medical re-
search organization means an organiza-
tion the principal purpose or function
of which is to engage in medical re-
search. Medical research may be de-
fined as the conduct of investigations,
experiments, and studies to discover,
develop, or verify knowledge relating
to the causes, diagnosis, treatment,
prevention, or control of physical or
mental diseases and impairments of
man. To qualify as a medical research
organization, the organization must
have the appropriate equipment and
professional personnel necessary to
carry out its principal function.

(c) The organization must, at the
time of the contribution, be directly

engaged in the continuous active con-
duct of medical research in conjunc-
tion with a hospital described in sub-
division (i) of this subparagraph. The
organization need not be formally af-
filiated with a hospital to be consid-
ered engaged in the active conduct of
medical research in conjunction with a
hospital, but it must be physically con-
nected, or closely associated, with a
hospital. In any case, there must be a
joint effort on the part of the research
organization and the hospital pursuant
to an understanding that the two orga-
nizations shall maintain continuing
close cooperation in the active conduct
of medical research. For example, the
necessary joint effort will normally be
found to exist if the activities of the
medical research organization are car-
ried on in space located within or adja-
cent to a hospital provided that the or-
ganization is permitted to utilize the
facilities (including equipment, case
studies, etc.) of the hospital on a con-
tinuing basis in the active conduct of
medical research. A medical research
organization which is closely associ-
ated, in the manner described above,
with a particular hospital or particular
hospitals, may be considered to be pur-
suing research in conjunction with a
hospital if the necessary joint effort is
supported by substantial evidence of
the close cooperation of the members
of the research organization and the
staff of the particular hospital or hos-
pitals. The active participation in med-
ical research by the staff of the par-
ticular hospital or hospitals will be
considered as evidence of the requisite
joint effort. If the organization’s pri-
mary purpose is to disburse funds to
other organizations for the conduct of
research by them, or, if the organiza-
tion’s primary purpose is to extend re-
search grants or scholarships to others,
it is not directly engaged in the active
conduct of medical research, and con-
tributions to such an organization may
not be taken into account for purposes
of the additional 10-percent limitation.

(d) A charitable contribution to a
medical research organization may be
taken into account in computing the
additional 10-percent limitation only if
the organization is committed to spend
such contribution for medical research
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in conjunction with a hospital on or be-
fore the first day of the fifth calendar
year which begins after the date the
contribution is made. The organiza-
tion’s commitment that the contribu-
tion will be spent within the prescribed
time only for the prescribed purposes
must be legally enforceable. A promise
in writing to the donor in consider-
ation of his making a contribution that
such contribution will be so spent
within the prescribed time will con-
stitute a commitment. The expenditure
of contributions received for plant, fa-
cilities, or equipment, used solely for
medical research purposes shall ordi-
narily be considered to be an expendi-
ture for medical research for purposes
of section 170(b) and this section. If a
contribution is made in other than
money, it shall be considered spent for
medical research if the funds from the
proceeds of a disposition thereof are
spent by the organization within the
five-year period for medical research;
or, if such property is of such a kind
that it is used on a continuing basis di-
rectly in connection with such re-
search, it shall be considered spent for
medical research in the year in which
it is first so used.

(5) Corporation, trust, or community
chest, fund, or foundation—(i) In general.
(a) For taxable years beginning after
December 31, 1963, gifts made to a cor-
poration, trust, or community chest,
fund, or foundation, referred to in sec-
tion 170(c)(2) (other than an organiza-
tion specified in subparagraph (1) (i)
through (vi) of this paragraph), may be
taken into account in computing the
additional 10-percent limitation, pro-
vided the organization is a ‘‘publicly
supported’’ organization. For purposes
of this subparagraph, an organization
is ‘‘publicly supported’’ if it normally
receives a substantial part of its sup-
port from a governmental unit referred
to in section 170(c)(1) or from direct or
indirect contributions from the general
public.

(b) An important factor in deter-
mining whether an organization nor-
mally receives a substantial part of its
support from ‘‘direct or indirect con-
tributions from the general public’’ is
the extent to which the organization
derives its support from or through
voluntary contributions made by per-

sons representing the general public.
Except in unusual situations (particu-
larly in the case of newly created orga-
nizations), an organization is not ‘‘pub-
licly supported’’ if it receives contribu-
tions only from the members of a sin-
gle family or from a few individuals.

(ii) Special rules and meaning of terms.
(a) For purposes of this subparagraph,
the term support, except as otherwise
provided in (b) of this subdivision (ii),
means all forms of support including
(but not limited to) contributions re-
ceived by the organization, investment
income (such as, interest, rents, royal-
ties, and dividends), and net income
from unrelated business activities
whether or not such activities are car-
ried on regularly as a trade or business.

(b) The term support does not include:
(1) Any amounts received from the

exercise or performance by an organi-
zation of its charitable, educational, or
other purpose or function constituting
the basis for its exemption under sec-
tion 501(a). In general, such amounts
include amounts received from any ac-
tivity the conduct of which is substan-
tially related to the furtherance of
such purpose or function (other than
through the production of income).

(2) Any gain upon the sale or ex-
change of property which would be con-
sidered under any section of the Code
as gain from the sale or exchange of a
capital asset.

(3) Contributions of services for
which a deduction is not allowable.

(c) The term support from a govern-
mental unit includes:

(1) Any amounts received from a gov-
ernmental unit including donations or
contributions and amounts received in
connection with a contract entered
into with a governmental unit for the
performance of services or in connec-
tion with a government research grant,
provided such amounts are not ex-
cluded from the term support under (b)
of this subdivision (ii). For purposes of
(b)(1) of this subdivision (ii), an amount
paid by a governmental unit to an or-
ganization is not received from the ex-
ercise or performance of its charitable,
educational, or other purpose or func-
tion constituting the basis for its ex-
emption under section 501(a) if the pur-
pose of the payment is to enable the or-
ganization to provide a service to, or
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maintain a facility for, the direct ben-
efit of the public, as, for example, the
maintenance of library facilities which
are open to the public.

(2) Tax revenues levied for the ben-
efit of the organization and either paid
to or expended on behalf of the organi-
zation.

(3) The value of services or facilities
(exclusive of services or facilities gen-
erally furnished, without charge, to the
public) furnished by a governmental
unit to the organization without
charge, as, for example, where a city
pays the salaries of personnel used to
guard a museum, art gallery, etc., or
provides, rent free, the use of a build-
ing. However, the term does not in-
clude the value of any exemption from
Federal, State, or local tax or any
similar benefit.

(d) The term indirect contributions
from the general public includes con-
tributions received by the organization
from organizations which normally re-
ceive a substantial part of their sup-
port from direct contributions from the
general public.

(iii) Determination of whether organi-
zation is ‘‘publicly supported’’—(a) In
general. No single test which would be
appropriate in every case may be pre-
scribed for determining whether a cor-
poration, trust, or community chest,
fund, or foundation, referred to in sec-
tion 170(c)(2), is ‘‘publicly supported’’.
For example, since the statutory test
is whether the organization normally
receives a substantial part of its sup-
port from the prescribed sources, a test
which would be appropriate in the case
of an organization which has been in
operation for a number of years would
not necessarily be appropriate in the
case of a newly established organiza-
tion. The determination of whether an
organization is ‘‘publicly supported’’
depends on the facts and circumstances
in each case. Thus, although a ‘‘me-
chanical test’’ is set forth in (b) of this
subdivision (iii), such test is not an ex-
clusive test. Accordingly, an organiza-
tion which does not qualify as a ‘‘pub-
licly supported’’ organization by appli-
cation of the ‘‘mechanical test’’ may
qualify as a ‘‘publicly supported’’ orga-
nization on the basis of the facts and
circumstances in its case. For provi-
sions relating to the facts and cir-

cumstances test, see (c) of this subdivi-
sion (iii).

(b) Mechanical test. An organization
will be considered to be a ‘‘publicly
supported’’ organization for its current
taxable year and the taxable year im-
mediately succeeding its current year,
if, for the four taxable years imme-
diately preceding the current taxable
year, the total amount of the support
which the organization receives from
governmental units, from donations
made directly or indirectly by the gen-
eral public, or from a combination of
these sources equals 331⁄3 percent or
more of the total support of the organi-
zation for such four taxable years. The
rule in the preceding sentence does not
apply if there are substantial changes
in the organization’s character, pur-
poses, or methods of operation in the
current year, and does not apply in re-
spect of the immediately succeeding
taxable year if such changes occur in
such year. In determining whether the
331⁄3-percent-of-support test is met,
contributions by an individual, trust,
or corporation shall be taken into ac-
count only to the extent that the total
amount of the contributions by any
such individual, trust, or corporation
during the four-taxable-year period
does not exceed 1 percent of the organi-
zation’s total support for such four tax-
able years. In applying the 1-percent
limitation, all contributions made by a
donor and by any person or persons
standing in a relationship to the donor
which is described in section 267(b) and
the regulations thereunder shall be
treated as made by one person. The 1-
percent limitation shall not apply to
support from governmental units re-
ferred to in section 170(c)(1) or to con-
tributions from ‘‘publicly supported’’
organizations. A national organization
which carries out its purposes through
local chapters with which it has an
identity of aims and purposes may, for
purposes of determining whether the
organization and the local chapters
meet the mechanical test, make the
computation on an aggregate basis.

Example. For the years 1964 through 1967,
X, an organization referred to in section
170(c)(2), received support (as defined in sub-
division (ii) of this subparagraph) of $600,000
from the following sources:
Investment income ............................................... $300,000
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City Y (a governmental unit referred to in sec-
tion 170(c)(1)) ................................................... 40,000

United Fund (an organization referred to in sec-
tion 170(c)(2) which is ‘‘publicly supported’’) ... 40,000

Contributions ........................................................ 220,000

Total support ...................................... 600,000

For the years 1964 through 1967, X received in
excess of 331⁄3 percent of its support from a
governmental unit referred to in section
170(c)(1) and from direct and indirect con-
tributions from the general public computed
as follows:
331⁄3 percent of total support ............................... $200,000

Support from a governmental unit referred to in
section 170(c)(1) .............................................. 40,000

Indirect contributions from the general public
(United Fund) ................................................... 40,000

Contributions by various donors (no one donor
having made contributions which total in ex-
cess of $6,000—1 percent of total support) .... 50,000

12 contributions (each in excess of $6,000—1
percent of total support) 12×$6,000 ................. 72,000

202,000

Since the amount of X’s support from gov-
ernmental units referred to in section 170
(c)(1) and from direct and indirect contribu-
tions from the general public in the years
1964 through 1967 is in excess of 331⁄3 percent
of X’s total support for such four taxable
years, X is considered a ‘‘publicly supported’’
organization with respect to contributions
made to it during 1968 and 1969 without re-
gard to whether X receives 331⁄3 percent of its
support during 1968 or 1969 from such sources
(assuming that there are no substantial
changes in X’s character, purposes, or meth-
ods of operation).

(c) Facts and circumstances test. (1) A
corporation, trust, or community
chest, fund or foundation referred to in
section 170(c)(2) which does not qualify
as a ‘‘publicly supported’’ organization
under the mechanical test described in
(b) of this subdivision (iii) (including
an organization which has not been in
existence for a sufficient length of time
to make such test applicable) may be a
‘‘publicly supported’’ organization on
the basis of the facts and cir-
cumstances in its case.

(2) The facts and circumstances
which are relevant and the weight to
be accorded such facts and cir-
cumstances may differ in certain cases
depending, for example, on the nature
of the organization and the period of
time it has been in existence. However,
under no circumstances will an organi-
zation which normally receives sub-
stantially all of its contributions (di-
rectly or indirectly) from the members

of a single family or from a few indi-
viduals qualify as a ‘‘publicly sup-
ported’’ organization.

(3) For purposes of the facts and cir-
cumstances test the most important
consideration is the organization’s
source of support. An organization will
be considered a ‘‘publicly supported’’
organization if it is constituted so as
to attract substantial support from
contributions, directly or indirectly,
from a representative number of per-
sons in the community or area in
which it operates. In determining what
is a ‘‘representative number of per-
sons,’’ consideration must be given to
the type of organization and whether
or not the organization limits its ac-
tivities to a special field which can be
expected to appeal to a limited number
of persons. An organization is so con-
stituted if, for example, it establishes
that it does in fact receive substantial
support from contributions from a rep-
resentative number of persons; that
pursuant to its organizational struc-
ture and method of operation it makes
bona fide solicitations for broad based
public support, or, in the case of a
newly created organization, that its or-
ganizational structure and method of
operation are such as to require bona
fide solicitations for broad based public
support; that it receives substantial
support from a community chest or
similar public federated fund raising
organization, such as a United Fund or
United Appeal; or that it has a substan-
tial number of members (in relation to
the community it serves, the nature of
its activities, and its total support)
who pay annual membership dues.

(4) Although primary consideration
will be given to the source of an orga-
nization’s support, other relevant fac-
tors may be taken into account in de-
termining whether or not the organiza-
tion is of a public nature, such as:

(i) Whether the organization has a
governing body (whether designated in
the organization’s bylaws, certificate
of incorporation, deed of trust, etc., as
a Board of Directors, Board of Trust-
ees, etc.) which is comprised of public
officials, of individuals chosen by pub-
lic officials acting in their capacity as
such, or of citizens broadly representa-
tive of the interests and views of the
public. This characteristic does not

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00017 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



22

26 CFR Ch. I (4–1–99 Edition)§ 1.170–2

exist if the membership of an organiza-
tion’s governing body is such as to in-
dicate that it represents the personal
or private interests of a limited num-
ber of donors to the organization (or
persons standing in a relationship to
such donors which is described in sec-
tion 267(b) and the regulations there-
under), rather than the interests of the
community or the general public.

(ii) Whether the organization annu-
ally or more frequently makes avail-
able to the public financial reports or,
in the case of a newly created organiza-
tion, is constituted so as to require
such reporting. For this purpose an in-
formation or other return made pursu-
ant to a requirement of a governmental
unit shall not be considered a financial
report. An organization shall be consid-
ered as making financial reports of its
operations available to the public if it
publishes a financial report in a news-
paper which is widely circulated in the
community in which the organization
operates or if it makes a bona fide dis-
semination of a brochure containing a
financial report.

(iii) If the organization is of a type
which generally holds open to the pub-
lic its buildings (as in the case of a mu-
seum) or performances conducted by it
(as in the case of a symphonic orches-
tra), whether the organization actually
follows such practice, or, in the case of
a newly created organization, is so or-
ganized as to require that its facilities
be open to the public.

(5) The application of this subdivision
(c) may be illustrated by the following
examples:

Example 1. M, a community trust, is an or-
ganization referred to in section 170(c)(2). In
1950, M was organized in the X Community
by several leading trusts and financial insti-
tutions with the purpose of serving perma-
nently the educational and charitable needs
of the X Community by providing a means
by which the public may establish funds or
make gifts of various amounts to established
funds which are administered as an aggre-
gate fund with provision for distribution of
income and, in certain cases, principal for
educational or charitable purposes by a sin-
gle impartial committee. The M Organiza-
tion, by distribution of pamphlets to the
public through participating trustee banks,
actively solicits members of the X Commu-
nity and other concerned parties to establish
funds within the trust or to contribute to es-
tablished funds within the trust. Under the

declaration of trust, a contributor to a fund
may suggest or request (but not require)
that his contribution be used in respect of
his preferred charitable, educational, or
other benevolent purpose, and distributions
of the income from the fund, and in certain
cases the principal, will be made by the Dis-
tribution Committee with regard to such re-
quest unless changing conditions make such
purpose unnecessary, undesirable, imprac-
tical, or impossible in which case income and
(where the contributor has so specified) prin-
cipal will be distributed by the Distribution
Committee in order to promote the public
welfare more effectively. Where a contrib-
utor has not expressed a desire as to a chari-
table, educational, or other benevolent pur-
pose, the Distribution Committee will dis-
tribute the entire annual income from the
fund to such a purpose agreed upon by such
committee. The Distribution Committee is
composed of representatives of the commu-
nity chosen one each by the X Bar Associa-
tion, the X Medical Society, the mayor of X
Community, the judge of the highest X
Court, and the president of the X College,
and two representatives chosen by the par-
ticipating trustee banks. There are a number
of separate funds within the trust adminis-
tered by several participating banks. M has
consistently distributed or used its entire
annual income for projects with purposes de-
scribed in section 170(c)(2)(B) from which
members of the public may benefit or to
other organizations described in section
170(b)(1)(A) which so distribute or use such
income. Through its participating trustee
banks, M annually makes available to the
public a brochure containing a financial
statement of its operations including a list
of all receipts and disbursements. Under the
facts and circumstances, M is a ‘‘publicly
supported’’ organization.

Example 2. Assume the same facts as in Ex-
ample (1) except that M has been in existence
for only one year and only two contributors
have established funds within the trust. The
Distribution Committee has been chosen and
is required by the governing declaration of
trust to make annual distribution of the en-
tire income of the trust to projects with pur-
poses described in section 170(c)(2)(B) from
which members of the public may benefit or
to other organizations described in section
170(b)(1)(A) which so distribute or use such
income. The declaration of trust and other
governing instruments require (1) that the M
Community Trust actively solicit contribu-
tions from members of the X Community
through dissemination of literature and
other public appeals, and (2) that it make
available to the members of the X Commu-
nity, annual financial reports of its oper-
ations. Under the facts and circumstances, M
is a ‘‘publicly supported’’ organization.

Example 3. N, an art museum, is an organi-
zation referred to in section 170(c)(2). In 1930,
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N was founded in Y City by the members of
a single family to collect, preserve, inter-
pret, and display to the public important
works of art. N is governed by a self-perpet-
uating Board of Trustees limited by the gov-
erning instruments to a maximum member-
ship of 20 individuals. The original board
consisted almost entirely of members of the
founding family. Since 1945, members of the
founding family or persons standing in a re-
lationship to the members of such family de-
scribed in section 267(b) have annually con-
stituted less than one-fifth of the Board of
Trustees. The remaining board members are
citizens of Y City from a variety of profes-
sions and occupations who represent the in-
terests and views of the people of Y City in
the activities carried on by the organization
rather than the personal or private interests
of the founding family. N solicits contribu-
tions from the general public and for each of
its four most recent taxable years has re-
ceived total contributions in small sums
(less than $100) in excess of $10,000. For N’s
four most recent taxable years, investment
income from several large endowment funds
has constituted 75 percent of its total sup-
port. N normally expends a substantial part
of its annual income for purposes described
in section 170(c)(2)(B). N has, for the entire
period of its existence, been open to the pub-
lic and more than 300,000 people (from the Y
City and elsewhere) have visited the museum
in each of its four most recent taxable years.
N annually publishes a financial report of its
operation in the Y City newspaper. Under
the facts and circumstances, N museum is a
‘‘publicly supported’’ organization.

Example 4. In 1960, the O Philharmonic Or-
chestra was organized in Z City through the
combined efforts of a local music society and
a local women’s club to present to the public
a wide variety of musical programs intended
to foster music appreciation in the commu-
nity. O is an organization referred to in sec-
tion 170(c)(2). The orchestra is composed of
professional musicians who are paid by the
association. Twelve performances, open to
the public, are scheduled each year. The ad-
mission charge for each of these perform-
ances is $3. In addition, several performances

are staged annually without charge. In each
of its four most recent taxable years, O has
received separate contributions of $10,000
from A, B, C, and D (not members of a single
family) and support of $5,000 from the Z Com-
munity Chest, a public federated fund raising
organization operating in Z City. O is gov-
erned by a Board of Directors comprised of
five individuals. A faculty member of a local
college, the president of a local music soci-
ety, the head of a local banking institution,
a prominent doctor, and a member of the
governing body of the local Chamber of Com-
merce currently serve on the Board and rep-
resent the interests and views of the commu-
nity in the activities carried on by O. O an-
nually files a financial report with Z City
which makes such report available for public
inspection. Under the facts and cir-
cumstances, O is a ‘‘publicly supported’’ or-
ganization.

Example 5. P is a newly created organiza-
tion of a type referred to in section 170 (c)(2).
P’s charter requires that its governing body
be selected by public officials and by public
organizations representing the community
in which it operates. Pursuant to P’s char-
ter, a continuing fund raising campaign
which will encompass the entire community
has been planned. P’s charter requires that
its entire annual income be distributed to or
used for projects with purposes described in
section 170(c)(2)(B) and that it make avail-
able to the public annual financial reports of
its operations. By reason of the express pro-
visions of P’s charter relating to its organi-
zational structure and prescribed methods of
operation, P is a ‘‘publicly supported’’ orga-
nization.

(6) Examples. The application of the
special 10-percent limitation and the
general 20-percent limitation on con-
tributions by individuals may be illus-
trated by the following examples:

Example 1. A, an individual, reports his in-
come on the calendar year basis and for the
year 1957 has an adjusted gross income of
$10,000. During 1957 he made the following
charitable contributions:

1. Contributions qualifying for the additional 10-percent deduction under section 170(b)(1)(A) .............. $2,400
2. Other charitable contributions ............................................................................................................... 700

3. Total contributions paid ......................................................................................................................... 3,100

Deductible
contribu-

tions

4. Contributions qualifying for the additional 10-percent deduction under section 170(b)(1)(A) .............. 2,400
5. Special limitation under section 170(b)(1)(A): 10 percent of adjusted gross income ........................... 1,000
6. Deductible amount: line 4 or line 5, whichever is the lesser ................................................................ $1,000

7. Excess of line 4 over line 5 ................................................................................................................... 1,400
8. Add: Other charitable contributions ....................................................................................................... 700

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00019 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



24

26 CFR Ch. I (4–1–99 Edition)§ 1.170–2

Deductible
contribu-

tions

9. Contributions subject to the general 20-percent limitation under section 170(b)(1)(B) ........................ 2,100
10. Limitation under section 170(b)(1)(B): 20 percent of the adjusted gross income .............................. 2,000
11. Deductible amount: line 9 or line 10, whichever is the lesser ............................................................ 2,000

12. Contributions not deductible ................................................................................................................ 100

13. Total deduction for contributions ......................................................................................................... 3,000

Example 2. B, an individual, reports his in-
come on the calendar year basis and for the
year 1957 has an adjusted gross income of

$10,000. During 1957 he made the following
charitable contributions:

1. Contributions qualifying for the additional 10-percent deduction under section 170(b)(1)(A) .............. $700
2. Other charitable contributions ............................................................................................................... 2,400

3. Total contributions paid ......................................................................................................................... 3,100

4. Contributions qualifying for the additional 10-percent deduction under section 170(b)(1)(A) .............. 700
5. Limitation described in section 170(b)(1)(A): 10 percent of the adjusted gross income ...................... 1,000
6. Deductible amount: line 4 or line 5, whichever is the lesser ................................................................ $700

7. Excess of line 4 over line 5 ................................................................................................................... 0
8. Add: Other charitable contributions ....................................................................................................... 2,400

9. Contributions subject to the general 20-percent limitation under section 170(b)(1)(B) ........................ 2,400
10. Limitation under section 170(b)(1)(B): 20 percent of the adjusted gross income .............................. 2,000
11. Deductible amount: line 9 or line 10, whichever is the lesser ............................................................ 2,000

12. Contributions not deductible ................................................................................................................ 400

13. Total deduction for contributions ......................................................................................................... 2,700

(c) Unlimited deduction for individ-
uals—(1) In general. (i) The deduction
for charitable contributions made by
an individual is not subject to the 10-
and 20-percent limitations of section
170(b) if in the taxable year and each of
8 of the 10 preceding taxable years the
sum of his charitable contributions
paid during the year, plus his payments
during the year on account of Federal
income taxes, is more than 90 percent
of his taxable income for the year (or
net income, in years governed by the
Internal Revenue Code of 1939). In de-
termining the applicability of the 10-
and 20-percent limitations of section
170(b) for taxable years beginning after
December 31, 1957, there may be sub-
stituted, in lieu of the amount of in-
come tax paid during any year, the
amount of income tax paid in respect
of such year, provided that any amount
so included for the year in respect of
which payment was made shall not be
included for any other year. For the
purpose of the first sentence of this
paragraph, taxable income under the

1954 Code is determined without regard
to the deductions for charitable con-
tributions under section 170, for per-
sonal exemptions under section 151, or
for a net operating loss carryback
under section 172. On the other hand,
for this purpose net income under the
1939 Code is computed without the ben-
efit only of the deduction for chari-
table contributions. See section 120 of
the Internal Revenue Code of 1939. The
term income tax as used in section
170(b)(1)(C) means only Federal income
taxes, and does not include the taxes
imposed on self-employment income,
on employees under the Federal Insur-
ance Contributions Act, and on rail-
road employees and their representa-
tives under the Railroad Retirement
Tax Act by Chapters 2, 21, and 22, re-
spectively, or corresponding provisions
of the Internal Revenue Code of 1939.
For purposes of section 170(b)(1)(C) and
this paragraph, the amount of income
tax paid during a taxable year shall be
determined (except as provided in sub-
division (ii) of this subparagraph) by
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including all payments made by the
taxpayer during such taxable year on
account of his Federal income taxes
(whether for the taxable year or for
preceding taxable years). Such pay-
ments would include any amount paid
during the taxable year as estimated
tax (exclusive of any portion of such
amount for taxable years beginning
after December 31, 1966, which is attrib-
utable to the self-employment tax im-
posed by chapter (2) for that year, pay-
ment of the final installment of esti-
mated tax (exclusive of any portion of
such installment, for taxable years be-
ginning after December 31, 1966, which
is attributable to the self-employment
tax imposed by chapter 2) for the pre-
ceding taxable year, final payment for
the preceding taxable year, and any
payment of a deficiency for an earlier
taxable year, to the extent that such
payments do not exceed the tax for the
taxable year for which payment is
made. Any payment of income tax with
respect to which the taxpayer receives
a refund or credit shall be reduced by
the amount of such refund or credit.
Any such refund or credit shall be ap-
plied against the most recent payments
for the taxable year in respect of which
the refund or credit arose.

(ii) For any taxable year beginning
after December 31, 1957, the applica-
bility of the 10- and 20-percent limita-
tions of section 170(b) may be deter-
mined either with reference to the in-
come tax paid during the year or any
prior year, or with reference to the in-
come tax paid in respect of any such
year or prior years. The 90-percent test
of section 170(b)(1)(C) may be applied
for the taxable year, or for any one or
more of the preceding 10 taxable years,
by taking into account the income
taxes paid in respect of that year or
years, and for the balance of the 10
years by taking into account the in-
come tax payments made during those
years. Thus, a taxable year which
qualifies under either of the two per-
missible methods shall be considered as
a qualifying year irrespective of wheth-
er the taxable year begins before or
after December 31, 1957. However, a
particular income tax payment may
only be taken into account once, either
with respect to the year of liability or
for the year of payment.

(2) Joint returns—(i) Joint return for
current taxable year. If a husband and
wife make a joint return for any tax-
able year, their deduction for chari-
table contributions is not subject to
the 10- and 20-percent limitations of
section 170(b), if, under the rules of
subparagraph (1) of this paragraph, in
the taxable year and in each of 8 of the
10 preceding taxable years (regardless
of whether separate or joint returns
were filed), the aggregate charitable
contributions of both spouses paid dur-
ing the year, plus their aggregate pay-
ments during the year on account of
Federal income taxes (or, if the taxable
year begins after December 31, 1957, the
aggregate tax paid in respect of such
taxable year or any preceding taxable
year) exceed 90 percent of their aggre-
gate taxable incomes for the year.

(ii) Separate return by spouse or by
unremarried widow or widower. If a
spouse, or the unremarried widow or
widower of a deceased spouse, makes a
separate return for any taxable year,
his deduction for charitable contribu-
tions is not subject to the 10- and 20-
percent limitations of section 170(b), if,
under the rules of subparagraph (1) of
this paragraph, in the taxable year and
each of 8 of the 10 preceding taxable
years:

(a) For which the taxpayer filed a
joint return with his spouse, either
their aggregate charitable contribu-
tions and payments of Federal income
taxes made during the taxable year (or
if the taxable year begins after Decem-
ber 31, 1957, made in respect of such
taxable year or any preceding taxable
year) exceed 90 percent of their aggre-
gate taxable income for that year, or
the taxpayer’s separate charitable con-
tributions and payments of Federal in-
come taxes allocable to his separate in-
come and made during the taxable year
(or if the taxable year begins after De-
cember 31, 1957, made in respect of such
taxable year or any preceding taxable
year) exceed 90 percent of his separate
taxable income for that year, and (b)
For which the taxpayer did not file a
joint return with his spouse, the aggre-
gate of his charitable contributions
and payments of Federal income taxes
made during the taxable year (or, if the
taxable year begins after December 31,
1957, the payments of income taxes
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made in respect of such taxable year or
any preceding taxable year) exceeds 90
percent of his taxable income for that
year.
For the purpose of the preceding sen-
tence, the word spouse does not include
a spouse from whom the taxpayer has
been divorced.

(iii) Joint return with former spouse for
prior taxable year. A divorced or remar-
ried taxpayer who filed a joint return
for a prior taxable year with a former
spouse shall, for purposes of applying
this paragraph, be treated in the same
manner as if he had filed a separate re-
turn for such prior taxable year, and as
if his Federal income tax liability and
taxable income for such prior taxable
year were his allocable portions of the
joint tax liability and combined tax-
able income, respectively, for such
year.

(iv) Allocation. Whenever it is nec-
essary to allocate the joint tax liabil-
ity or the combined taxable income, or
both, for a taxable year for which a
joint return was filed, a computation
shall be made for the taxpayer and for
his spouse or former spouse showing for
each of them the Federal income taxes
and taxable income which would be de-
termined if separate returns had been
filed by them for such taxable year.
The joint tax liability and conbined
taxable income for such taxable year
shall then be allocated proportionately
to the income taxes and taxable in-
come, respectively, so computed.
Whenever it is necessary to determine
the separate payments made by a tax-
payer in respect of a joint tax liability,
the amount paid by him during the
taxable year as estimated tax (exclu-
sive of any portion of such amount for
taxable years beginning after Decem-
ber 31, 1966, which is attributable to the
self-employment tax imposed by Chap-
ter 2) for that year shall be included to
the extent it does not exceed his allo-
cable portion of the joint tax under
Chapter 1 (exclusive of tax under sec-
tion 56) for the taxable year, and any
amount paid by him for a prior year
(whether as the final installment of es-
timated tax—exclusive of any portion
of such installment, for taxable years
beginning after December 31, 1966,
which is attributable to the self-em-
ployment tax imposed by Chapter 2—

for the preceding taxable year, or a
final payment for the preceding year,
or the payment of a deficiency for an
earlier year) shall be included to the
extent such amount, when added to
amounts previously paid by him for
such prior year, does not exceed his al-
locable portion of the joint tax liabil-
ity for the prior year.

(d) Denial of deduction in case of cer-
tain transfers in trust—(1) Reversionary
interest in grantor. No charitable deduc-
tion will be allowed for the value of
any interest in property transferred to
a trust after March 9, 1954, if the grant-
or at the time of the transfer has a re-
versionary interest in the corpus or in-
come and the value of such rever-
sionary interest exceeds 5 percent of
the total value on which the charitable
deduction would, but for section
170(b)(1)(D), be determined. For pur-
poses of this paragraph, the term rever-
sionary interest means a possibility that
after the possession or enjoyment of
property or its income has been ob-
tained by a charitable donee, the prop-
erty or its income may revest in the
grantor or his estate, or may be subject
to a power exercisable by the grantor
or a nonadverse party (within the
meaning of section 672 (b)), or both, to
revest in, or return to or for the benefit
of, the grantor or his estate the prop-
erty or income therefrom. An interest
of the grantor which, in any event, will
terminate before the ripening of the as-
sured charitable gift for which a deduc-
tion is claimed is not considered a re-
versionary interest for purposes of this
section. For example, assume that a
taxpayer conveyed property to a trust
under the terms of which the income is
payable to the taxpayer’s wife for her
life, and, if she predeceases him, to him
for his life, and after the death of both
the property is to be transferred to a
charitable organization.

(2) Valuation of interests. The present
value of the remainder interest in the
property, taking into account the
value of the life estates reserved to the
taxpayer and his wife, may be allowed
as a charitable deduction. Where the
corpus of the trust is to return to the
grantor after a number of years cer-
tain, the value of the reversionary in-
terest at the time of the transfer may
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be computed by the use of tables show-
ing the present value at 3 1/2 percent a
year, compuounded annually, of $1 pay-
able at the end of a number of years
certain. See paragraph (f), Table II, of
§ 20.2031–7 of this chapter (Estate Tax
Regulations). Where the value of a re-
versionary interest is dependent upon
the continuation or termination of the
life of one or more persons, it must be
determined on the basis of Table 38 of
United States Life Tables and Actu-
arial Tables 1939–1941, published by the
United States Department of Com-
merce, Bureau of the Census, and inter-
est at the rate of 3 1/2 percent a year,
compounded annually. See paragraph
(f), Table I, of § 20.2031–7 of this chapter
(Estate Tax Regulations) for valu-
ations based on one life, and ‘‘Actu-
arial Values for Estate and Gift Tax‘‘
(Internal Revenue Service Publication
No. 11, Rev. 5–59) for values based on
more than one life. In an actual case
(not merely hypothetical), the grantor
or his legal representative may, upon
request, obtain the information nec-
essary to determine such a value from
the district director with whom the
grantor files his return. The request
must be accompanied by a statement
showing the date of birth of each per-
son the duration of whose life may af-
fect the value of the reversionary in-
terest and by copies of the instruments
relevant to the transfer.

(e) Fiscal years and short taxable years
ending after March 9, 1954, subject to the
Internal Revenue Code of 1939. Pursuant
to section 7851(a)(1)(C) of the Internal
Revenue Code of 1954, the regulations
prescribed in paragraph (d) of this sec-
tion, to the extent that they relate to
transfers in trust occurring after
March 9, 1954, shall apply to all taxable
years ending after March 9, 1954, even
though those years may be subject to
the Internal Revenue Code of 1939.

(f) Amounts paid to maintain certain
students as members of the taxpayer’s
household—(1) In General. (i) For tax-
able years beginning after December 31,
1959, the term charitable contribution in-
cludes amounts paid by the taxpayer
during the taxable year to maintain
certain students as members of his
household which, under the provisions
of section 170(d) and this paragraph,
are treated as amounts paid for the use

of an organization described in section
170(c) (2), (3), or (4), and such amounts,
to the extent they do not exceed the
limitations under section 170(d)(2) and
paragraph (f)(2) of this section, are de-
ductible contributions under section
170. In order for such amounts to be so
treated, the student must be an indi-
vidual who is neither a dependent (as
defined in section 152) of the taxpayer
nor related to the taxpayer in a man-
ner described in any of the paragraphs
(1) through (8) of section 152(a), and
such individual must be a member of
the taxpayer’s household pursuant to a
written agreement between the tax-
payer and an organization described in
section 170(c) (2), (3), or (4) to imple-
ment a program of the organization to
provide educational opportunities for
pupils or students placed in private
homes by such organization. Further-
more, such amounts must be paid to
maintain such individual during the
period in the taxable year he is a mem-
ber of the taxpayer’s household and is
a full-time pupil or student in the
twelfth or any lower grade at an edu-
cational institution (as defined in sec-
tion 151(e)(4)) located in the United
States. Amounts paid outside of the pe-
riod (but within the taxable year) for
expenses necessary for the mainte-
nance of the student during the period
will qualify for the charitable deduc-
tion if the other limitation require-
ments of the section are met.

(ii) For purposes of paragraph (i) of
this section, amounts treated as chari-
table contributions include only those
amounts actually paid by the taxpayer
during the taxable year which are di-
rectly attributable to the maintenance
of the student while he is a member of
the taxpayer’s household and is attend-
ing school on a full-time basis. This
would include amounts paid to ensure
the well-being of the individual and to
carry out the purpose for which the in-
dividual was placed in the taxpayer’s
home. For example, a deduction would
be allowed for amounts paid for books,
tuition, food, clothing, transportation,
medical and dental care, and recre-
ation for the individual. Amounts
treated as charitable contributions
under this paragraph do not include
amounts which the taxpayer would
have expended had the student not
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been in the household. They would not
include, for example, amounts paid in
connection with the taxpayer’s home
for taxes, insurance, interest on a
mortgage, repairs, etc. Moreover, such
amounts do not include any deprecia-
tion sustained by the taxpayer in
maintaining such student or students
in his household, nor do they include
the value of any services rendered on
behalf of such student or students by
the taxpayer or any member of the tax-
payer’s household.

(iii) For purposes of section 170(d)
and this paragraph, an individual will
be considered to be a full-time pupil or
student at an educational institution
only if he is enrolled for a course of
study (prescribed for a full-time stu-
dent) at such institution and is attend-
ing classes on a full-time basis. Never-
theless, such individual may be absent
from school due to special cir-
cumstances and still be considered to
be in full-time attendance. Periods dur-
ing the regular school term when the
school is closed for holidays, such as
Christmas and Easter, and for periods
between semesters are treated as peri-
ods during which the pupil or student
is in full-time attendance at the
school. Also, absences during the reg-
ular school term due to illness of such
individual shall not prevent him from
being considered as a full-time pupil or
student. Similarly, absences from the
taxpayer’s household due to special cir-
cumstances will not disqualify the stu-
dent as a member of the household.
Summer vacations between regular
school terms are not considered periods
of school attendance.

(iv) As in the case of other charitable
deductions, any deduction claimed for
amounts described in section 170(d) and
this paragraph which are treated as
charitable contributions under section
170(c) is subject to verification by the
district director. When claiming a de-
duction for such amounts, the taxpayer
should submit a copy of his agreement
with the organization sponsoring the
individual placed in the taxpayer’s
household together with a summary of
the various items for which amounts
were paid to maintain such individual,
and a statement as to the date the in-
dividual became a member of the
household and the period of his attend-

ance at school and the name and loca-
tion of such school. Substantiation of
amounts claimed must be supported by
adequate records of the amounts actu-
ally paid. Due to the nature of certain
items, such as food, a record of
amounts spent for all members of the
household, with an equal portion there-
of allocated to each member, will be
acceptable.

(2) Limitations. Section 170(d) and this
paragraph shall apply to amounts paid
during the taxable year only to the ex-
tent that the amounts paid in main-
taining each pupil or student do not ex-
ceed $50 multiplied by the number of
full calendar months in the taxable
year that the pupil or student is main-
tained in accordance with the provi-
sions of this paragraph. For purposes of
such limitation, if 15 or more days of a
calendar month fall within the period
to which the maintenance of such pupil
or student relates, such month is con-
sidered as a full calendar month. To
the extent that such amounts qualify
as charitable contributions under sec-
tion 170(c), the aggregate of such
amounts plus other contributions made
during the taxable year is deductible
under section 170, subject to the 20-per-
cent limitation provided in section
170(b)(1)(B). Also, see § 1.170–2(a)(1).

(3) Compensation or reimbursement.
Amounts paid during the taxable year
to maintain a pupil or student as a
member of the taxpayer’s household, as
provided in paragraph (f)(1) of this sec-
tion, shall not be taken into account
under section 170(d) of this paragraph,
if the taxpayer receives any money or
other property as compensation or re-
imbursement for any portion of such
amounts. The taxpayer will not be de-
nied the benefits of section 170(d) if he
prepays an extraordinary or non-
recurring expense, such as a hospital
bill or vacation trip, at the request of
the individual’s parents or the spon-
soring organization and is reimbursed
for such prepayment. The value of serv-
ices performed by the pupil or student
in attending to ordinary chores of the
household will not generally be consid-
ered to constitute compensation or re-
imbursement. However, if the pupil or
student is taken into the taxpayer’s
household to replace a former em-
ployee of the taxpayer or gratuitously
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to perform substantial services for the
taxpayer, the facts and circumstances
may warrant a conclusion that the tax-
payer received reimbursement for
maintaining the pupil or student.

(4) No other amount allowed as deduc-
tion. Except to the extent that
amounts described in section 170(d) and
this paragraph are treated as chari-
table contributions under section 170(c)
and, therefore, deductible under sec-
tion 170(a), no deduction is allowed for
any amount paid to maintain an indi-
vidual, as a member of the taxpayer’s
household, in accordance with the pro-
visions of section 170(d) and this para-
graph.

(5) Examples. Application of the provi-
sions of this paragraph may be illus-
trated by the following examples:

Example 1. The X organization is an organi-
zation described in section 170(c)(2) and is en-
gaged in a program under which a number of
European children are placed in the homes of
United States residents in order to further
the children’s high school education. In ac-
cordance with the provisions of subpara-
graph (1) of this paragraph, the taxpayer, A,
who reports his income on the calendar year
basis, agreed with X to take two of the chil-
dren, and they were placed in the taxpayer’s
home on January 2, 1960, where they re-
mained until January 21, 1961, during which
time they were fully maintained by the tax-
payer. The children enrolled at the local
high school for the full course of study pre-
scribed for tenth grade students and at-
tended the school on a full-time basis for the
spring semester starting January 18, 1960,
and ending June 3, 1960, and for the fall se-
mester starting September 1, 1960, and end-
ing January 13, 1961. The total cost of food
paid by A in 1960 for himself, his wife, and
the two children amounted to $1,920, or $40
per month for each member of the household.
Since the children were actually full-time
students for only 8 1/2 months during 1960,
the amount paid for food for each child dur-
ing that period amounted to $340. Other
amounts paid during the 8 1/2 month period
for each child for laundry, lights, water,
recreation, and school supplies amounted to
$160. Thus, the amounts treated under sec-
tion 170(d) and this paragraph as paid for the
use of X would, with respect to each child,
total $500 ($340+$160), or a total for both chil-
dren of $1,000, subject to the limitations of
subparagraph (2) of this paragraph. Since, for
purposes of such limitations, the children
were full-time students for only 8 full cal-
endar months during 1960 (less than 15 days
in January 1960), the taxpayer may treat
only $800 as a charitable contribution made
in 1960, that is, $50 multiplied by the 8 full

calendar months, or $400 paid for the mainte-
nance of each child. Neither the excess pay-
ments nor amounts paid to maintain the
children during the period before school
opened and for the period in summer between
regular school terms is taken into account
by reason of section 170(d). Also, because the
children were full-time students for less than
15 days in January 1961 (although main-
tained in the taxpayer’s household for 21
days), amounts paid to maintain the children
during 1961 would not qualify as a charitable
contribution.

Example 2. A religious organization de-
scribed in section 170(c)(2) has a program for
providing educational opportunities for chil-
dren it places in private homes. In order to
implement the program, the taxpayer, H,
who resides with his wife, son, and daughter
of high school age in a town in the United
States, signs an agreement with the organi-
zation to maintain a girl sponsored by the
organization as a member of his household
while the child attends the local high school
for the regular 1960–61 school year. The child
is a full-time student at the school during
the school year starting September 6, 1960,
and ending June 6, 1961, and is a member of
the taxpayer’s household during that period.
Although the taxpayer pays $200 during the
school period falling in 1960, and $240 during
the school period falling in 1961, to maintain
the child, he cannot claim either amount as
a charitable contribution because the child’s
parents, from time to time during the school
year, send butter, eggs, meat, and vegetables
to H to help defray the expenses of maintain-
ing the child. This is considered property re-
ceived as reimbursement under subparagraph
(3) of this paragraph. Had her parents not
contributed the food, the fact that the child,
in addition to the normal chores she shared
with the taxpayer’s daughter, such as clean-
ing their own rooms and helping with the
shopping and cooking, was responsible for
the family laundry and for the heavy clean-
ing of the entire house while the taxpayer’s
daughter had no comparable responsibilities
would also preclude a claim for a charitable
deduction. These substantial gratuitous
services are considered property received as
reimbursement under subparagraph (3) of
this paragraph.

Example 3. A taxpayer resides with his wife
in a city in the eastern United States. He
agrees, in writing, with a fraternal society
described in section 170(c)(4) to accept a
child selected by the society for mainte-
nance by him as a member of his household
during 1961 in order that the child may at-
tend the local grammar school as a part of
the society’s program to provide elementary
education for certain children selected by it.
The taxpayer maintains the child, who has
as his principal place of abode the home of
the taxpayer, and is a member of the tax-
payer’s household, during the entire year
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1961. The child is a full-time student at the
local grammar school for 9 full calendar
months during the year. Under the agree-
ment, the society pays the taxpayer $30 per
month to help maintain the child. Since the
$30 per month is considered as compensation
or reimbursement to the taxpayer for some
portion of the maintenance paid on behalf of
the child, no amounts paid with respect to
such maintenance can be treated as amounts
paid in accordance with section 170(d). In the
absence of the $30 per month payments, if
the child qualifies as a dependent of the tax-
payer under section 152(a)(9), that fact would
also prevent the maintenance payments from
being treated as charitable contributions
paid for the use of the fraternal society.

(g) Charitable contributions carryover
of individuals—(1) Computation of excess
charitable contributions made in contribu-
tion year. Subject to certain conditions
and limitations, the excess of:

(i) The amount of the charitable con-
tributions made by an individual in a
taxable year beginning after December
31, 1963 (hereinafter in this paragraph
referred to as the ‘‘contribution year’’),
to organizations specified in section
170(b)(1)(A) (see paragraph (b) of this
section), over

(ii) Thirty percent of his adjusted
gross income (computed without regard
to any net operating loss carryback to
such year under section 172) for such
contribution year, shall be treated as a
charitable contribution paid by him to
an organization specified in section
170(b)(1)(A) and paragraph (b) of this
section, relating to the additional 10-
percent deduction, in each of the 5 tax-
able years immediately succeeding the
contribution year in order of time. (For
provisions requiring a reduction of
such excess, see subparagraph (5) of
this paragraph.) The provisions of this
subparagraph apply even though the
taxpayer elects under section 144 to
take the standard deduction in the con-
tribution year instead of itemizing the
deductions (other than those specified
in sections 62 and 151) allowable in
computing taxable income for the con-
tribution year. No excess charitable
contribution carryover shall be allowed
with respect to contributions ‘‘for the
use of’’ rather than ‘‘to’’ organizations
described in section 170(b)(1)(A) and
paragraph (b) of this section or with re-
spect to contributions made ‘‘to’’ or
‘‘for the use of’’ organizations which
are not described in such sections. The

provisions of section 170(b)(5) and this
paragraph are not applicable in the
case of estates or trusts, see section
642(c), relating to deductions for
amounts paid or permanently set aside
for a charitable purpose, and the regu-
lations thereunder. The provisions of
this subparagraph may be illustrated
by the following examples:

Example 1. Assume that H and W (husband
and wife) have adjusted gross income for 1964
of $50,000 and for 1965 of $40,000 and file a
joint return for each year. Assume further
that in 1964 they contribute $16,500 to a
church and $1,000 to X (an organization not
referred to in section 170(b)(1)(A)) and in 1965
contribute $11,000 to the church and $400 to
X. They may claim a charitable contribution
deduction of $15,000 in 1964, and the excess of
$16,500 (contribution to the church) over
$15,000 (30 percent of adjusted gross income)
or $1,500 constitutes a charitable contribu-
tion carryover which shall be treated as a
charitable contribution paid by them to an
organization referred to in section
170(b)(1)(A) in each of the 5 succeeding tax-
able years in order of time. No carryover is
allowed with respect to the $1,000 contribu-
tion made to X in 1964. Since 30 percent of
their adjusted gross income for 1965 ($12,000)
exceeds the charitable contributions of
$11,000 made by them in 1965 to organizations
referred to in section 170(b)(1)(A) (computed
without regard to section 170(b)(5) and this
paragraph) the portion of the 1964 carryover
equal to such excess of $1,000 ($12,000 minus
$11,000) is treated, pursuant to the provisions
of subparagraph (2) of this paragraph, as paid
to a section 170(b)(1)(A) organization in 1965;
the remaining $500 constitutes an unused
charitable contribution carryover. No carry-
over is allowed with respect to the $400 con-
tribution made to X in 1965.

Example 2. Assume the same facts as in Ex-
ample (1) except that H and W have adjusted
gross income for 1965 of $42,000. Since 30 per-
cent of their adjusted gross income for 1965
($12,600) exceeds by $1,600 the charitable con-
tribution of $11,000 made by them in 1965 to
organizations referred to in section
170(b)(1)(A) (computed without regard to sec-
tion 170(b)(5) and this paragraph), the full
amount of the 1964 carryover of $1,500 is
treated, pursuant to the provisions of sub-
paragraph (2) of this paragraph, as paid to a
section 170(b)(1)(A) organization in 1965.
They may also claim a charitable contribu-
tion of $100 ($12,600 ¥$12,500 ($11,000+$1,500))
with respect to the gift to X in 1965. No car-
ryover is allowed with respect to the $300
($400¥$100) of the contribution to X which is
not deductible in 1965.
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(2) Determination of amount treated as
paid in taxable years succeeding contribu-
tion year. Notwithstanding the provi-
sions of subparagraph (1) of this para-
graph, the amount of the excess com-
puted in accordance with the provi-
sions of subparagraphs (1) and (5) of
this paragraph which is to be treated
as paid in any one of the 5 taxable
years immediately succeeding the con-
tribution year to an organization speci-
fied in section 170(b)(1)(A) shall not ex-
ceed the lesser of the amount computed
under subdivision (i) or (ii) of this sub-
paragraph:

(i) The amount by which (a) 30 per-
cent of the taxpayer’s adjusted gross
income for such succeeding taxable
year (computed without regard to any
net operating loss carryback to such
succeeding taxable year under section
172) exceeds (b) the sum of (1) the chari-
table contributions actually made
(computed without regard to the provi-
sions of section 170(b)(5) and this para-
graph) by the taxpayer in such suc-
ceeding taxable year to organizations
referred to in section 170(b)(1)(A), and
(2) the charitable contributions made
to organizations referred to in section
170(b)(1)(A) in taxable years (excluding
any taxable year beginning before Jan-
uary 1, 1964) preceding the contribution
year which, pursuant to the provisions
of section 170(b)(5) and this paragraph,
are treated as having been paid to an
organization referred to in section
170(b)(1)(A) in such succeeding year.

(ii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess charitable
contribution in the contribution year,
computed under subparagraphs (1) and
(5) of this paragraph. In the case of the
second, third, fourth, and fifth suc-
ceeding taxable years, the portion of
the excess charitable contribution in

the contribution year (computed under
subparagraphs (1) and (5) of this para-
graph) which has not been treated as
paid to a section 170(b)(1)(A) organiza-
tion in a year intervening between the
contribution year and such succeeding
taxable year.

If a taxpayer, in any one of the four
taxable years succeeding a contribu-
tion year, elects under section 144 to
take the standard deduction in the
amount provided for in section 141 in-
stead of itemizing the deductions
(other than those specified in sections
62 and 151) allowable in computing tax-
able income, there shall be treated as
paid (but not allowable as a deduction)
in the standard deduction year the
amount determined under subdivision
(i) or (ii) of this subparagraph, which-
ever is the lesser. The provisions of
this subparagraph may be illustrated
by the following examples:

Example 1. Assume that B has adjusted
gross income for 1966 of $20,000 and for 1967 of
$30,000. Assume further that in 1966 B con-
tributed $8,000 to a church and in 1967 he con-
tributes $7,500 to the church. B may claim a
charitable contribution deduction of $6,000 in
1966, and the excess of $8,000 (contribution to
the church) over $6,000 (30 percent of B’s ad-
justed gross income) or $2,000 constitutes a
charitable contribution carryover which
shall be treated as a charitable contribution
paid by B to an organization referred to in
section 170(b)(1)(A) in the 5 taxable years
succeeding 1966 in order of time. (B made no
excess contributions in 1964 or 1965 which
should be treated as paid in years succeeding
1964 or 1965.) B may claim a charitable con-
tribution deduction of $9,000 in 1967. Such
$9,000 consists of the $7,500 contribution to
the church in 1967 and $1,500 carried over
from 1966 and treated as a charitable con-
tribution paid to a section 170(b)(1)(A) orga-
nization in 1967. The $1,500 contribution
treated as paid in 1967 is computed as fol-
lows:

1966 excess contributions ......................................................................................................................... $2,000

30 percent of B’s adjusted gross income for 1967 ................................................................................... 9,000
Less:

Contributions actually made in 1967 to section 170(b)(1)(A) organizations ...................................... $7,500
Contributions made to section 170(b)(1)(A) organizations in taxable years prior to 1966 treated as

having been paid in 1967 ............................................................................................................... 0 7,500

1,500
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Amount of 1966 excess treated as paid in 1967—the lesser of $2,000 (1966 excess contributions) or
$1,500 (30 percent of adjusted gross income for 1967 ($9,000) over the section 170(b)(1)(A) con-
tributions actually made in 1967 ($7,500) and the section 170(b)(1)(A) contributions made in years
prior to 1966 treated as having been paid in 1967 (0)) ........................................................................ 1,500

If the excess contributions made by B in 1966
had been $1,000 instead of $2,000, then, for
purposes of this example, the amount of the
1966 excess treated as paid in 1967 would be
$1,000 rather than $1,500.

Example 2. Assume the same facts as in Ex-
ample (1), and, in addition, that B has ad-
justed gross income for 1968 of $10,000 and for
1969 of $20,000. Assume further with respect
to 1968 that B elects under section 144 to
take the standard deduction in computing
taxable income and that his actual contribu-
tions to organizations specified in section
170(b)(1)(A) are $300. Assume further with re-
spect to 1969, that B itemizes his deductions
which include a $5,000 contribution to a
church. B’s deductions for 1968 are not in-
creased by reason of the $500 available as a
charitable contribution carryover from 1966
(excess contributions made in 1966 ($2,000)
less the amount of such excess treated as
paid in 1967 ($1,500)) since B elected to take
the standard deduction in 1968. However, for

purposes of determining the amount of the
excess charitable contributions made in 1966
which is available as a carryover to 1969, B is
required to treat such $500 as a charitable
contribution paid in 1968—the lesser of $500
or $2,700 (30 percent of adjusted gross income
($3,000) over contributions actually made in
1968 to section 170(b)(1)(A) organizations
($300)). Therefore, even though the $5,000 con-
tribution made by B in 1969 to a church does
not amount to 30 percent of B’s adjusted
gross income for 1969 (30 percent of
$20,000=$6,000), B may claim a charitable con-
tribution deduction of only the $5,000 actu-
ally paid in 1969 since the entire excess char-
itable contribution made in 1966 ($2,000) has
been treated as paid in 1967 ($1,500) and 1968
($500).

Example 3. Assume the following factual
situation for C who itemizes his deductions
in computing taxable income for each of the
years set forth in the example:

1964 1965 1966 1967 1968

Adjusted gross income ................................................................................ $10,000 $7,000 $15,000 $10,000 $9,000

Contributions to section 170(b)(1)(A) organizations (no other contribu-
tions) ........................................................................................................ 4,000 3,000 5,000 1,000 1,500

Allowable charitable contributions deductions computed without regard to
carryover of contributions ........................................................................ 3,000 2,100 4,500 1,000 1,500

Excess contributions for taxable year to be treated as paid in 5 suc-
ceeding taxable years ............................................................................. 1,000 900 500 0 0

Since C’s contributions in 1967 and 1968 to
section 170(b)(1)(A) organizations are less
than 30 percent of his adjusted gross income
for such years, the excess contributions for
1964, 1965, and 1966 are treated as having been
paid to section 170(b)(1)(A) organizations in
1967 and 1968 as follows:

1967

Contribution year Total ex-
cess

Less:
Amount
treated
as paid
in year
prior to
1967

Available
charitable
contribu-

tion
carryovers

1964 .................................. $1,000 0 $1,000
1965 .................................. 900 0 900
1966 .................................. 500 0 500

2,400

30 percent of B’s adjusted gross income for 1967 3,000

1967

Contribution year Total ex-
cess

Less:
Amount
treated
as paid
in year
prior to
1967

Available
charitable
contribu-

tion
carryovers

Less: Charitable contributions made in 1967 to
section 170(b)(1)(A) organizations .................... 1,000

2,000

Amount of excess contributions treated as paid
in 1967—the lesser of $2,400 (available
carryovers to 1967) or $2,000 (excess of 30
percent of adjusted gross income ($3,000)
over contributions actually made in 1967 to
section 170(b)(1)(A) organizations ($1,000)) .... 2,000
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1968

Contribution year Total ex-
cess

Less:
Amount
treated
as paid
in year
prior to
1968

Available
charitable
contribu-

tion
carryovers

1964 .................................. $1,000 $1,000 0
1965 .................................. 900 900 0
1966 .................................. 500 100 $400
1967 .................................. 0 0 0

400

30 percent of B’s adjusted gross income for 1968 2,700
Less: Charitable contributions made in 1968 to

section 170(b)(1)(A) organizations .................... 1,500

1,200

Amount of excess contributions treated as paid
in 1968—the lesser of $400 (available
carryovers to 1968) or $1,200 (30 percent of
adjusted gross income $2,700) over contribu-
tions actually made in 1968 to section
170(b)(1)(A) organizations ($1,500) .................. 400

(3) Effect of net operating loss
carryback to contribution year. The
amount of the excess contribution for a
contribution year (computed as pro-
vided in subparagraphs (1) and (5) of
this paragraph) shall not be increased
because a net operating loss carryback
is available as a deduction in the con-
tribution year. In addition, in deter-
mining (under the provisions of section
172(b)(2)) the amount of the net oper-
ating loss for any year subsequent to
the contribution year which is a
carryback or carryover to taxable
years succeeding the contribution year,
the amount of contributions made to
organizations referred to in section
170(b)(1)(A) shall be limited to the
amount of such contributions which
did not exceed 30 percent of the donor’s
adjusted gross income (computed with-
out regard to any net operating loss
carryback or any of the modifications
referred to in section 172(d)) for the
contribution year.

(4) Effect of net operating loss
carryback to taxable years succeeding the
contribution year. The amount of the
charitable contribution from a pre-
ceding taxable year which is treated as
paid (as provided in subparagraph (2) of
this paragraph) in a current taxable
year (hereinafter referred to in this
subparagraph as the ‘‘deduction year’’)
shall not be reduced because a net op-

erating loss carryback is available as a
deduction in the deduction year. In ad-
dition, in determining (under the provi-
sions of section 172(b)(2)) the amount of
the net operating loss for any year sub-
sequent to the deduction year which is
a carryback or carryover to taxable
years succeeding the deduction year,
the amount of contributions made to
organizations referred to in section
170(b)(1)(A) in the deduction year shall
be limited to the amount of such con-
tributions which were actually made in
such year and those which were treated
as paid in such year which did not ex-
ceed 30 percent of the donor’s adjusted
gross income (computed without regard
to any net operating loss carryback or
any of the modifications referred to in
section 172(d)) for the deduction year.

(5) Reduction of excess contributions.
An individual having a net operating
loss carryover from a prior taxable
year which is available as a deduction
in a contribution year must apply the
special rule of section 170(b)(5)(B) and
this subparagraph in computing the ex-
cess described in subparagraph (1) of
this paragraph for such contribution
year. In determining the amount of ex-
cess charitable contributions that shall
be treated as paid in each of the 5 tax-
able years succeeding the contribution
year, the excess charitable contribu-
tions described in such subparagraph
(1) must be reduced by the amount by
which such excess reduces taxable in-
come (for purposes of determining the
portion of a net operating loss which
shall be carried to taxable years suc-
ceeding the contribution year under
the second sentence of section 172(b)(2))
and increases the net operating loss
which is carried to a succeeding tax-
able year. In reducing taxable income
under the second sentence of section
172(b)(2), an individual who has made
charitable contributions in the con-
tribution year to both organizations
specified in section 170(b)(1)(A) (see
paragraph (b) of this section) and to or-
ganizations not so specified must first
deduct contributions made to the sec-
tion 170(b)(1)(A) organizations from his
adjusted gross income computed with-
out regard to his net operating loss de-
duction before any of the contributions
made to organizations not specified in
section 170(b)(1)(A) may be deducted
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from such adjusted gross income. Thus,
if the excess of the contributions made
in the contribution year to organiza-
tions specified in section 170(b)(1)(A)
over the amount deductible in such
contribution year is utilized to reduce
taxable income (under the provisions of
section 172 (b)(2)) for such year, there-
by serving to increase the amount of
the net operating loss carryover to a
succeeding year or years, no part of the
excess charitable contributions made
in such contribution year shall be
treated as paid in any of the 5 imme-
diately succeeding taxable years. If
only a portion of the excess charitable
contributions is so used, the excess
charitable contributions will be re-
duced only to that extent. The provi-
sions of this subparagraph may be il-
lustrated by the following examples:

Example 1. B, an individual, reports his in-
come on the calendar year basis and for the
year 1964 has adjusted gross income (com-
puted without regard to any net operating
loss deduction) of $50,000. During 1964 he
made charitable contributions in the amount
of $20,000 all of which were to organizations
specified in section 170(b)(1)(A). B has a net
operating loss carryover from 1963 of $50,000.
In the absence of the net operating loss de-
duction B would have been allowed a deduc-
tion for charitable contributions of $15,000.
After the application of the net operating
loss deduction, B is allowed no deduction for
charitable contributions, and there is (before
applying the special rule of section
170(b)(5)(B) and this subparagraph) a ten-
tative excess charitable contribution of
$20,000. For purposes of determining the net
operating loss which remains to be carried
over to 1965, B computes his taxable income
for his prior taxable year, 1964, under section
172(b)(2) by deducting the $15,000 charitable
contribution. After the $50,000 net operating
loss carryover is applied against the $35,000
of taxable income for 1964 (computed in ac-
cordance with section 172(b)(2), assuming no
deductions other than the charitable con-
tribution deduction are applicable in making
such computation), there remains a $15,000
net operating loss carryover to 1965. Since
the application of the net operating loss car-
ryover of $50,000 from 1963 reduces the 1964
adjusted gross income (for purposes of deter-
mining 1964 tax liability) to zero, no part of
the $20,000 of charitable contributions in
that year is deductible under section
170(b)(1). However, in determining the
amount of the excess charitable contribu-
tions which shall be treated as paid in tax-
able years 1965, 1966, 1967, 1968, 1969, the
$20,000 must be reduced by the portion there-

of ($15,000) which was used to reduce taxable
income for 1964 (as computed for purposes of
the second sentence of section 172(b)(2)) and
which thereby served to increase the net op-
erating loss carryover to 1965 from zero to
$15,000.

Example 2. Assume the same facts as in Ex-
ample (1), except that B’s total contributions
of $20,000 made during 1964 consisted of
$15,000 to organizations specified in section
170(b)(1)(A) and $5,000 to organizations not so
specified. Under these facts there is a ten-
tative excess charitable contribution of
$15,000, rather than $20,000 as in Example (1).
For purposes of determining the net oper-
ating loss which remains to be carried over
to 1965, B computes his taxable income for
his prior taxable year, 1964, under section
172(b)(2) by deducting the $15,000 of chari-
table contributions made to organizations
specified in section 170(b)(1)(A). Since the ex-
cess charitable contribution of $15,000 deter-
mined in accordance with subparagraph (1) of
this paragraph was used to reduce taxable in-
come for 1964 (as computed for purposes of
the second sentence of section 172(b)(2)) and
thereby served to increase the net operating
loss carryover to 1965 from zero to $15,000, no
part of such excess charitable contributions
made in the contribution year shall be treat-
ed as paid in any of the five immediately
succeeding taxable years. No carryover is al-
lowed with respect to the $5,000 of charitable
contributions made in 1964 to organizations
not specified in section 170(b)(1)(A).

(6) Change in type of return filed—(i)
From joint return to separate returns. If a
husband and wife—

(a) Make a joint return for a con-
tribution year and compute an excess
charitable contribution for such year
in accordance with the provisions of
subparagraphs (1) and (5) of this para-
graph, and

(b) Make separate returns for one or
more of the 5 taxable years imme-
diately succeeding such contribution
year, any excess charitable contribu-
tion for the contribution year which is
unused at the beginning of the first
such taxable year for which separate
returns are filed shall be allocated be-
tween the husband and wife. For pur-
poses of the allocation, a computation
shall be made of the amount of any ex-
cess charitable contribution which
each spouse would have computed in
accordance with subparagraphs (1) and
(5) of this paragraph if separate returns
(rather than a joint return) had been
filed for the contribution year. The

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00030 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



35

Internal Revenue Service, Treasury § 1.170–2

portion of the total unused excess char-
itable contribution for the contribu-
tion year allocated to each spouse shall
be an amount which bears the same
ratio to such unused excess charitable
contribution as such spouse’s excess
contribution (based on the separate re-
turn computation) bears to the total
excess contributions of both spouses
(based on the separate return computa-
tion). To the extent that a portion of
the amount allocated to either spouse
in accordance with the foregoing provi-
sions of this subdivision is not treated
in accordance with the provisions of
subparagraph (2) of this paragraph as a
charitable contribution paid to an or-
ganization specified in section
170(b)(1)(A) in the taxable year in
which a separate return or separate re-
turns are filed, each spouse shall for
purposes of subparagraph (2) of this
paragraph treat his respective unused
portion as the available charitable con-
tributions carryover to the next suc-
ceeding taxable year in which the joint
excess charitable contribution may be
treated as paid in accordance with sub-
paragraph (1) of this paragraph. If such
husband and wife make a joint return
in one of the five taxable years imme-
diately succeeding the contribution
year with respect to which a joint ex-
cess charitable contribution is com-
puted and following the first suc-
ceeding year in which such husband
and wife filed a separate return or sep-
arate returns, the amounts allocated to
each spouse in accordance with this
subdivision for such first year reduced
by the portion of such amounts treated
as paid to an organization specified in
section 170(b)(1)(A) in such first year
and in any taxable year intervening be-
tween such first year and the suc-
ceeding taxable year in which the joint
return is filed shall be aggregated for
purposes of determining the amount of
the available charitable contributions
carryover to such succeeding taxable
year. The provisions of this subdivision
(i) may be illustrated by the following
example:

Example. H and W file joint returns for 1964,
1965, and 1966, and in 1967 they file separate
returns. In each such year H and W itemize
their deductions in computing taxable in-
come. Assume the following factual situa-
tion with respect to H and W for 1964:

1964

H W Joint re-
turn

Adjusted gross income ........ $50,000 $40,000 $90,000

Contributions to section
170(b)(1)(A) organization
(no other contributions) .... 27,000 20,000 47,000

Allowable charitable con-
tribution deductions .......... 15,000 12,000 27,000

Excess contributions for tax-
able year to be treated as
paid in 5 succeeding tax-
able years ......................... 12,000 8,000 20,000

The joint excess charitable contribution of
$20,000 is to be treated as having been paid to
a section 170(b)(1)(A) organization in the five
succeeding taxable years. Assume that in
1965, the portion of such excess treated as
paid by H and W is $3,000 and that in 1966, the
portion of such excess treated as paid is
$7,000. Thus, the unused portion of the excess
charitable contribution made in the con-
tribution year is $10,000 ($20,000 less $3,000
(amount treated as paid in 1965) and $7,000
(amount treated as paid in 1966)). Since H
and W file separate returns in 1967, $6,000 of
such $10,000 is allocable to H and $4,000 is al-
locable to W. Such allocation is computed as
follows:

$12,000 (excess charitable contributions made
by H (based on separate return computa-
tion) in 1964)/$20,000 (total excess chari-
table contributions made by H and W
(based on separate return computation)
in 1964)×$10,000=$6,000

$8,000 (excess charitable contributions made
by W (based on separate return computa-
tion) in 1964)/$20,000 (total excess chari-
table contributions made by H and W
(based on separate return computation)
in 1964)×$10,000=$4,000

In 1967 H has adjusted gross income of $70,000
and he contributes $14,000 to an organization
specified in section 170(b)(1)(A). In 1967 W has
adjusted gross income of $50,000, and she con-
tributes $10,000 to an organization specified
in section 170(b)(1)(A). H may claim a chari-
table contribution deduction of $20,000 in
1967, and W may claim a charitable contribu-
tion deduction of $14,000 in 1967. H’s $20,000
deduction consists of the $14,000 contribution
to the section 170(b)(1)(A) organization in
1967 and $6,000 carried over from 1964 and
treated as a charitable contribution paid to
a section 170(b)(1)(A) organization in 1967.
W’s $14,000 deduction consists of the $10,000
contribution made to a section 170(b)(1)(A)
organization in 1967 and $4,000 carried over
from 1964 and treated as a charitable con-
tribution paid to a section 170(b)(1)(A) orga-
nization in 1967. The $6,000 contribution
treated as paid in 1967 by H, and the $4,000
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contribution treated as paid in 1967 by W are
computed as follows:

H W

Available charitable contribution carry-
over (see computations above) ......... $6,000 $4,000

30-percent of adjusted gross income .... 21,000 15,000
Contributions made in 1967 to section

170(b)(1)(A) organization (no other
contributions) ...................................... 14,000 10,000

Amount of allowable deduction unused 7,000 5,000

Amount of excess contributions treated
as paid in 1967—the lesser of $6,000
(available carryover of H to 1967) or
$7,000 (excess of 30 percent of ad-
justed gross income ($21,000) over
contributions actually made in 1967
to section 170(b)(1)(A) organizations
($14,000)) ........................................... 6,000

The lesser of $4,000 (available carry-
over of W to 1967) or $5,000 (excess
of 30 percent of adjusted gross in-
come ($15,000) over contributions
actually made in 1967 to section
170(b)(1)(A) organizations ($10,000)) 4,000

(ii) From separate returns to joint re-
turn and remarried taxpayers. If in the
case of a husband and wife:

(a) Either or both of the spouses
make a separate return for a contribu-
tion year and compute an excess chari-
table contribution for such year in ac-
cordance with the provisions of sub-
paragraphs (1) and (5) of this para-
graph, and

(b) Such husband and wife make a
joint return for one or more of the tax-
able years immediately succeeding
such contribution year, the excess
charitable contribution of the husband
and wife for the contribution year
which is unused at the beginning of the
first taxable year for which a joint re-
turn is filed shall be aggregated for
purposes of determining the portion of
such unused charitable contribution
which shall be treated in accordance
with subparagraph (2) of this paragraph
as a charitable contribution paid to an
organization specified in section
170(b)(1)(A). The provisions of this sub-
division are also applicable in the case
of two single individuals who are subse-
quently married and file a joint return.
A remarried taxpayer who filed a joint
return with a former spouse in a con-
tribution year with respect to which an
excess charitable contribution was
computed and who in any one of the

five taxable years immediately suc-
ceeding such contribution year files a
joint return with his (or her) present
spouse shall treat the unused portion
of such excess charitable contribution
allocated to him (or her) in accordance
with subdivision (i) of this subpara-
graph in the same manner as the un-
used portion of an excess charitable
contribution computed in a contribu-
tion year in which he filed a separate
return for purposes of determining the
amount which in accordance with sub-
paragraph (2) of this paragraph shall be
treated as paid to an organization spec-
ified in section 170(b)(1)(A) in such suc-
ceeding year.

(iii) Unused excess charitable contribu-
tion of deceased spouse. In case of the
death of one spouse, any unused por-
tion of an excess charitable contribu-
tion which is allocable (in accordance
with subdivision (i) of this subpara-
graph) to such spouse shall not be
treated as paid in the taxable year in
which such death occurs or in any sub-
sequent taxable year except on a sepa-
rate return made for the deceased
spouse by a fiduciary for the taxable
year which ends with the date of death
or on a joint return for the taxable
year in which such death occurs. The
application of this subdivision may be
illustrated by the following example:

Example. Assume the same facts as in the
example in subdivision (i) of this subpara-
graph except that H dies in 1966 and W files
a separate return for 1967. W made a joint re-
turn for herself and H for 1966. In that exam-
ple, the unused excess charitable contribu-
tion as of January 1, 1967, was $10,000, $6,000
of which was allocable to H and $4,000 to W.
No portion of the $6,000 allocable to H may
be treated as paid by W or any other person
in 1967 or any subsequent year.

(7) Information required in support of a
deduction of an amount treated as paid.
If, in a taxable year, a deduction is
claimed in respect of an excess chari-
table contribution which, in accord-
ance with the provisions of subpara-
graph (2) of this paragraph, is treated
(in whole or in part) as paid in such
taxable year, the taxpayer shall attach
to his return a statement showing:

(i) The year (or years) in which the
excess charitable contributions were
made (the contribution year or years),
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(ii) The excess charitable contribu-
tions made in each contribution year,

(iii) The portion of such excess (or
each such excess) treated as paid in ac-
cordance with subparagraph (2) of this
paragraph in any taxable year inter-
vening between the contribution year
and the taxable year for which the re-
turn is made, and

(iv) Such other information as the re-
turn or the instructions relating there-
to may require.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6605, 27 FR 8096, Aug. 15,
1962; T.D. 6639, 28 FR 1762, Feb. 26, 1963; T.D.
6732, 29 FR 6280, May 13, 1964; T.D. 6900, 31 FR
14634, Nov. 17, 1966; T.D. 7207, 37 FR 20768,
Oct. 4, 1972; T.D. 7427, 41 FR 34026, Aug. 12,
1976]

§ 1.170–3 Contributions or gifts by cor-
porations (before amendment by
Tax Reform Act of 1969).

(a) In general. The deduction by a cor-
poration in any taxable year for chari-
table contributions, as defined in sec-
tion 170(c), is limited to 5 percent of its
taxable income for the year computed
without regard to:

(1) The deduction for charitable con-
tributions,

(2) The special deductions for cor-
porations allowed under part VIII (ex-
cept section 248), subchapter B, chapter
1 of the Code,

(3) Any net operating loss carryback
to the taxable year under section 172,

(4) The special deduction for Western
Hemisphere trade corporations under
section 922, and

(5) Any capital loss carryback to the
taxable year under section 1212(a)(1).
A contribution by a corporation to a
trust, chest, fund, or foundation orga-
nized and operated exclusively for reli-
gious, charitable, scientific, literary,
or educational purposes or for the pre-
vention of cruelty to children or ani-
mals is deductible only if the contribu-
tion is to be used in the United States
or its possessions for those purposes.
See section 170(c)(2). For the purposes
of section 170, amounts excluded from
the gross income of a corporation
under section 114 (relating to sports
programs conducted for the American
National Red Cross) are not to be con-
sidered contributions or gifts. For re-
duction or disallowance of certain

charitable, etc., deductions, see para-
graphs (c)(2), (e), and (f) of § 1.170–1.

(b) Election by corporations on an ac-
crual method. A corporation reporting
its taxable income on an accrual meth-
od may elect to have a charitable con-
tribution (as defined in section 170 (c))
considered as paid during the taxable
year, if payment is actually made on or
before the fifteenth day of the third
month following the close of the year
and if, during the year, the board of di-
rectors authorized the contribution.
The election must be made at the time
the return for the taxable year is filed,
by reporting the contribution on the
return. There shall be attached to the
return when filed a written declaration
that the resolution authorizing the
contribution was adopted by the board
of directors during the taxable year,
and the declaration shall be verified by
a statement signed by an officer au-
thorized to sign the return that it is
made under the penalties of perjury.
There shall also be attached to the re-
turn when filed a copy of the resolution
of the board of directors authorizing
the contribution.

(c) Charitable contributions carryover
of corporations—(1) Contributions made
in taxable years beginning before January
1, 1962. Subject to the rules set forth in
subparagraph (3) of this paragraph, any
contributions made by a corporation in
a taxable year (hereinafter in this
paragraph referred to as the contribu-
tion year) subject to the Code begin-
ning before January 1, 1962, in excess of
the amount deductible in such con-
tribution year under the 5-percent lim-
itation of section 170(b)(2) are deduct-
ible in each of the two succeeding tax-
able years in order of time, but only to
the extent of the lesser of the following
amounts:

(i) The excess of the maximum
amount deductible for the succeeding
year under the 5-percent limitation of
section 170(b)(2) over the contributions
made in that year; and

(ii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess contribu-
tions; and, in the case of the second
taxable year succeeding the contribu-
tion year, the portion of the excess
contributions not deductible in the
first succeeding taxable year.
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The application of the rules in this sub-
paragraph may be illustrated by the
following example:

Example. A corporation which reports its
income on the calendar year basis makes a
charitable contribution of $10,000 in June
1961, anticipating taxable income for 1961 of
$200,000. Its actual taxable income (without
regard to any deduction for charitable con-
tributions) for 1961 is only $50,000 and the
charitable deduction for that year is limited
to $2,500 (5 percent of $50,000). The excess
charitable contribution not deductible in
1961 ($7,500) represents a carryover poten-
tially available as a deduction in the two
succeeding taxable years. The corporation
has taxable income (without regard to any
deduction for charitable contributions) of
$150,000 in 1962 and makes a charitable con-
tribution of $2,500 in that year. For 1962, the
corporation may deduct as a charitable con-
tribution the amount of $7,500 (5 percent of
$150,000). This amount consists first of the
$2,500 contribution made in 1962, and $5,000 of
the $7,500 carried over from 1961. The remain-
ing $2,500 carried over from 1961 and not al-
lowable as a deduction in 1962 because of the
5-percent limitation may be carried over to
1963. The corporation has taxable income
(without regard to any deduction for chari-
table contributions) of $100,000 in 1963 and
makes a charitable contribution of $3,000.
For 1963, the corporation may deduct under
section 170 the amount of $5,000 (5 percent of
$100,000). This amount consists first of the
$3,000 contributed in 1963, and $2,000 of the
$2,500 carried over from 1961 to 1963. The re-
maining $500 of the carryover from 1961 is
not allowable as a deduction in any year be-
cause of the 2-year limitation with respect to
excess contributions made in taxable years
beginning before January 1, 1962.

(2) Contributions made in taxable years
beginning after December 31, 1961. Sub-
ject to the rules set forth in subpara-
graph (3) of this paragraph, any con-
tributions made by a corporation in a
taxable year (hereinafter in this para-
graph referred to as the contribution
year) beginning after December 31,
1961, in excess of the amount deductible
in such contribution year under the 5-
percent limitation of section 170(b)(2)
are deductible in each of the five suc-
ceeding taxable years in order of time,
but only to the extent of the lesser of
the following amounts:

(i) The excess of the maximum
amount deductible for such succeeding
taxable year under the 5-percent limi-
tation of section 170(b)(2) over the sum
of the contributions made in that year
plus the aggregate of the excess con-

tributions which were made in taxable
years before the contribution year and
which are deductible under this para-
graph in such succeeding taxable year;
or

(ii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess contribu-
tions, and in the case of the second,
third, fourth, or fifth taxable years
succeeding the contribution year, the
portion of the excess contributions not
deductible under this subparagraph for
any taxable year intervening between
the contribution year and such suc-
ceeding taxable year.

The application of the rules of this sub-
paragraph may be illustrated by the
following example:

Example. A corporation which reports its
income on the calendar year basis makes a
charitable contribution of $20,000 in June
1964, anticipating taxable income for 1964 of
$400,000. Its actual taxable income (without
regard to any deduction for charitable con-
tributions) for 1964 is only $100,000 and the
charitable deduction for that year is limited
to $5,000 (5 percent of $100,000). The excess
charitable contribution not deductible in
1964 ($15,000) represents a carryover poten-
tially available as a deduction in the five
succeeding taxable years. The corporation
has taxable income (without regard to any
deduction for charitable contributions) of
$150,000 in 1965 and makes a charitable con-
tribution of $5,000 in that year. For 1965 the
corporation may deduct as a charitable con-
tribution the amount of $7,500 (5 percent of
$150,000). This amount consists first of the
$5,000 contribution made in 1965, and $2,500
carried over from 1964. The remaining $12,500
carried over from 1964 and not allowable as a
deduction for 1965 because of the 5-percent
limitation may be carried over to 1966. The
corporation has taxable income (without re-
gard to any deduction for charitable con-
tributions) of $200,000 in 1966 and makes a
charitable contribution of $5,000. For 1966,
the corporation may deduct the amount of
$10,000 (5 percent of $200,000). This amount
consists first of the $5,000 contributed in 1966,
and $5,000 of the $12,500 carried over from 1964
to 1966. The remaining $7,500 of the carryover
from 1964 is available for purposes of com-
puting the charitable contributions carry-
over from 1964 to 1967, 1968, and 1969.

(3) Reduction of excess contributions. A
corporation having a net operating loss
carryover (or carryovers) must apply
the special rule of section 170(b)(3) and
this subparagraph before computing
under subparagraph (1) or (2) of this
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paragraph the charitable contributions
carryover for any taxable year subject
to the Internal Revenue Code of 1954. In
determining the amount of charitable
contributions that may be deducted in
accordance with the rules set forth in
subparagraph (1) or (2) of this para-
graph in taxable years succeeding the
contribution year, the excess of con-
tributions made by a corporation in
the contribution year over the amount
deductible in such year must be re-
duced by the amount by which such ex-
cess reduces taxable income (for pur-
poses of determining the net operating
loss carryover under the second sen-
tence of section 172(b)(2) and increases
a net operating loss carryover to a suc-
ceeding taxable year. Thus, if the ex-
cess of the contributions made in a tax-
able year over the amount deductible
in the taxable year is utilized to reduce
taxable income (under the provisions of
section 172(b)(2)) for such year, thereby
serving to increase the amount of the
net operating loss carryover to a suc-
ceeding year or years, no charitable
contributions carryover will be al-
lowed. If only a portion of the excess
charitable contributions is so used, the
charitable contributions carryover.
will be reduced only to that extent.
The application of the rules of this sub-
paragraph may be illustrated by the
following example:

Example. A corporation which reports its
income on the calendar year basis makes a
charitable contribution of $10,000 during the
taxable year 1960. Its taxable income for 1960
is $80,000 (computed without regard to any
net operating loss deduction and computed
in accordance with section 170(b)(2) without
regard to any deduction for charitable con-
tributions). The corporation has a net oper-
ating loss carryover from 1959 of $80,000. In
the absence of the net operating loss deduc-
tion the corporation would have been al-
lowed a deduction for charitable contribu-
tions of $4,000 (5 percent of $80,000). After the
application of the net operating loss deduc-
tion the corporation is allowed no deduction
for charitable contributions, and there is a
tentative charitable contribution carryover
of $10,000. For purposes of determining the
net operating loss carryover to 1961 the cor-
poration computes its taxable income for its
prior taxable year 1960 under section 172(b)(2)
by deducting the $4,000 charitable contribu-
tion. Thus, after the $80,000 net operating
loss carryover is applied against the $76,000
of taxable income for 1960 (computed in ac-
cordance with section 172(b)(2)), there re-

mains a $4,000 net operating loss carryover
to 1961. Since the application of the net oper-
ating loss carryover of $80,000 from 1959 re-
duces the taxable income for 1960 to zero, no
part of the $10,000 of charitable contributions
in that year is deductible under section
170(b)(2). However, in determining the
amount of the allowable charitable contribu-
tions carryover to the taxable years 1961 and
1962, the $10,000 must be reduced by the por-
tion thereof ($4,000) which was used to reduce
taxable income for 1960 (as computed for pur-
poses of the second sentence of section
172(b)(2)) and which thereby served to in-
crease the net operating loss carryover to
1961 from zero to $4,000.

(4) Year contribution is made. For pur-
poses of this paragraph, contributions
made by a corporation in a contribu-
tion year include contributions which,
in accordance with the provisions of
section 170(a)(2) and paragraph (b) of
this section, are considered as paid dur-
ing such contribution year.

(5) Effect of net operating loss
carryback to contribution year. The
amount of the excess contribution for a
contribution year (computed as pro-
vided in this paragraph) shall not be in-
creased because a net operating loss
carryback is available as a deduction
in the contribution year. In addition,
in determining (under the provisions of
section 172(b)(2)) the amount of the net
operating loss for any year subsequent
to the contribution year which is a
carryback or carryover to taxable
years succeeding the contribution year,
the amount of contributions shall be
limited to the maximum amount de-
ductible under the 5-percent limitation
of section 170(b)(2) (computed without
regard to any net operating loss
carryback or any of the modifications
referred to in section 172(d)) for the
contribution year.

(6) Effect of net operating loss
carryback to taxable years succeeding the
contribution year. The amount of the
charitable contribution from a pre-
ceding taxable year which is deductible
(as provided in this paragraph) in a
current taxable year (hereinafter re-
ferred to in this subparagraph as the
‘‘deduction year’’) shall not be reduced
because a net operating loss carryback
is available as a deduction in the de-
duction year. In addition, in deter-
mining (under the provisions of section
172(b)(2)) the amount of the net oper-
ating loss for any year subsequent to
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the deduction year which is a
carryback or a carryover to taxable
years succeeding the deduction year,
the amount of contributions shall be
limited to the maximum amount de-
ductible under the 5-percent limitation
of section 170(b)(2) (computed without
regard to any net operating loss
carryback or any of the modifications
referred to in section 172(d)) for the de-
duction year.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6605, 27 FR 8096, Aug. 15,
1962; T.D. 6900, 31 FR 14640, Nov. 17, 1966; T.D.
7207, 37 FR 20768, Oct. 4, 1972]

§ 1.170A–1 Charitable, etc., contribu-
tions and gifts; allowance of deduc-
tion.

(a) Allowance of deduction. Any chari-
table contribution, as defined in sec-
tion 170(c), actually paid during the
taxable year is allowable as a deduc-
tion in computing taxable income irre-
spective of the method of accounting
employed or of the date on which the
contribution is pledged. However, char-
itable contributions by corporations
may under certain circumstances be
deductible even though not paid during
the taxable year as provided in section
170(a)(2) and § 1.170A–11. For rules relat-
ing to recordkeeping and return re-
quirements in support of deductions for
charitable contributions (whether by
an itemizing or nonitemizing taxpayer)
see § 1.170A–13. The deduction is subject
to the limitations of section 170(b) and
§ 1.170A–8 or § 1.170A–11. Subject to the
provisions of section 170(d) and
§§ 1.170A–10 and 1.170A–11, certain ex-
cess charitable contributions made by
individuals and corporations shall be
treated as paid in certain succeeding
taxable years. For provisions relating
to direct charitable deductions under
section 63 by nonitemizers, see section
63 (b)(1)(C) and (i) and section 170(i).
For rules relating to the detemination
of, and the deduction for, amounts paid
to maintain certain students as mem-
bers of the taxpayer’s household and
treated under section 170(g) as paid for
the use of an organization described in
section 170(c) (2), (3), or (4), see § 1.170A–
2. For the reduction of any charitable
contributions for interest on certain
indebtedness, see section 170(f)(5) and
§ 1.170A–3. For a special rule relating to

the computation of the amount of the
deduction with respect to a charitable
contribution of certain ordinary in-
come or capital gain property, see sec-
tion 170(e) and §§ 1.170A–4 and 1.170A–
4A. For rules for postponing the time
for deduction of a charitable contribu-
tion of a future interest in tangible
personal property, see section 170(a)(3)
and § 1.170A–5. For rules with respect to
transfers in trust and of partial inter-
ests in property, see section 170(e), sec-
tion 170(f) (2) and (3), §§ 1.170A–4, 1.170A–
6, and 1.170A–7. For definition of the
term section 170(b)(1)(A) organization,
see § 1.170A–9. For valuation of a re-
mainder interest in real property, see
section 170(f)(4) and the regulations
thereunder. The deduction for chari-
table contributions is subject to
verification by the district director.

(b) Time of making contribution. Ordi-
narily, a contribution is made at the
time delivery is effected. The uncondi-
tional delivery or mailing of a check
which subsequently clears in due
course will constitute an effective con-
tribution on the date of delivery or
mailing. If a taxpayer unconditionally
delivers or mails a properly endorsed
stock certificate to a charitable donee
or the donee’s agent, the gift is com-
pleted on the date of delivery or, if
such certificate is received in the ordi-
nary course of the mails, on the date of
mailing. If the donor delivers the stock
certificate to his bank or broker as the
donor’s agent, or to the issuing cor-
poration or its agent, for transfer into
the name of the donee, the gift is com-
pleted on the date the stock is trans-
ferred on the books of the corporation.
For rules relating to the date of pay-
ment of a contribution consisting of a
future interest in tangible personal
property, see section 170(a)(3) and
§ 1.170A–5.

(c) Value of a contribution in property.
(1) If a charitable contribution is made
in property other than money, the
amount of the contribution is the fair
market value of the property at the
time of the contribution reduced as
provided in section 170(e)(1) and para-
graph (a) of § 1.170A–4, or section
170(e)(3) and paragraph (c) of § 1.170A–
4A.

(2) The fair market value is the price
at which the property would change
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hands between a willing buyer and a
willing seller, neither being under any
compulsion to buy or sell and both hav-
ing reasonable knowledge of relevant
facts. If the contribution is made in
property of a type which the taxpayer
sells in the course of his business, the
fair market value is the price which
the taxpayer would have received if he
had sold the contributed property in
the usual market in which he custom-
arily sells, at the time and place of the
contribution and, in the case of a con-
tribution of goods in quantity, in the
quantity contributed. The usual mar-
ket of a manufacturer or other pro-
ducer consists of the wholesalers or
other distributors to or through whom
he customarily sells, but if he sells
only at retail the usual market con-
sists of his retail customers.

(3) If a donor makes a charitable con-
tribution of property, such as stock in
trade, at a time when he could not rea-
sonably have been expected to realize
its usual selling price, the value of the
gift is not the usual selling price but is
the amount for which the quantity of
property contributed would have been
sold by the donor at the time of the
contribution.

(4) Any costs and expenses pertaining
to the contributed property which were
incurred in taxable years preceding the
year of contribution and are properly
reflected in the opening inventory for
the year of contribution must be re-
moved from inventory and are not a
part of the cost of goods sold for pur-
poses of determining gross income for
the year of contribution. Any costs and
expenses pertaining to the contributed
property which are incurred in the year
of contribution and would, under the
method of accounting used, be properly
reflected in the cost of goods sold for
such year are to be treated as part of
the costs of goods sold for such year. If
costs and expenses incurred in pro-
ducing or acquiring the contributed
property are, under the method of ac-
counting used, properly deducted under
section 162 or other section of the Code,
such costs and expenses will be allowed
as deductions for the taxable year in
which they are paid or incurred wheth-
er or not such year is the year of the
contribution. Any such costs and ex-
penses which are treated as part of the

cost of goods sold for the year of con-
tribution, and any such costs and ex-
penses which are properly deducted
under section 162 or other section of
the Code, are not to be treated under
any section of the Code as resulting in
any basis for the contributed property.
Thus, for example, the contributed
property has no basis for purposes of
determining under section 170(e)(1)(A)
and paragraph (a) of § 1.170A–4 the
amount of gain which would have been
recognized if such property had been
sold by the donor at its fair market
value at the time of its contribution.
The amount of any charitable con-
tribution for the taxable year is not to
be reduced by the amount of any costs
or expenses pertaining to the contrib-
uted property which was properly de-
ducted under section 162 or other sec-
tion of the Code for any taxable year
preceding the year of the contribution.
This subparagraph applies only to
property which was held by the tax-
payer for sale in the course of a trade
or business. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. In 1970, A, an individual using
the calendar year as the taxable year and the
accrual method of accounting, contributed
to a church property from inventory having
a fair market value of $600. The closing in-
ventory at the end of 1969 properly included
$400 of costs attributable to the acquisition
of such property, and in 1969 A properly de-
ducted under section 162 $50 of administra-
tive and other expenses attributable to such
property. Under section 170(e)(1)(A) and para-
graph (a) of § 1.170A–4, the amount of the
charitable contribution allowed for 1970 is
$400 ($600¥[$600¥$400]). Pursuant to this sub-
paragraph, the cost of goods sold to be used
in determining gross income for 1970 may not
include the $400 which was included in open-
ing inventory for that year.

Example 2. The facts are the same as in Ex-
ample (1) except that the contributed prop-
erty was acquired in 1970 at a cost of $400.
The $400 cost of the property is included in
determining the cost of goods sold for 1970,
and $50 is allowed as a deduction for that
year under section 162. A is not allowed any
deduction under section 170 for the contrib-
uted property, since under section
170(e)(1)(A) and paragraph (a) of § 1.170A–4 the
amount of the charitable contribution is re-
duced to zero ($600¥[$600¥$0]).

Example 3. In 1970, B, an individual using
the calendar year as the taxable year and the
accrual method of accounting, contributed
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to a church property from inventory having
a fair market value of $600. Under § 1.471–3(c),
the closing inventory at the end of 1969 prop-
erly included $450 costs attributable to the
production of such property, including $50 of
administrative and other indirect expenses
which, under his method of accounting, was
properly added to inventory rather than de-
ducted as a business expense. Under section
170(e)(1)(A) and paragraph (a) of § 1.170A–4,
the amount of the charitable contribution
allowed for 1970 is $450 ($600¥[$600¥$450]).
Pursuant to this subparagraph, the cost of
goods sold to be used in determining gross
income for 1970 may not include the $450
which was included in opening inventory for
that year.

Example 4. The facts are the same as in Ex-
ample (3) except that the contributed prop-
erty was produced in 1970 at a cost of $450, in-
cluding $50 of administrative and other indi-
rect expenses. The $450 cost of the property
is included in determining the cost of goods
sold for 1970. B is not allowed any deduction
under section 170 for the contributed prop-
erty, since under section 170(e)(1)(A) and
paragraph (a) of § 1.170A–4 the amount of the
charitable contribution is reduced to zero
($600¥[$600¥$0]).

Example 5. In 1970, C, a farmer using the
cash method of accounting and the calendar
year as the taxable year, contributed to a
church a quantity of grain which he had
raised having a fair market value of $600. In
1969, C paid expenses of $450 in raising the
property which he properly deducted for such
year under section 162. Under section
170(e)(1)(A) and paragraph (a) of § 1.170A–4,
the amount of the charitable contribution in
1970 is reduced to zero ($600¥[$600¥$0]). Ac-
cordingly, C is not allowed any deduction
under section 170 for the contributed prop-
erty.

Example 6. The facts are the same as in Ex-
ample (5) except that the $450 expenses in-
curred in raising the contributed property
were paid in 1970. The result is the same as
in Example (5), except the amount of $450 is
deductible under section 162 for 1970.

(5) Transfers of property to an orga-
nization described in section 170(c)
which bear a direct relationship to the
taxpayer’s trade or business and which
are made with a reasonable expectation
of financial return commensurate with
the amount of the transfer may con-
stitute allowable deductions as trade
or business expenses rather than as
charitable contributions. See section
162 and the regulations thereunder.

(d) Purchase of an annuity. (1) In the
case of an annuity or portion thereof
purchased from an organization de-
scribed in section 170(c), there shall be

allowed as a deduction the excess of
the amount paid over the value at the
time of purchase of the annuity or por-
tion purchased.

(2) The value of the annuity or por-
tion is the value of the annuity deter-
mined in accordance with paragraph
(e)(1)(iii) (b)(2) of § 1.101–2.

(3) For determining gain on any such
transaction constituting a bargain
sale, see section 1011(b) and § 1.1011–2.

(e) Transfers subject to a condition or
power. If as of the date of a gift a trans-
fer for charitable purposes is dependent
upon the performance of some act or
the happening of a precedent event in
order that it might become effective,
no deduction is allowable unless the
possibility that the charitable transfer
will not become effective is so remote
as to be negligible. If an interest in
property passes to, or is vested in,
charity on the date of the gift and the
interest would be defeated by the sub-
sequent performance of some act or the
happening of some event, the possi-
bility of occurrence of which appears
on the date of the gift to be so remote
as to be negligible, the deduction is al-
lowable. For example, A transfers land
to a city government for as long as the
land is used by the city for a public
park. If on the date of the gift the city
does plan to use the land for a park and
the possibility that the city will not
use the land for a public park is so re-
mote as to be negligible, A is entitled
to a deduction under section 170 for his
charitable contribution.

(f) Special rules applicable to certain
contributions. (1) See section 14 of the
Wild and Scenic Rivers Act (Pub. L. 90–
542, 82 Stat. 918) for provisions relating
to the claim and allowance of the value
of certain easements as a charitable
contribution under section 170.

(2) For treatment of gifts accepted by
the Secretary of State or the Secretary
of Commerce, for the purpose of orga-
nizing and holding an international
conference to negotiate a Patent Cor-
poration Treaty, as gifts to or for the
use of the United States, see section 3
of joint resolution of December 24, 1969
(Pub. L. 91–160, 83 Stat. 443).

(3) For treatment of gifts accepted by
the Secretary of the Department of
Housing and Urban Development, for
the purpose of aiding or facilitating the
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work of the Department, as gifts to or
for the use of the United States, see
section 7(k) of the Department of Hous-
ing and Urban Development Act (42
U.S.C. 3535), as added by section 905 of
Pub. L. 91–609 (84 Stat. 1809).

(g) Contributions of services. No deduc-
tion is allowable under section 170 for a
contribution of services. However, un-
reimbursed expenditures made incident
to the rendition of services to an orga-
nization contributions to which are de-
ductible may constitute a deductible
contribution. For example, the cost of
a uniform without general utility
which is required to be worn in per-
forming donated services is deductible.
Similarly, out-of-pocket transpor-
tation expenses necessarily incurred in
performing donated services are de-
ductible. Reasonable expenditures for
meals and lodging necessarily incurred
while away from home in the course of
performing donated services also are
deductible. For the purposes of this
paragraph, the phrase while away from
home has the same meaning as that
phrase is used for purposes of section
162 and the regulations thereunder.

(h) Payment in exchange for consider-
ation—(1) Burden on taxpayer to show
that all or part of payment is a charitable
contribution or gift. No part of a pay-
ment that a taxpayer makes to or for
the use of an organization described in
section 170(c) that is in consideration
for (as defined in § 1.170A–13(f)(6)) goods
or services (as defined in § 1.170A–
13(f)(5)) is a contribution or gift within
the meaning of section 170(c) unless the
taxpayer—

(i) Intends to make a payment in an
amount that exceeds the fair market
value of the goods or services; and

(ii) Makes a payment in an amount
that exceeds the fair market value of
the goods or services.

(2) Limitation on amount deductible—(i)
In general. The charitable contribution
deduction under section 170(a) for a
payment a taxpayer makes partly in
consideration for goods or services may
not exceed the excess of—

(A) The amount of any cash paid and
the fair market value of any property
(other than cash) transferred by the
taxpayer to an organization described
in section 170(c); over

(B) The fair market value of the
goods or services the organization pro-
vides in return.

(ii) Special rules. For special limits on
the deduction for charitable contribu-
tions of ordinary income and capital
gain property, see section 170(e) and
§§ 1.170A–4 and 1.170A–4A.

(3) Certain goods or services dis-
regarded. For purposes of section 170(a)
and paragraphs (h)(1) and (h)(2) of this
section, goods or services described in
§ 1.170A–13(f)(8)(i) or § 1.170A–13(f)(9)(i)
are disregarded.

(4) Donee estimates of the value of
goods or services may be treated as fair
market value—(i) In general. For pur-
poses of section 170(a), a taxpayer may
rely on either a contemporaneous writ-
ten acknowledgment provided under
section 170(f)(8) and § 1.170A–13(f) or a
written disclosure statement provided
under section 6115 for the fair market
value of any goods or services provided
to the taxpayer by the donee organiza-
tion.

(ii) Exception. A taxpayer may not
treat an estimate of the value of goods
or services as their fair market value if
the taxpayer knows, or has reason to
know, that such treatment is unrea-
sonable. For example, if a taxpayer
knows, or has reason to know, that
there is an error in an estimate pro-
vided by an organization described in
section 170(c) pertaining to goods or
services that have a readily ascertain-
able value, it is unreasonable for the
taxpayer to treat the estimate as the
fair market value of the goods or serv-
ices. Similarly, if a taxpayer is a dealer
in the type of goods or services pro-
vided in consideration for the tax-
payer’s payment and knows, or has rea-
son to know, that the estimate is in
error, it is unreasonable for the tax-
payer to treat the estimate as the fair
market value of the goods or services.

(5) Examples. The following examples
illustrate the rules of this paragraph
(h).

Example 1. Certain goods or services dis-
regarded. Taxpayer makes a $50 payment to
Charity B, an organization described in sec-
tion 170(c), in exchange for a family member-
ship. The family membership entitles Tax-
payer and members of Taxpayer’s family to
certain benefits. These benefits include free
admission to weekly poetry readings, dis-
counts on merchandise sold by B in its gift
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shop or by mail order, and invitations to spe-
cial events for members only, such as lec-
tures or informal receptions. When B first of-
fers its membership package for the year, B
reasonably projects that each special event
for members will have a cost to B, excluding
any allocable overhead, of $5 or less per per-
son attending the event. Because the family
membership benefits are disregarded pursu-
ant to § 1.170A–13(f)(8)(i), Taxpayer may treat
the $50 payment as a contribution or gift
within the meaning of section 170(c), regard-
less of Taxpayer’s intent and whether or not
the payment exceeds the fair market value
of the goods or services. Furthermore, any
charitable contribution deduction available
to Taxpayer may be calculated without re-
gard to the membership benefits.

Example 2. Treatment of good faith esti-
mate at auction as the fair market value.
Taxpayer attends an auction held by Charity
C, an organization described in section 170(c).
Prior to the auction, C publishes a catalog
that meets the requirements for a written
disclosure statement under section 6115(a)
(including C’s good faith estimate of the
value of items that will be available for bid-
ding). A representative of C gives a copy of
the catalog to each individual (including
Taxpayer) who attends the auction. Tax-
payer notes that in the catalog C’s estimate
of the value of a vase is $100. Taxpayer has
no reason to doubt the accuracy of this esti-
mate. Taxpayer successfully bids and pays
$500 for the vase. Because Taxpayer knew,
prior to making her payment, that the esti-
mate in the catalog was less than the
amount of her payment, Taxpayer satisfies
the requirement of paragraph (h)(1)(i) of this
section. Because Taxpayer makes a payment
in an amount that exceeds that estimate,
Taxpayer satisfies the requirements of para-
graph (h)(1)(ii) of this section. Taxpayer may
treat C’s estimate of the value of the vase as
its fair market value in determining the
amount of her charitable contribution deduc-
tion.

Example 3. Good faith estimate not in error.
Taxpayer makes a $200 payment to Charity
D, an organization described in section
170(c). In return for Taxpayer’s payment, D
gives Taxpayer a book that Taxpayer could
buy at retail prices typically ranging from
$18 to $25. D provides Taxpayer with a good
faith estimate, in a written disclosure state-
ment under section 6115(a), of $20 for the
value of the book. Because the estimate is
within the range of typical retail prices for
the book, the estimate contained in the writ-
ten disclosure statement is not in error. Al-
though Taxpayer knows that the book is sold
for as much as $25, Taxpayer may treat the
estimate of $20 as the fair market value of
the book in determining the amount of his
charitable contribution deduction.

(i) [Reserved]

(j) Exceptions and other rules. (1) The
provisions of section 170 do not apply
to contributions by an estate; nor do
they apply to a trust unless the trust is
a private foundation which, pursuant
to section 642(c)(6) and § 1.642(c)–4, is al-
lowed a deduction under section 170
subject to the provisions applicable to
individuals.

(2) No deduction shall be allowed
under section 170 for a charitable con-
tribution to or for the use of an organi-
zation or trust described in section
508(d) or 4948(c)(4), subject to the condi-
tions specified in such sections and the
regulations thereunder.

(3) For disallowance of deductions for
contributions to or for the use of com-
munist controlled organizations, see
section 11(a) of the Internal Security
Act of 1950, as amended (50 U.S.C. 790).

(4) For denial of deductions for chari-
table contributions as trade or business
expenses and rules with respect to
treatment of payments to organiza-
tions other than those described in sec-
tion 170(c), see section 162 and the regu-
lations thereunder.

(5) No deduction shall be allowed
under section 170 for amounts paid to
an organization:

(i) Which is disqualified for tax ex-
emption under section 501(c)(3) by rea-
son of attempting to influence legisla-
tion, or

(ii) Which participates in, or inter-
venes in (including the publishing or
distribution of statements), any polit-
ical campaign on behalf of or in opposi-
tion to any candidate for public office.
For purposes of determining whether
an organization is attempting to influ-
ence legislation or is engaging in polit-
ical activities, see sections 501(c)(3),
501(h), 4911 and the regulations there-
under.

(6) No deduction shall be allowed
under section 170 for expenditures for
lobbying purposes, the promotion or
defeat of legislation, etc. See also the
regulations under sections 162 and 4945.

(7) No deduction for charitable con-
tributions is allowed in computing the
taxable income of a common trust fund
or of a partnership. See sections
584(d)(3) and 703(a)(2)(D). However, a
partner’s distributive share of chari-
table contributions actually paid by a
partnership during its taxable year
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may be allowed as a deduction in the
partner’s separate return for his tax-
able year with or within which the tax-
able year of the partnership ends, to
the extent that the aggregate of his
share of the partnership contributions
and his own contributions does not ex-
ceed the limitations in section 170(b).

(8) For charitable contributions paid
by a nonresident alien individual or a
foreign corporation, see § 1.170A–4(b)(5)
and sections 873, 876, 877, and 882(c), and
the regulations thereunder.

(9) For charitable contributions paid
by a citizen of the United States or a
domestic corporation entitled to the
benefits of section 931 (relating to in-
come from sources within possessions
of the United States), see section 931(d)
and the regulations thereunder.

(10) For carryover of excess chari-
table contributions in certain cor-
porate acquisitions, see section
381(c)(19) and the regulations there-
under.

(11) No deduction shall be allowed
under section 170 for out-of-pocket ex-
penditures on behalf of an eligible or-
ganization (within the meaning of
§ 1.501(h)–2(b)(1)) if the expenditure is
made in connection with influencing
legislation (within the meaning of sec-
tion 501(c)(3) or § 56.4911–2), or in con-
nection with the payment of the orga-
nization’s tax liability under section
4911. For the treatment of similar ex-
penditures on behalf of other organiza-
tions see paragraph (h)(6) of this sec-
tion.

(k) Effective date. In general this sec-
tion applies to contributions made in
taxable years beginning after Decem-
ber 31, 1969. Paragraph (j)(11) of this
section, however, applies only to out-
of-pocket expenditures made in taxable
years beginning after December 31,
1976. In addition, paragraph (h) of this
section applies only to payments made
on or after December 16, 1996. However,
taxpayers may rely on the rules of

paragraph (h) of this section for pay-
ments made on or after January 1, 1994.

(68A Stat. 58, 26 U.S.C. 170(a)(1); 68A Stat.
917, 26 U.S.C. 7805)

[T.D. 7207, 37 FR 20771, Oct. 4, 1972, as amend-
ed by T.D. 7340, 40 FR 1238, Jan. 7, 1975; T.D.
7807, 47 FR 4510, Feb. 1, 1982; T.D. 8002, 49 FR
50666, Dec. 31, 1984; T.D. 8308, 55 FR 35587,
Aug. 31, 1990; T.D. 8690, 61 FR 65951, Dec. 16,
1996]

§ 1.170A–2 Amounts paid to maintain
certain students as members of the
taxpayer’s household.

(a) In general. (1) The term charitable
contributions includes amounts paid by
the taxpayer during the taxable year to
maintain certain students as members
of his household which, under the pro-
visions of section 170(h) and this sec-
tion, are treated as amounts paid for
the use of an organization described in
section 170(c) (2), (3), or (4), and such
amounts, to the extent they do not ex-
ceed the limitations under section
170(h)(2) and paragraph (b) of this sec-
tion, are contributions deductible
under section 170. In order for such
amounts to be so treated, the student
must be an individual who is neither a
dependent (as defined in section 152) of
the taxpayer nor related to the tax-
payer in a manner described in any of
the paragraphs (1) through (8) of sec-
tion 152(a), and such individual must be
a member of the taxpayer’s household
pursuant to a written agreement be-
tween the taxpayer and an organiza-
tion described in section 170(c) (2), (3),
or (4) to implement a program of the
organization to provide educational op-
portunities for pupils or students
placed in private homes by such orga-
nization. Furthermore, such amounts
must be paid to maintain such indi-
vidual during the period in the taxable
year he is a member of the taxpayer’s
household and is a full-time pupil or
student in the 12th or any lower grade
at an educational institution, as de-
fined in section 151(e)(4) and § 1.151–3,
located in the United States. Amounts
paid outside of such period, but within
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the taxable year, for expenses nec-
essary for the maintenance of the stu-
dent during the period will qualify for
the charitable contributions deduction
if the other limitation requirements of
the section are met.

(2) For purposes of subparagraph (1)
of this paragraph, amounts treated as
charitable contributions include only
those amounts actually paid by the
taxpayer during the taxable year which
are directly attributable to the mainte-
nance of the student while he is a
member of the taxpayer’s household
and is attending an educational insti-
tution on a full-time basis. This would
include amounts paid to insure the
well-being of the individual and to
carry out the purpose for which the in-
dividual was placed in the taxpayer’s
home. For example, a deduction under
section 170 would be allowed for
amounts paid for books, tuition, food,
clothing, transportation, medical and
dental care, and recreation for the indi-
vidual. Amounts treated as charitable
contributions under this section do not
include amounts which the taxpayer
would have expended had the student
not been in the household. They would
not include, for example, amounts paid
in connection with the taxpayer’s
home for taxes, insurance, interest on
a mortgage, repairs, etc. Moreover,
such amounts do not include any de-
preciation sustained by the taxpayer in
maintaining such student or students
in his household, nor do they include
the value of any services rendered on
behalf of such student or students by
the taxpayer or any member of the tax-
payer’s household.

(3) For purposes of section 170(h) and
this section, an individual will be con-
sidered to be a full-time pupil or stu-
dent at an educational institution only
if he is enrolled for a course of study
prescribed for a full-time student at
such institution and is attending class-
es on a full-time basis. Nevertheless,
such individual may be absent from
school due to special circumstances
and still be considered to be in full-
time attendance. Periods during the
regular school term when the school is
closed for holidays, such as Christmas
and Easter, and for periods between se-
mesters are treated as periods during
which the pupil or student is in full-

time attendance at the school. Also,
absences during the regular school
term due to illness of such individual
shall not prevent him from being con-
sidered as a full-time pupil or student.
Similarly, absences from the tax-
payer’s household due to special cir-
cumstances will not disqualify the stu-
dent as a member of the household.
Summer vacations between regular
school terms are not considered periods
of school attendance.

(4) When claiming a deduction for
amounts described in section 170(h) and
this section, the taxpayer must submit
with his return a copy of his agreement
with the organization sponsoring the
individual placed in the taxpayer’s
household, together with a summary of
the various items for which amounts
were paid to maintain such individual,
and a statement as to the date the in-
dividual became a member of the
household and the period of his full-
time attendance at school and the
name and location of such school. Sub-
stantiation of amounts claimed must
be supported by adequate records of the
amounts actually paid. Due to the na-
ture of certain items, such as food, a
record of amount spent for all members
of the household, with an equal portion
thereof allocated to each member, will
be acceptable.

(b) Limitations. Section 170(h) and this
section shall apply to amounts paid
during the taxable year only to the ex-
tent that the amounts paid in main-
taining each pupil or student do not ex-
ceed $50 multiplied by the number of
full calendar months in the taxable
year that the pupil or student is main-
tained in accordance with the provi-
sions of this section. For purposes of
such limitation if 15 or more days of a
calendar month fall within the period
to which the maintenance of such pupil
or student relates, such month is con-
sidered as a full calendar month. To
the extent that such amounts qualify
as charitable contributions under sec-
tion 170(c), the aggregate of such
amounts plus other contributions made
during the taxable year for the use of
an organization described in section
170(c) is deductible under section 170
subject to the limitation provided in
section 170(b)(1)(B) and paragraph (c) of
§ 1.170A–8.
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(c) Compensation or reimbursement.
Amounts paid during the taxable year
to maintain a pupil or student as a
member of the taxpayer’s household as
provided in paragraph (a) of this sec-
tion, shall not be taken into account
under section 170(h) and this section, if
the taxpayer receives any money or
other property as compensation or re-
imbursement for any portion of such
amounts. The taxpayer will not be de-
nied the benefits of section 170(h) if he
prepays an extraordinary or non-
recurring expense such as a hospital
bill or vacation trip, at the request of
the individual’s parents or the spon-
soring organization and is reimbursed
for such prepayment. The value of serv-
ices performed by the pupil or student
in attending to ordinary chores of the
household will generally not be consid-
ered to constitute compensation or re-
imbursement. However, if the pupil or
student is taken into the taxpayer’s
household to replace a former em-
ployee of the taxpayer or gratuitously
to perform substantial services for the
taxpayer, the facts and circumstances
may warrant a conclusion that the tax-
payer received reimbursement for
maintaining the pupil or student.

(d) No other amount allowed as deduc-
tion. Except to the extent that
amounts described in section 170(h) and
this section are treated as charitable
contributions under section 170(c) and,
therefore, deductible under section
170(a), no deduction is allowed for any
amount paid to maintain an individual,
as a member of the taxpayer’s house-
hold, in accordance with the provisions
of section 170(h) and this section.

(e) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. The X organization is an organi-
zation described in section 170(c)(2) and is en-
gaged in a program under which a number of
European children are placed in the homes of
U.S. residents in order to further the chil-
dren’s high school education. In accordance
with paragraph (a) of this section, the tax-
payer, A, who reports his income on the cal-
endar year basis, agreed with X to take two
of the children, and they were placed in the
taxpayer’s home on January 2, 1970, where
they remained until January 21, 1971, during
which time they were fully maintained by
the taxpayer. The children enrolled at the
local high school for the full course of study

prescribed for 10th grade students and at-
tended the school on a full-time basis for the
spring semester starting January 18, 1970,
and ending June 3, 1970, and for the fall se-
mester starting September 1, 1970, and end-
ing January 13, 1971. The total cost of food
paid by A in 1970 for himself, his wife, and
the two children amounted to $1,920, or $40
per month for each member of the household.
Since the children were actually full-time
students for only 8 1/2 months during 1970,
the amount paid for food for each child dur-
ing that period amounted to $340. Other
amounts paid during the 8 1/2 -month period
for each child for laundry, lights, water,
recreation, and school supplies amounted to
$160. Thus, the amounts treated under sec-
tion 170(h) and this section as paid for the
use of X would, with respect to each child,
total $500 ($340+$160), or a total for both chil-
dren of $1,000, subject to the limitations of
paragraph (b) of this section. Since, for pur-
poses of such limitations, the children were
full-time students for only 8 full calendar
months during 1970 (less than 15 days in Jan-
uary 1970), the taxpayer may treat only $800
as a charitable contribution made in 1970,
that is, $50 multiplied by the 8 full calendar
months, or $400 paid for the maintenance of
each child. Neither the excess payments nor
amounts paid to maintain the children dur-
ing the period before school opened and for
the period in summer between regular school
terms is taken into account by reason of sec-
tion 170(h). Also, because the children were
full-time students for less than 15 days in
January 1971 (although maintained in the
taxpayer’s household for 21 days), amounts
paid to maintain the children during 1971
would not qualify as a charitable contribu-
tion.

Example 2. A religious organization de-
scribed in section 170(c)(2) has a program for
providing educational opportunities for chil-
dren it places in private homes. In order to
implement the program, the taxpayer, H,
who resides with his wife, son, and daughter
of high school age in a town in the United
States, signs an agreement with the organi-
zation to maintain a girl sponsored by the
organization as a member of his household
while the child attends the local high school
for the regular 1970–71 school year. The child
is a full-time student at the school during
the school year starting September 6, 1970,
and ending June 6, 1971, and is a member of
the taxpayer’s household during that period.
Although the taxpayer pays $200 during the
school period falling in 1970, and $240 during
the school period falling in 1971, to maintain
the child, he cannot claim either amount as
a charitable contribution because the child’s
parents, from time to time during the school
year, send butter, eggs, meat, and vegetables
to H to help defray the expenses of maintain-
ing the child. This is considered property re-
ceived as reimbursement under paragraph (c)
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of this section. Had her parents not contrib-
uted the food, the fact that the child, in ad-
dition to the normal chores she shared with
the taxpayer’s daughter, such as cleaning
their own rooms and helping with the shop-
ping and cooking, was responsible for the
family laundry and for the heavy cleaning of
the entire house while the taxpayer’s daugh-
ter had no comparable responsibilities would
also preclude a claim for a charitable con-
tributions deduction. These substantial gra-
tuitous services are considered property re-
ceived as reimbursement under paragraph (c)
of this section.

Example 3. A taxpayer resides with his wife
in a city in the eastern United States. He
agrees, in writing, with a fraternal society
described in section 170(c)(4) to accept a
child selected by the society for mainte-
nance by him as a member of his household
during 1971 in order that the child may at-
tend the local grammar school as a part of
the society’s program to provide elementary
education for certain children selected by it.
The taxpayer maintains the child, who has
as his principal place of abode the home of
the taxpayer, and is a member of the tax-
payer’s household, during the entire year
1971. The child is a full-time student at the
local grammar school for 9 full calendar
months during the year. Under the agree-
ment, the society pays the taxpayer $30 per
month to help maintain the child. Since the
$30 per month is considered as compensation
or reimbursement to the taxpayer for some
portion of the maintenance paid on behalf of
the child, no amounts paid with respect to
such maintenance can be treated as amounts
paid in accordance with section 170(h). In the
absence of the $30 per month payments, if
the child qualifies as a dependent of the tax-
payer under section 152(a)(9), that fact would
also prevent the maintenance payments from
being treated as charitable contributions
paid for the use of the fraternal society.

(f) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969.

[T.D. 7207, 37 FR 20774, Oct. 4, 1972]

§ 1.170A–3 Reduction of charitable con-
tribution for interest on certain in-
debtedness.

(a) In general. Section 170(f)(5) re-
quires that the amount of a charitable
contribution be reduced for certain in-
terest to the extent necessary to avoid
the deduction of the same amount both
as an interest deduction under section
163 and as a deduction for charitable
contributions under section 170. The re-
duction is to be determined in accord-

ance with paragraphs (b) and (c) of this
section.

(b) Interest attributable to
postcontribution period. In determining
the amount to be taken into account as
a charitable contribution for purposes
of section 170, the amount determined
without regard to section 170(f)(5) or
this section shall be reduced by the
amount of interest which has been
paid, or is to be paid, by the taxpayer,
which is attributable to any liability
connected with the contribution, and
which is attributable to any period of
time after the making of the contribu-
tion. The deduction otherwise allow-
able for charitable contributions under
section 170 is required to be reduced
pursuant to section 170(f)(5) and this
section only if, in connection with a
charitable contribution, a liability is
assumed by the recipient of the con-
tribution or by any other person or if
the charitable contribution is of prop-
erty which is subject to a liability.
Thus, if a charitable contribution is
made in property and the transfer is
conditioned upon the assumption of a
liability by the donee or by some other
person, the contribution must be re-
duced by the amount of any interest
which has been paid, or will be paid, by
the taxpayer, which is attributable to
the liability, and which is attributable
to any period after the making of the
contribution. The adjustment referred
to in this paragraph must also be made
where the contributed property is sub-
ject to a liability and the value of the
property reflects the payment by the
donor of interest with respect to a pe-
riod of time after the making of the
contribution.

(c) Interest attributable to
precontribution period. If, in connection
with the charitable contribution of a
bond, a liability is assumed by the re-
cipient or by any other person, or if the
bond is subject to a liability, then, in
determining the amount to be taken
into account as a charitable contribu-
tion under section 170, the amount de-
termined without regard to section
170(f)(5) and this section shall, without
regard to whether any reduction may
be required by paragraph (b) of this
section, also be reduced for interest
which has been paid, or is to be paid,
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by the taxpayer on indebtedness in-
curred or continued to purchase or
carry such bond, and which is attrib-
utable to any period before the making
of the contribution. However, the re-
duction referred to in this paragraph
shall be made only to the extent that
such reduction does not exceed the in-
terest (including bond discount and
other interest equivalent) receivable
on the bond, and attributable to any
period before the making of the con-
tribution which is not, by reason of the
taxpayer’s method of accounting, in-
cludible in the taxpayer’s gross income
for any taxable year. For purposes of
section 170(f)(5) and this section the
term bond means any bond, debenture,
note, or certificate or other evidence of
indebtedness.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. On January 1, 1970, A, a cash
basis taxpayer using the calendar year as the
taxable year, contributed to a charitable or-
ganization real estate having a fair market
value and adjusted basis of $10,000. In connec-
tion with the contribution the charitable or-
ganization assumed an indebtedness of $8,000
which A had incurred. On December 31, 1969,
A prepaid one year’s interest on that indebt-
edness for 1970, amounting to $960, and took
an interest deduction of $960 for such
amount. The amount of the gift, determined
without regard to this section, is $2,960
($10,000 less $8,000, the outstanding indebted-
ness, plus $960, the amount of prepaid inter-
est). In determining the amount of the de-
duction for the charitable contribution, the
value of the gift ($2,960) must be reduced by
$960 to eliminate from the computation of
such deduction that portion thereof for
which A has been allowed an interest deduc-
tion.

Example 2. (a) On January 1, 1970, B, an in-
dividual using the cash receipts and dis-
bursements method of accounting, purchased
for $9,950 a 5 1/2 percent $10,000, 20-year M
Corporation bond, the interest on which was
payable semiannually on June 30 and Decem-
ber 31. The M Corporation had issued the
bond on January 1, 1960, at a discount of $720
from the principal amount. On December 1,
1970, B donated the bond to a charitable or-
ganization, and, in connection with the con-
tribution, the charitable organization as-
sumed an indebtedness of $7,000 which B had
incurred to purchase and carry the bond.

(b) During the calendar year 1970 B paid ac-
crued interest of $330 on the indebtedness for
the period from January 1, 1970, to December
1, 1970, and has taken an interest deduction

of $330 for such amount. No portion of the
bond discount of $36 a year ($720 divided by 20
years) has been included in B’s income, and
of the $550 of annual interest receivable on
the bond, he included in income only the
June 30, 1970, payment of $275.

(c) The market value of the bond on De-
cember 1, 1970, was $9,902. Such value in-
cludes $229 of interest receivable which had
accrued from July 1 to December 1, 1970.

(d) The amount of the charitable contribu-
tion determined without regard to this sec-
tion is $2,902 ($9,902, the value of the property
on the date of gift, less $7,000, the amount of
the liability assumed by the charitable orga-
nization). In determining the amount of the
allowable deduction for charitable contribu-
tions, the value of the gift ($2,902) must be
reduced to eliminate from the deduction
that portion thereof for which B has been al-
lowed an interest deduction. Although the
amount of such interest deduction was $330,
the reduction required by this section is lim-
ited to $262, since the reduction is not in ex-
cess of the amount of interest income on the
bond ($229 of accrued interest plus $33, the
amount of bond discount attributable to the
11-month period B held the bond).

(e) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969.

[T.D. 7207, 37 FR 20775, Oct. 4, 1972]

§ 1.170A–4 Reduction in amount of
charitable contributions of certain
appreciated property.

(a) Amount of reduction. Section
170(e)(1) requires that the amount of
the charitable contribution which
would be taken into account under sec-
tion 170(a) without regard to section
170(e) shall be reduced before applying
the percentage limitations under sec-
tion 170(b):

(1) In the case of a contribution by an
individual or by a corporation of ordi-
nary income property, as defined in
paragraph (b)(1) of this section, by the
amount of gain (hereinafter in this sec-
tion referred to as ordinary income)
which would have been recognized as
gain which is not long-term capital
gain if the property had been sold by
the donor at its fair market value at
the time of its contribution to the
charitable organization,

(2) In the case of a contribution by an
individual of section 170(e) capital gain
property, as defined in paragraph (b)(2)
of this section, by 50 percent of the
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amount of gain (hereinafter in this sec-
tion referred to as long-term capital
gain) which would have been recog-
nized as long-term capital gain if the
property had been sold by the donor at
its fair market value at the time of its
contribution to the charitable organi-
zation, and

(3) In the case of a contribution by a
corporation of section 170(e) capital
gain property, as defined in paragraph
(b)(2) of this section, by 62 1/2 percent
of the amount of gain (hereinafter in
this section referred to as long-term
capital gain) which would have been
recognized as long-term capital gain if
the property had been sold by the
donor at its fair market value at the
time of its contribution to the chari-
table organization.
Section 170(e)(1) and this paragraph do
not apply to reduce the amount of the
charitable contribution where, by rea-
son of the transfer of the contributed
property, ordinary income or capital
gain is recognized by the donor in the
same taxable year in which the con-
tribution is made. Thus, where income
or gain is recognized under section
453(d) upon the transfer of an install-
ment obligation to a charitable organi-
zation, or under section 454(b) upon the
transfer of an obligation issued at a
discount to such an organization, or
upon the assignment of income to such
an organization, section 170(e)(1) and
this paragraph do not apply if recogni-
tion of the income or gain occurs in the
same taxable year in which the con-
tribution is made. Section 170(e)(1) and
this paragraph apply to a charitable
contribution of an interest in ordinary
income property or section 170(e) cap-
ital gain property which is described in
paragraph (b) of § 1.170A–6, or paragraph
(b) of § 1.170A–7. For purposes of apply-
ing section 170(e)(1) and this paragraph
it is immaterial whether the charitable
contribution is made ‘‘to’’ the chari-
table organization or whether it is
made ‘‘for the use of’’ the charitable
organization. See § 1.170A–8(a)(2).

(b) Definitions and other rules. For
purposes of this section:

(1) Ordinary income property. The
term ordinary income property means
property any portion of the gain on
which would not have been long term
capital gain if the property had been

sold by the donor at its fair market
value at the time of its contribution to
the charitable organization. Such term
includes, for example, property held by
the donor primarily for sale to cus-
tomers in the ordinary course of his
trade or business, a work of art created
by the donor, a manuscript prepared by
the donor, letters and memorandums
prepared by or for the donor, a capital
asset held by the donor for not more
than 1 year (6 months for taxable years
beginning before 1977; 9 months for tax-
able years beginning in 1977), and stock
described in section 306(a), 341(a), or
1248(a) to the extent that, after apply-
ing such section, gain on its disposition
would not have been long-term capital
gain. The term does not include an in-
come interest in respect of which a de-
duction is allowed under section
170(f)(2)(B) and paragraph (c) of
§ 1.170A–6.

(2) Section 170(e) capital gain property.
The term section 170(e) capital gain prop-
erty means property any portion of the
gain on which would have been treated
as long-term capital gain if the prop-
erty had been sold by the donor at its
fair market value at the time of its
contribution to the charitable organi-
zation and which:

(i) Is contributed to or for the use of
a private foundation, as defined in sec-
tion 509(a) and the regulations there-
under, other than a private foundation
described in section 170(b)(1)(E),

(ii) Constitutes tangible personal
property contributed to or for the use
of a charitable organization, other
than a private foundation to which
subdivision (i) of this subparagraph ap-
plies, which is put to an unrelated use
by the charitable organization within
the meaning of subparagraph (3) of this
paragraph, or

(iii) Constitutes property not de-
scribed in subdivision (i) or (ii) of this
subparagraph which is 30-percent cap-
ital gain property to which an election
under paragraph (d)(2) of § 1.170A–8 ap-
plies.
For purposes of this subparagraph a
fixture which is intended to be severed
from real property shall be treated as
tangible personal property.

(3) Unrelated use—(i) In general. The
term unrelated use means a use which is
unrelated to the purpose or function
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constituting the basis of the charitable
organization’s exemption under section
501 or, in the case of a contribution of
property to a governmental unit, the
use of such property by such unit for
other than exclusively public purposes.
For example, if a painting contributed
to an educational institution is used by
that organization for educational pur-
poses by being placed in its library for
display and study by art students, the
use is not an unrelated use; but if the
painting is sold and the proceeds used
by the organization for educational
purposes, the use of the property is an
unrelated use. If furnishings contrib-
uted to a charitable organization are
used by it in its offices and buildings in
the course of carrying out its func-
tions, the use of the property is not an
unrelated use. If a set or collection of
items of tangible personal property is
contributed to a charitable organiza-
tion or governmental unit, the use of
the set or collection is not an unre-
lated use if the donee sells or otherwise
disposes of only an insubstantial por-
tion of the set or collection. The use by
a trust of tangible personal property
contributed to it for the benefit of a
charitable organization is an unrelated
use if the use by the trust is one which
would have been unrelated if made by
the charitable organization.

(ii) Proof of use. For purposes of ap-
plying subparagraph (2)(ii) of this para-
graph, a taxpayer who makes a chari-
table contribution of tangible personal
property to or for the use of a chari-
table organization or governmental
unit may treat such property as not
being put to an unrelated use by the
donee if:

(a) He establishes that the property
is not in fact put to an unrelated use
by the donee, or

(b) At the time of the contribution or
at the time the contribution is treated
as made, it is reasonable to anticipate
that the property will not be put to an
unrelated use by the donee. In the case
of a contribution of tangible personal
property to or for the use of a museum,
if the object donated is of a general
type normally retained by such mu-
seum or other museums for museum
purposes, it will be reasonable for the
donor to anticipate, unless he has ac-
tual knowledge to the contrary, that

the object will not be put to an unre-
lated use by the donee, whether or not
the object is later sold or exchanged by
the donee.

(4) Property used in trade or business.
For purposes of applying subpara-
graphs (1) and (2) of this paragraph,
property which is used in the trade or
business, as defined in section 1231(b),
shall be treated as a capital asset, ex-
cept that any gain in respect of such
property which would have been recog-
nized if the property had been sold by
the donor at its fair market value at
the time of its contribution to the
charitable organization shall be treat-
ed as ordinary income to the extent
that such gain would have constituted
ordinary income by reason of the appli-
cation of section 617 (d)(1), 1245(a),
1250(a), 1251(c), 1252(a), or 1254(a).

(5) Nonresident alien individuals and
foreign corporations. The reduction in
the case of a nonresident alien indi-
vidual or a foreign corporation shall be
determined by taking into account the
gain which would have been recognized
and subject to tax under chapter 1 of
the Code if the property had been sold
or disposed of within the United States
by the donor at its fair market value at
the time of its contribution to the
charitable organization. However, the
amount of such gain which would have
been subject to tax under section 871(a)
or 881 (relating to gain not effectively
connected with the conduct of a trade
or business within the United States) if
there had been a sale or other disposi-
tion within the United States shall be
treated as long-term capital gain.
Thus, a charitable contribution by a
nonresident alien individual or a for-
eign corporation of property the sale or
other disposition of which within the
United States would have resulted in
gain subject to tax under section 871(a)
or 881 will be reduced only as provided
in section 170(e)(1)(B) and paragraph (a)
(2) or (3) of this section, but only if the
property contributed is described in
subdivision (i), (ii), or (iii) of subpara-
graph (2) of this paragraph. A chari-
table contribution by a nonresident
alien individual or a foreign corpora-
tion of property the sale or other dis-
position of which within the United
States would have resulted in gain sub-
ject to tax under section 871(a) or 881
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will in no case be reduced under section
170(e)(1)(A) and paragraph (a)(1) of this
section.

(c) Allocation of basis and gain—(1) In
general. Except as provided in subpara-
graph (2) of this paragraph:

(i) If a taxpayer makes a charitable
contribution of less than his entire in-
terest in appreciated property, whether
or not the transfer is made in trust, as,
for example, in the case of a transfer of
appreciated property to a pooled in-
come fund described in section 642(c)(5)
and § 1.642(c)–5, and is allowed a deduc-
tion under section 170 for a portion of
the fair market value of such property,
then for purposes of applying the re-
duction rules of section 170(e)(1) and
this section to the contributed portion
of the property the taxpayer’s adjusted
basis in such property at the time of
the contribution shall be allocated
under section 170(e)(2) between the con-
tributed portion of the property and
the noncontributed portion.

(ii) The adjusted basis of the contrib-
uted portion of the property shall be
that portion of the adjusted basis of
the entire property which bears the
same ratio to the total adjusted basis
as the fair market value of the contrib-
uted portion of the property bears to
the fair market value of the entire
property.

(iii) The ordinary income and the
long-term capital gain which shall be
taken into account in applying section
170(e)(1) and paragraph (a) of this sec-
tion to the contributed portion of the
property shall be the amount of gain
which would have been recognized as
ordinary income and long-term capital
gain if such contributed portion had
been sold by the donor at its fair mar-
ket value at the time of its contribu-
tion to the charitable organization.

(2) Bargain sale. (i) Section 1011(b)
and § 1.1011–2 apply to bargain sales of
property to charitable organizations.
For purposes of applying the reduction
rules of section 170(e)(1) and this sec-
tion to the contributed portion of the
property in the case of a bargain sale,
there shall be allocated under section
1011(b) to the contributed portion of
the property that portion of the ad-
justed basis of the entire property that
bears the same ratio to the total ad-
justed basis as the fair market value of

the contributed portion of the property
bears to the fair market value of the
entire property. For purposes of apply-
ing section 170(e)(1) and paragraph (a)
of this section to the contributed por-
tion of the property in such a case,
there shall be allocated to the contrib-
uted portion the amount of gain that is
not recognized on the bargain sale but
that would have been recognized if
such contributed portion had been sold
by the donor at its fair market value at
the time of its contribution to the
charitable organization.

(ii) The term bargain sale, as used in
this subparagraph, means a transfer of
property which is in part a sale or ex-
change of the property and in part a
charitable contribution, as defined in
section 170(c), of the property.

(3) Ratio of ordinary income and capital
gain. For purposes of applying subpara-
graphs (1)(iii) and (2)(i) of this para-
graph, the amount of ordinary income
(or long-term capital gain) which
would have been recognized if the con-
tributed portion of the property had
been sold by the donor at its fair mar-
ket value at the time of its contribu-
tion shall be that amount which bears
the same ratio to the ordinary income
(or long-term capital gain) which
would have been recognized if the en-
tire property had been sold by the
donor at its fair market value at the
time of its contribution as (i) the fair
market value of the contributed por-
tion at such time bears to (ii) the fair
market value of the entire property at
such time. In the case of a bargain sale,
the fair market value of the contrib-
uted portion for purposes of subdivision
(i) is the amount determined by sub-
tracting from the fair market value of
the entire property the amount real-
ized on the sale.

(4) Donee’s basis of property acquired.
The adjusted basis of the contributed
portion of the property, as determined
under subparagraph (1) or (2) of this
paragraph, shall be used by the donee
in applying to the contributed portion
such provisions as section 514(a)(1), re-
lating to adjusted basis of debt-fi-
nanced property; section 1015(a), relat-
ing to basis of property acquired by
gift; section 4940(c)(4), relating to cap-
ital gains and losses in determination
of net investment income; and section
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4942(f)(2)(B), relating to net short-term
capital gain in determination of tax on
failure to distribute income. The fair
market value of the contributed por-
tion of the property at the time of the
contribution shall not be used by the
donee as the basis of such contributed
portion.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. (a) On July 1, 1970, C, an indi-
vidual, makes the following charitable con-
tributions, all of which are made to a church
except in the case of the stock (as indicated):

Property
Fair

market
value

Adjusted
basis

Recog-
nized
gain
sold

Ordinary income property .... $50,000 $35,000 $15,000
Property which, if sold,

would produce long-term
capital gain:
(1) Stock held more than

6 months contributed
to—.
(i) A church ................... 25,000 21,000 4,000
(ii) A private foundation

not described in sec-
tion 170(b)(1)(E) ........ 15,000 10,000 5,000

(2) Tangible personal
property held more than
6 months (put to unre-
lated use by church) ..... 12,000 6,000 6,000

Total .............................. 102,000 72,000 30,000

(b) After making the reductions required
by paragraph (a) of this section, the amount
of charitable contributions allowed (before
application of section 170(b) limitations) is
as follows:

Property
Fair

market
value

Reduc-
tion

Con-
tribution
allowed

Ordinary income property .... $50,000 $15,000 $35,000
Property which, if sold,

would produce long-term
capital gain:
(1) Stock contributed to:.

(i) The church ............... 25,000 .............. 25,000
(ii) The private founda-

tion ............................. 15,000 2,500 12,500
(2) Tangible personal

property ......................... 12,000 3,000 9,000

Total .............................. 102,000 20,500 81,500

(c) If C were a corporation, rather than an
individual, the amount of charitable con-
tributions allowed (before application of sec-
tion 170(b) limitation) would be as follows:

Property
Fair

market
value

Reduc-
tion

Con-
tribution
allowed

Ordinary income property .... $50,000 $15,000 $35,000
Property which, if sold,

would produce long-term
capital gain:
(1) Stock contributed to:.

(i) The church ............... 25,000 .............. 25,000
(ii) The private founda-

tion ............................. 15,000 3,125 11,875
(2) Tangible personal

property ......................... 12,000 3,750 8,250

Total .............................. 102,000 21,875 80,125

Example 2. On March 1, 1970, D, an indi-
vidual, contributes to a church intangible
property to which section 1245 applies which
has a fair market value of $60,000 and an ad-
justed basis of $10,000. At the time of the
contribution D has used the property in his
business for more than 6 months. If the prop-
erty had been sold by D at its fair market
value at the time of its contribution, it is as-
sumed that under section 1245 $20,000 of the
gain of $50,000 would have been treated as or-
dinary income and $30,000 would have been
long-term capital gain. Under paragraph
(a)(1) of this section, D’s contribution of
$60,000 is reduced by $20,000.

Example 3. The facts are the same as in Ex-
ample (2) except that the property is contrib-
uted to a private foundation not described in
section 170(b)(1)(E). Under paragraph (a) (1)
and (2) of this section, D’s contribution is re-
duced by $35,000 (100 percent of the ordinary
income of $20,000 and 50 percent of the long-
term capital gain of $30,000).

Example 4. (a) In 1971, E, an individual cal-
endar-year taxpayer, contributes to a church
stock held for more than 6 months which has
a fair market value of $90,000 and an adjusted
basis of $10,000. In 1972, E also contributes to
a church stock held for more than 6 months
which has a fair market value of $20,000 and
an adjusted basis of $10,000. E’s contribution
base for 1971 is $200,000; and for 1972, is
$150,000. E makes no other charitable con-
tributions for these 2 taxable years.

(b) For 1971 the amount of the contribution
which may be taken into account under sec-
tion 170(a) is limited by section 170(b)(1)(D)(i)
to $60,000 ($200,000×30%), and A is allowed a
deduction for $60,000. Under section
170(b)(1)(D)(ii), E has a $30,000 carryover to
1972 of 30-percent capital gain property, as
defined in paragraph (d)(3) of § 1.170A–8. For
1972 the amount of the charitable contribu-
tions deduction is $45,000 (total contributions
of $50,000 [$30,000+$20,000] but not to exceed
30% of $150,000).

(c) Assuming, however, that in 1972 E
elects under section 170(b)(1)(D)(iii) and para-
graph (d)(2) of § 1.170A–8 to have section
170(e)(1)(B) apply to his contributions and
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carryovers of 30-percent capital gain prop-
erty, he must apply section 170(d)(1) as if sec-
tion 170(e)(1)(B) had applied to the contribu-
tion for 1971. If section 170 (e)(1)(B) had ap-
plied in 1971 to his contributions of 30-per-
cent capital gain property, E’s contribution
would have been reduced from $90,000 to
$50,000, the reduction of $40,000 being 50 per-
cent of the gain of $80,000 ($90,000¥$10,000)
which would have been recognized as long-
term capital gain if the property had been
sold by E at its fair market value at the time
of its contribution to the church. Accord-
ingly, by taking the election into account, E
has no carryover of 30-percent capital gain
property to 1972 since the charitable con-
tributions deduction of $60,000 allowed for
1971 in respect of that property exceeds the
reduced contribution of $50,000 for 1971 which
may be taken into account by reason of the
election. The charitable contributions deduc-
tion of $60,000 allowed for 1971 is not reduced
by reason of the election.

(d) Since by reason of the election E is al-
lowed under paragraph (a)(2) of this section a
charitable contributions deduction for 1972 of
$15,000 ($20,000¥[($20,000¥ $10,000)×50%]) and
since the $30,000 carryover from 1971 is elimi-
nated, it would not be to E’s advantage to
make the election under section
170(b)(1)(D)(iii) in 1972.

Example 5. In 1970, F, an individual cal-
endar-year taxpayer, sells to a church for
$4,000 ordinary income property with a fair
market value of $10,000 and an adjusted basis
of $4,000. F’s contribution base for 1970 is
$20,000, and F makes no other charitable con-
tributions in 1970. Thus, F makes a chari-
table contribution to the church of $6,000
($10,000¥$4,000 amount realized), which is
60% of the value of the property. The amount
realized on the bargain sale is 40% ($4,000/
$10,000) of the value of the property. In ap-
plying section 1011(b) to the bargain sale, ad-
justed basis in the amount of $1,600 ($4,000
adjusted basis × 40%) is allocated under
§ 1.1011–2(b) to the noncontributed portion of
the property, and F recognizes $2,400 ($4,000
amount realized less $1,600 adjusted basis) of
ordinary income. Under paragraphs (a)(1) and
(c)(2)(i) of this section, F’s contribution of
$6,000 is reduced by $3,600 ($6,000 ¥ [$4,000 ad-
justed basis × 60%]) (i.e., the amount of ordi-
nary income that would have been recog-
nized on the contributed portion had the
property been sold). The reduced contribu-
tion of $2,400 consists of the portion ($4,000 ×
60%) of the adjusted basis not allocated to
the noncontributed portion of the property.
That is, the reduced contribution consists of
the portion of the adjusted basis allocated to
the contributed portion. Under sections 1012
and 1015(a) the basis of the property to the
church is $6,400 ($4,000 + $2,400).

Example 6. In 1970, G, an individual cal-
endar-year taxpayer, sells to a church for
$6,000 ordinary income property with a fair

market value of $10,000 and an adjusted basis
of $4,000. G’s contribution base for 1970 is
$20,000, and G makes no other charitable con-
tributions in 1970. Thus, G makes a chari-
table contribution to the church of $4,000
($10,000 ¥ $6,000 amount realized), which is
40% of the value of the property. The amount
realized on the bargain sale is 60% ($6,000/
$10,000) of the value of the property. In ap-
plying section 1011(b) to the bargain sale, ad-
justed basis in the amount of $2,400 ($4,000
adjusted basis × 60%) is allocated under
§ 1.1011–2(b) to the noncontributed portion of
the property, and G recognizes $3,600 ($6,000
amount realized less $2,400 adjusted basis) of
ordinary income. Under paragraphs (a)(1) and
(c)(2)(i) of this section, G’s contribution of
$4,000 is reduced by $2,400 ($4,000 ¥ [$4,000 ad-
justed basis × 40%]) (i.e., the amount of ordi-
nary income that would have been recog-
nized on the contributed portion had the
property been sold). The reduced contribu-
tion of $1,600 consist of the portion
($4,000×40%) of the adjusted basis not allo-
cated to the noncontributed portion of the
property. That is, the reduced contribution
consists of the portion of the adjusted basis
allocated to the contributed portion. Under
sections 1012 and 1015(a) the basis of the
property to the church is $7,600
($6,000+$1,600).

Example 7. In 1970, H, an individual cal-
endar-year taxpayer, sells to a church for
$2,000 stock held for not more than 6 months
which has an adjusted basis of $4,000 and a
fair market value of $10,000. H’s contribution
base for 1970 is $20,000, and H makes no other
charitable contributions in 1970. Thus, H
makes a charitable contribution to the
church of $8,000 ($10,000¥$2,000 amount real-
ized), which is 80% of the value of the prop-
erty. The amount realized on the bargain
sale is 20% ($2,000/$10,000) of the value of the
property. In applying section 1011(b) to the
bargain sale, adjusted basis in the amount of
$800 ($4,000 adjusted basis × 20%) is allocated
under § 1.1011–2(b) to the noncontributed por-
tion of the property, and H recognizes $1,200
($2,000 amount realized less $800 adjusted
basis) of ordinary income. Under paragraphs
(a)(1) and (c)(2)(i) of this section, H’s con-
tribution of $8,000 is reduced by $4,800 ($8,000
¥ [$4,000 adjusted basis×80%]) (i.e., the
amount of ordinary income that would have
been recognized on the contributed portion
had the property been sold). The reduced
contribution of $3,200 consists of the portion
($4,000×80%) of the adjusted basis not allo-
cated to the noncontributed portion of the
property. That is, the reduced contribution
consists of the portion of the adjusted basis
allocated to the contributed portion. Under
sections 1012 and 1015(a) the basis of the
property to the church is $5,200
($2,000+$3,200).
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Example 8. In 1970, F, an individual cal-
endar-year taxpayer, sells for $4,000 to a pri-
vate foundation not described in section
170(b)(1)(E) property to which section 1245 ap-
plies which has a fair market value of $10,000
and an adjusted basis of $4,000. F’s contribu-
tion base for 1970 is $20,000, and F makes no
other charitable contributions in 1970. At the
time of the bargain sale, F has used the prop-
erty in his business for more than 6 months.
Thus F makes a charitable contribution of
$6,000 ($10,000¥$4,000 amount realized), which
is 60% of the value of the property. The
amount realized on the bargain sale is 40%
($4,000/$10,000) of the value of the property. If
the property had been sold by F at its fair
market value at the time of its contribution,
it is assumed that under section 1245 $4,000 of
the gain of $6,000 ($10,000¥$4,000 adjusted
basis) would have been treated as ordinary
income and $2,000 would have been long-term
capital gain. In applying section 1011(b) to
the bargain sale, adjusted basis in the
amount of $1,600 ($4,000 adjusted basis × 40%)
is allocated under § 1.1011–2(b) to the non-
contributed portion of the property, and F’s
recognized gain of $2,400 ($4,000 amount real-
ized less $1,600 adjusted basis) consists of
$1,600 ($4,000×40%) of ordinary income and
$800 ($2,000×40%) of long-term capital gain.
Under paragraphs (a) and (c)(2)(i) of this sec-
tion, F’s contribution of $6,000 is reduced by
$3,000 (the sum of $2,400 ($4,000×60%) of ordi-
nary income and $600 ([$2,000×60%] × 50%) of
long-term capital gain) (i.e., the amount of
gain that would have been recognized on the
contributed portion had the property been
sold). The reduced contribution of $3,000 con-
sists of $2,400 ($4,000×60%) of adjusted basis
and $600 ([$2,000×60%] × 50%) of long-term
capital gain not used as a reduction under
paragraph (a)(2) of this section. Under sec-
tions 1012 and 1015(a) the basis of the prop-
erty to the private foundation is $6,400
($4,000+$2,400).

Example 9. On January 1, 1970, A, an indi-
vidual, transfers to a charitable remainder
annuity trust described in section 664 (d)(1)
stock which he has held for more than 6
months and which has a fair market value of
$250,000 and an adjusted basis of $50,000, an ir-
revocable remainder interest in the property
being contributed to a private foundation
not described in section 170(b)(1)(E). The
trusts provides that an annuity of $12,500 a
year is payable to A at the end of each year
for 20 years. By reference to § 20.2031–7A(c) of
this chapter (Estate Tax Regulations) the
figure in column (2) opposite 20 years is
11.4699. Therefore, under § 1.664–2 the fair
market value of the gift of the remainder in-
terest to charity is $106,626.25 ($250,000 ¥
[$12,500×11.4699]). Under paragraph (c)(1)(ii) of
this section, the adjusted basis allocated to
the contributed portion of the property is

$21,325.25 ($50,000×$106,626.25/$250,000). Under
paragraphs (a)(2) and (c)(1) of this section,
A’s contribution is reduced by $42,650.50 (50
percent × [$106,626.25¥$21,325.25]) to $63,975.75
($106,626.25¥$42,650.50). If, however, the irrev-
ocable remainder interest in the property
had been contributed to a section 170(b)(1)(A)
organization, A’s contribution of $106,626.25
would not be reduced under paragraph (a) of
this section.

Example 10. (a) On July 1, 1970, B, a cal-
endar-year individual taxpayer, sells to a
church for $75,000 intangible property to
which section 1245 applies which has a fair
market value of $250,000 and an adjusted
basis of $75,000. Thus, B makes a charitable
contribution to the church of $175,000
($250,000¥$75,000 amount realized), which is
70% ($175,000/$250,000) of the value of the
property, the amount realized on the bargain
sale is 30% ($75,000/$250,000) of the value of
the property. At the time of the bargain sale,
B has used the property in his business for
more than 6 months. B’s contribution base
for 1970 is $500,000, and B makes no other
charitable contributions in 1970. If the prop-
erty had been sold by B at its fair market
value at the time of its contribution, it is as-
sumed that under section 1245 $105,000 of the
gain of $175,000 ($250,000¥$75,000 adjusted
basis) would have been treated as ordinary
income and $70,000 would have been long-
term capital gain. In applying section 1011(b)
to the bargain sale, adjusted basis in the
amount of $22,500 ($75,000 adjusted basis ×
30%) is allocated under § 1.1011–2(b) to the
noncontributed portion of the property and
B’s recognized gain of $52,500 ($75,000 amount
realized less $22,500 adjusted basis) consists
of $31,500 ($105,000×30%) of ordinary income
and $21,000 ($70,000×30%) of long term capital
gain.

(b) Under paragraphs (a)(1) and (c)(2)(i) of
this section B’s contribution of $175,000 is re-
duced by $73,500 ($105,000×70%) (i.e., the
amount of ordinary income that would have
been recognized on the contributed portion
had the property been sold). The reduced
contribution of $101,500 consists of $52,500
[$75,000×70%] of adjusted basis allocated to
the contributed portion of the property and
$49,000 [$70,000×70%] of long-term capital gain
allocated to the contributed portion. Under
sections 1012 and 1015(a) the basis of the
property to the church is $127,500
($75,000+$52,500).

(e) Effective date. This section applies
only to contributions paid after De-
cember 31, 1969, except that, in the case
of a charitable contribution of a letter,
memorandum, or property similar to a
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letter or memorandum, it applies to
contributions paid after July 25, 1969.

[T.D. 7207, 37 FR 20776, Oct. 4, 1972; 37 FR
22982, Oct. 27, 1972, as amended by T.D. 7728,
45 FR 72650, Nov. 3, 1980; T.D. 7807, 47 FR 4510,
Feb. 1, 1982; T.D. 8176, 53 FR 5569, Feb. 25,
1988; T.D. 8540, 59 FR 30102, June 10, 1994]

§ 1.170A–4A Special rule for the deduc-
tion of certain charitable contribu-
tions of inventory and other prop-
erty.

(a) Introduction. Section 170(e)(3) pro-
vides a special rule for the deduction of
certain qualified contributions of in-
ventory and certain other property. To
be treated as a ‘‘qualified contribu-
tion’’, a contribution must meet the re-
strictions and requirements of section
170(e)(3)(A) and paragraph (b) of this
section. Paragraph (b)(1) of this section
describes the corporations whose con-
tributions may be subject to this sec-
tion, the exempt organizations to
which these contributions may be
made, and the kinds of property which
may be contributed. Under paragraph
(b)(2) of this section, the use of the
property must be related to the pur-
pose or function constituting the
ground for the exemption of the organi-
zation to which the contribution is
made. Also, the property must be used
for the care of the ill, needy, or infants.
Under paragraph (b)(3) of this section,
the recipient organization may not, ex-
cept as there provided, require or re-
ceive in exchange money, property, or
services for the transfer or use of prop-
erty contributed under section
170(e)(3). Under paragraph (b)(4) of this
section, the recipient organization
must provide the contributing tax-
payer with a written statement rep-
resenting that the organization intends
to comply with the restrictions set
forth in paragraph (b) (2) and (3) of this
section on the use and transfer of the
property. Under paragraph (b)(5) of this
section, the contributed property must
conform to any applicable provisions of
the Federal Food, Drug, and Cosmetic
Act (as amended), and the regulations
thereunder, at the date of contribution
and for the immediately preceding 180
days. Paragraph (c) of this section pro-
vides the rules for determining the
amount of reduction of the charitable
contribution under section 170(e)(3). In

general, the amount of the reduction is
equal to one-half of the amount of gain
(other than gain described in paragraph
(d) of this section) which would not
have been long-term capital gain if the
property had been sold by the donor-
taxpayer at fair market value at the
date of contribution. If, after this re-
duction, the amount of the deduction
would be more than twice the basis of
the contributed property, the amount
of the deduction is accordingly further
reduced under paragraph (c)(1) of this
section. The basis of contributed prop-
erty which is inventory is determined
under paragraph (c)(2) of this section,
and the donor’s cost of goods sold for
the year of contribution must be ad-
justed under paragraph (c)(3) of this
section. Under paragraph (d) of this
section, a deduction is not allowed for
any amount which, if the property had
been sold by the donor-taxpayer, would
have been gain to which the recapture
provisions of section 617, 1245, 1250,
1251, or 1252 would have applied. For
purposes of section 170(e)(3) the rules of
§ 1.170A–4 apply where not inconsistent
with the rules of this section.

(b) Qualified contributions—(1) In gen-
eral. A contribution of property quali-
fies under section 170(e)(3) of this sec-
tion only if it is a charitable contribu-
tion:

(i) By a corporation, other than a
corporation which is an electing small
business corporation within the mean-
ing of section 1371(b);

(ii) To an organization described in
section 501(c)(3) and exempt under sec-
tion 501(a), other than a private foun-
dation, as defined in section 509(a),
which is not an operating foundation,
as defined in section 4942(j)(e);

(iii) Of property described in section
1221 (1) or (2);

(iv) Which contribution meets the re-
strictions and requirements of para-
graph (b) (2) through (5) of this section.

(2) Restrictions on use of contributed
property. In order for the contribution
to qualify under this section, the con-
tributed property is subject to the fol-
lowing restrictions in use. If the trans-
ferred property is used or transferred
by the donee organization (or by any
subsequent transferee that furnished to
the donee organization the written
statement described in paragraph
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(b)(4)(ii) of this section) in a manner
inconsistent with the requirements of
subdivision (i) or (ii) of this paragraph
(b)(2) or the requirements of paragraph
(b)(3) of this section, the donor’s deduc-
tion is reduced to the amount allow-
able under section 170 of the regula-
tions thereunder, determined without
regard to section 170(e)(3) of this sec-
tion. If, however, the donor establishes
that, at the time of the contribution,
the donor reasonably anticipated that
the property would be used in a manner
consistent with those requirements,
then the donor’s deduction is not re-
duced.

(i) Requirement of use for exempt pur-
pose. The use of the property must be
related to the purpose or function con-
stituting the ground for exemption
under section 501(c)(3) of the organiza-
tion to which the contribution is made.
The property may not be used in con-
nection with any activity which gives
rise to unrelated trade or business in-
come, as defined in sections 512 and 513
and the regulations thereunder.

(ii) Requirement of use for care of the
ill, needy, or infants—(A) In general. The
property must be used for the care of
the ill, needy, or infants, as defined in
this subdivision (ii). The property itself
must ultimately either be transferred
to (or for the use of) the ill, needy, or
infants for their care or be retained for
their care. No other person may use
the contributed property except as in-
cidental to primary use in the care of
the ill, needy, or infants. The organiza-
tion may satisfy the requirement of
this subdivision by transferring the
property to a relative, custodian, par-
ent or guardian of the ill or needy indi-
vidual or infant, or to any other indi-
vidual if it makes a reasonable effort
to ascertain that the property will ulti-
mately be used primarily for the care
of the ill or needy individual, or infant,
and not for the primary benefit of any
other person. The recipient organiza-
tion may transfer the property to an-
other exempt organization within the
jurisdiction of the United States which
meets the description contained in
paragraph (b)(1)(ii) of this section, or
to an organization not within the juris-
diction of the United States that, but
for the fact that it is not within the ju-
risdiction of the United States, would

be described in paragraph (b)(1)(ii) of
this section. If an organization trans-
fers the property to another organiza-
tion, the transferring organization
must obtain a written statement from
the transferee organization as set forth
in paragraph (b)(4) of this section. If
the property is ultimately transferred
to, or used for the benefit of, ill or
needy persons, or infants, not within
the jurisdiction of the United States,
the organization which so transfers the
property outside the jurisdiction of the
United States must necessarily be a
corporation. See section 170(c)(2) and
§ 1.170A–11(a). For purposes of this sub-
division, if the donee-organization
charges for its transfer of contributed
property (other than a fee allowed by
paragraph (b)(3)(ii) of this section), the
requirement of this subdivision is not
met. See paragraph (b)(3) of this sec-
tion.

(B) Definition of the ill. An ill person
is a person who requires medical care
within the meaning of § 1.213–1(e). Ex-
amples of ill persons include a person
suffering from physical injury, a person
with a significant impairment of a bod-
ily organ, a person with an existing
handicap, whether from birth or later
injury, a person suffering from mal-
nutrition, a person with a disease, sick-
ness, or infection which significantly
impairs physical health, a person par-
tially or totally incapable of self-care
(including incapacity due to old age). A
person suffering from mental illness is
included if the person is hospitalized or
institutionalized for the mental dis-
order, or, although the person is non-
hospitalized or noninstitutionalized, if
the person’s mental illness constitutes
a significant health impairment.

(C) Definition of care of the ill. Care of
the ill means alleviation or cure of an
existing illness and includes care of the
physical, mental, or emotional needs of
the ill.

(D) Definition of the needy. A needy
person is a person who lacks the neces-
sities of life, involving physical, men-
tal, or emotional well-being, as a result
of poverty or temporary distress. Ex-
amples of needy persons include a per-
son who is financially impoverished as
a result of low income and lack of fi-
nancial resources, a person who tempo-
rarily lacks food or shelter (and the
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means to provide for it), a person who
is the victim of a natural disaster (such
as fire or flood), a person who is the
victim of a civil disaster (such as a
civil disturbance), a person who is tem-
porarily not self-sufficient as a result
of a sudden and severe personal or fam-
ily crisis (such as a person who is the
victim of a crime of violence or who
has been physically abused), a person
who is a refugee or immigrant and who
is experiencing language, cultural, or
financial difficulties, a minor child
who is not self-sufficient and who is
not cared for by a parent or guardian,
and a person who is not self-sufficient
as a result of previous institutionaliza-
tion (such as a former prisoner or a
former patient in a mental institu-
tion).

(E) Definition of care of the needy.
Care of the needy means alleviation or
satisfaction of an existing need. Since
a person may be needy in some respects
and not needy in other respects, care of
the needy must relate to the particular
need which causes the person to be
needy. For example, a person whose
temporary need arises from a natural
disaster may need temporary shelter
and food but not recreational facilities.

(F) Definition of infant. An infant is a
minor child (as determined under the
laws of the jurisdiction in which the
child resides).

(G) Definition of care of an infant.
Care of an infant means performance of
parental functions and provision for
the physical, mental, and emotional
needs of the infant.

(3) Restrictions on Transfer of contrib-
uted property—(i) In general. Except as
otherwise provided in subdivision (ii) of
this paragraph (b)(3), a contribution
will not qualify under this section, if
the donee-organization or any trans-
feree of the donee-organization re-
quires or receives any money, property,
or services for the transfer or use of
property contributed under section
170(e)(3). For example, if an organiza-
tion provides temporary shelter for a
fee, and also provides free meals to ill
or needy individuals, or infants using
food contributed under this section the
contribution of food is subject to this
section (if the other requirements of
this section are met). However, the fee
charged by the organization for the

shelter may not be increased merely
because meals are served to the ill or
needy individuals or infants.

(ii) Exception. A contribution may
qualify under this section if the donee-
organization charges a fee to another
organization in connection with its
transfer of the donated property, if:

(A) The fee is small or nominal in re-
lation to the value of the transferred
property and is not determined by this
value; and

(B) The fee is designed to reimburse
the donee-organization for its adminis-
trative, warehousing, or other similar
costs.

For example, if a charitable organiza-
tion (such as a food bank) accepts sur-
plus food to distribute to other char-
ities which give the food to needy per-
sons, a small fee may be charged to
cover administrative, warehousing, and
other similar costs. This fee may be
charged on the basis of the total num-
ber of pounds of food distributed to the
transferee charity but not on the basis
of the value of the food distributed.
The provisions of this subdivision (ii)
do not apply to a transfer of donated
property directly from an organization
to ill or needy individuals, or infants.

(4) Requirement of a written state-
ment—(i) Furnished to taxpayer. In the
case of any contribution made on or
after March 3, 1982, the donee-organiza-
tion must furnish to the taxpayer a
written statement which:

(A) Describes the contributed prop-
erty, stating the date of its receipt;

(B) Represents that the property will
be used in compliance with section
170(e)(3) and paragraphs (b) (2) and (3)
of this section;

(C) Represents that the donee-organi-
zation meets the requirements of para-
graph (b)(1)(ii) of this section; and

(D) Represents that adequate books
and records will be maintained, and
made available to the Internal Revenue
Service upon request.

The written statement must be fur-
nished within a reasonable period after
the contribution, but not later than
the date (including extensions) by
which the donor is required to file a
United States corporate income tax re-
turn for the year in which the con-
tribution was made. The books and

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00054 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



59

Internal Revenue Service, Treasury § 1.170A–4A

records described in (D) of this subdivi-
sion (i) need not trace the receipt and
disposition of specific items of donated
property if they disclose compliance
with the requirements by reference to
aggregate quantities of donated prop-
erty. The books and records are ade-
quate if they reflect total amounts re-
ceived and distributed (or used), and
outline the procedure used for deter-
mining that the ultimate recipient of
the property is an ill or needy indi-
vidual, or infant. However, the books
and records need not reflect the names
of the ultimate individual recipients or
the property distributed to (or used by)
each one.

(ii) Furnished to transferring organiza-
tion. If an organization that received a
contribution under this section trans-
fers the contributed property to an-
other organization on or after March 3,
1982, the transferee organization must
furnish to the transferring organiza-
tion a written statement which con-
tains the information required in para-
graph (b)(4)(i) (A), (B) and (D) of this
section. The statement must also rep-
resent that the transferee organization
meets the requirements of paragraph
(b)(1)(ii) of this section (or, in the case
of a transferee organization which is a
foreign organization not within the ju-
risdiction of the United States, that,
but for such fact, the organization
would meet the requirements of para-
graph (b)(1)(ii) of this section). The
written statement must be furnished
within a reasonable period after the
transfer.

(5) Requirement of compliance with the
Federal Food, Drug, and Cosmetic Act—
(i) In general. With respect to property
contributed under this section which is
subject to the Federal Food, Drug, and
Cosmetic Act (as amended), and regula-
tions thereunder, the contributed prop-
erty must comply with the applicable
provisions of that Act and regulations
thereunder at the date of the contribu-
tion and for the immediately preceding
180 days. In the case of specific items of
contributed property not in existence
for the entire period of 180 days imme-
diately preceding the date of contribu-
tion, the requirement of this paragraph
(b)(5) is considered met if the contrib-
uted property complied with that Act
and the regulations thereunder during

the period of its existence and at the
date of contribution and if, for the 180
day period prior to contribution other
property (if any) held by the taxpayer
at any time during that period, which
property was fungible with the contrib-
uted property, complied with that Act
and the regulations thereunder during
the period held by the taxpayer.

(ii) Example. The rule of this para-
graph (b)(5) may be illustrated by the
following example.

Example. Corporation X a grocery store,
contributes 12 crates of navel oranges. The
oranges were picked and placed in the gro-
cery store’s stock two weeks prior to the
date of contribution. The contribution satis-
fies the requirements of this paragraph (b)(5)
if X complied with the Act and regulations
thereunder for 180 days prior to the date of
contribution with respect to all navel or-
anges in stock during that period.

(c) Amount of reduction—(1) In general.
Section 170(e)(3)(B) requires that the
amount of the charitable contribution
subject to this section which would be
taken into account under section
170(a), without regard to section 170(e),
must be reduced before applying the
percentage limitations under section
170(b). The amount of the first reduc-
tion is equal to one-half of the amount
of gain which would not have been
long-term capital gain if the property
had been sold by the donor-taxpayer at
its fair market value on the date of its
contribution, excluding, however, any
amount described in paragraph (d) of
this section. If the amount of the char-
itable contribution which remains
after this reduction exceeds twice the
basis of the contributed property, then
the amount of the charitable contribu-
tion is reduced a second time to an
amount which is equal to twice the
amount of the basis of the property.

(2) Basis of contributed property which
is inventory. For the purposes of this
section, notwithstanding the rules of
§ 1.170A–1(c)(4), the basis of contributed
property which is inventory must be
determined under the donor’s method
of accounting for inventory for pur-
poses of United States income tax. The
donor must use as the basis of the con-
tributed item the inventoriable car-
rying cost assigned to any similar item
not included in closing inventory. For
example, under the LIFO dollar value

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00055 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



60

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–5

method of accounting for inventory,
where there has been an invasion of a
prior year’s layer, the donor may
choose to treat the item contributed as
having a basis of the unit’s cost with
reference to the layer(s) of prior
year(s) cost or with reference to the
current year cost.

(3) Adjustment to cost of goods sold.
Notwithstanding the rules of § 1.170A–
1(c)(4), the donor of the property which
is inventory contributed under this
section must make a corresponding ad-
justment to cost of goods sold by de-
creasing the cost of goods sold by the
lesser of the fair market value of the
contributed item or the amount of
basis determined under paragraph (c)(2)
of this section.

(4) Examples. The rules of this para-
graph (c) may be illustrated by the fol-
lowing examples:

Example 1. During 1978 corporation X, a cal-
endar year taxpayer, makes a qualified con-
tribution of women’s coats which were sec-
tion 1221(1) property. The fair market value
of the property at the date of contribution is
$1,000, and the basis of the property is $200.
The amount of the charitable contribution
which would be taken into account under
section 170(a) is the fair market value
($1,000). The amount of gain which would not
have been long-term capital gain if the prop-
erty had been sold is $800 ($1,000¥$200). The
amount of the contribution is reduced by
one-half the amount which would not have
been capital gain if the property had been
sold ($800/2=–$400).

After this reduction, the amount of the
contribution which may be taken into ac-
count is $600 ($1,000¥$400). A second reduc-
tion is made in the amount of the charitable
contribution because this amount (as first
reduced to $600) is more than $400 which is an
amount equal to twice the basis of the prop-
erty. The amount of the further reduction is
$200 [$600¥(2×$200)], and the amount of the
contribution as finally reduced is $400
[$1,00¥($400+$200)]. X would also have to de-
crease its cost of goods sold for the year of
contribution by $200.

Example 2. Assume the same facts as set
forth in Example (1) except that the basis of
the property is $600. The amount of the first
reduction is $200 (($1,000¥$600)/2).

As reduced, the amount of the contribution
which may be taken into account is $800
($1,000¥$200). There is no second reduction
because $800 is less than $1,200 which is twice
the basis of the property. However, X would
have to decrease its cost of goods sold for the
year of contribution by $600.

(d) Recapture excluded. A deduction is
not allowed under section 170(e)(3) or
this section for any amount which, if
the property had been sold by the
donor-taxpayer on the date of its con-
tribution for an amount equal to its
fair market value, would have been
treated as ordinary income under sec-
tion 617, 1245, 1250, 1251, or 1252. Thus,
before making either reduction re-
quired by section 170(e)(3)(B) and para-
graph (c) of this section, the fair mar-
ket value of the contributed property
must be reduced by the amount of gain
that would have been recognized (if the
property had been sold) as ordinary in-
come under section 617, 1245, 1250, 1251,
or 1252.

(e) Effective date. This section applies
to qualified contributions made after
October 4, 1976.

[T.D. 7807, 47 FR 4510, Feb. 1, 1982, as amend-
ed by T.D. 7962, 49 FR 27317, July 3, 1984]

§ 1.170A–5 Future interests in tangible
personal property.

(a) In general. (1) A contribution con-
sisting of a transfer of a future interest
in tangible personal property shall be
treated as made only when all inter-
vening interests in, and rights to the
actual possession or enjoyment of, the
property:

(i) Have expired, or
(ii) Are held by persons other than

the taxpayer or those standing in a re-
lationship to the taxpayer described in
section 267(b) and the regulations
thereunder, relating to losses, ex-
penses, and interest with respect to
transactions between related tax-
payers.

(2) Section 170(a)(3) and this section
have no application in respect of a
transfer of an undivided present inter-
est in property. For example, a con-
tribution of an undivided one-quarter
interest in a painting with respect to
which the donee is entitled to posses-
sion during 3 months of each year shall
be treated as made upon the receipt by
the donee of a formally executed and
acknowledged deed of gift. However,
the period of initial possession by the
donee may not be deferred in time for
more than 1 year.

(3) Section 170(a)(3) and this section
have no application in respect of a
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transfer of a future interest in intan-
gible personal property or in real prop-
erty. However, a fixture which is in-
tended to be severed from real property
shall be treated as tangible personal
property. For example, a contribution
of a future interest in a chandelier
which is attached to a building is con-
sidered a contribution which consists
of a future interest in tangible personal
property if the transferor intends that
it be detached from the building at or
prior to the time when the charitable
organization’s right to possession or
enjoyment of the chandelier is to com-
mence.

(4) For purposes of section 170(a)(3)
and this section, the term future inter-
est has generally the same meaning as
it has when used in section 2503 and
§ 25.2503–3 of this chapter (Gift Tax Reg-
ulations); it includes reversions, re-
mainders, and other interests or es-
tates, whether vested or contingent,
and whether or not supported by a par-
ticular interest or estate, which are
limited to commence in use, posses-
sion, or enjoyment at some future date
or time. The term future interest in-
cludes situations in which a donor pur-
ports to give tangible personal prop-
erty to a charitable organization, but
has an understanding, arrangement,
agreement, etc., whether written or
oral, with the charitable organization
which has the effect of reserving to, or
retaining in, such donor a right to the
use, possession, or enjoyment of the
property.

(5) In the case of a charitable con-
tribution of a future interest to which
section 170(a)(3) and this section apply
the other provisions of section 170 and
the regulations thereunder are inappli-
cable to the contribution until such
time as the contribution is treated as
made under section 170(a)(3).

(b) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. On December 31, 1970, A, an indi-
vidual who reports his income on the cal-
endar year basis, conveys by deed of gift to
a museum title to a painting, but reserves to
himself the right to the use, possession, and
enjoyment of the painting during his life-
time. It is assumed that there was no inten-
tion to avoid the application of section
170(f)(3)(A) by the conveyance. At the time of
the gift the value of the painting is $90,000.

Since the contribution consists of a future
interest in tangible personal property in
which the donor has retained an intervening
interest, no contribution is considered to
have been made in 1970.

Example 2. Assume the same facts as in Ex-
ample (1) except that on December 31, 1971, A
relinquishes all of his right to the use, pos-
session, and enjoyment of the painting and
delivers the painting to the museum. Assum-
ing that the value of the painting has in-
creased to $95,000, A is treated as having
made a charitable contribution of $95,000 in
1971 for which a deduction is allowable with-
out regard to section 170(f)(3)(A).

Example 3. Assume the same facts as in Ex-
ample (1) except A dies without relinquishing
his right to the use, possession, and enjoy-
ment of the painting. Since A did not relin-
quish his right to the use, possession, and en-
joyment of the property during his life, A is
treated as not having made a charitable con-
tribution of the painting for income tax pur-
poses.

Example 4. Assume the same facts as in Ex-
ample (1) except A, on December 31, 1971,
transfers his interest in the painting to his
son, B, who reports his income on the cal-
endar year basis. Since the relationship be-
tween A and B is one described in section
267(b), no contribution of the remainder in-
terest in the painting is considered to have
been made in 1971.

Example 5. Assume the same facts as in Ex-
ample (4). Also assume that on December 31,
1972, B conveys to the museum the interest
measured by A’s life. B has made a chari-
table contribution of the present interest in
the painting conveyed to the museum. In ad-
dition, since all intervening interests in, and
rights to the actual possession or enjoyment
of the property, have expired, a charitable
contribution of the remainder interest is
treated as having been made by A in 1972 for
which a deduction is allowable without re-
gard to section 170(f)(3)(A). Such remainder
interest is valued according to § 20.2031–7A(c)
of this chapter (estate tax regulations), de-
termined by subtracting the value of B’s in-
terest measured by A’s life expectancy in
1972, and B receives a deduction in 1972 for
the life interest measured by A’s life expect-
ancy and valued according to Table A(1) in
such section.

Example 6. On December 31, 1970, C, an indi-
vidual who reports his income on the cal-
endar year basis, transfers a valuable paint-
ing to a pooled income fund described in sec-
tion 642(c)(5), which is maintained by a uni-
versity. C retains for himself for life an in-
come interest in the painting, the remainder
interest in the painting being contributed to
the university. Since the contribution con-
sists of a future interest in tangible personal
property in which the donor has retained an
intervening interest, no charitable contribu-
tion is considered to have been made in 1970.
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Example 7. On January 15, 1972, D, an indi-
vidual who reports his income on the cal-
endar year basis, transfers a capital asset
held for more than 6 months consisting of a
valuable painting to a pooled income fund
described in section 642(c)(5), which is main-
tained by a university, and creates an in-
come interest in such painting for E for life.
E is an individual not standing in a relation-
ship to D described in section 267(b). The re-
mainder interest in the property is contrib-
uted by D to the university. The trustee of
the pooled income fund puts the painting to
an unrelated use within the meaning of para-
graph (b)(3) of § 1.170A–4. Accordingly, D is
allowed a deduction under section 170 in 1972
for the present value of the remainder inter-
est in the painting, after reducing such
amount under section 170 (e)(1)(B)(i) and
paragraph (a)(2) of § 1.170A–4. This reduction
in the amount of the contribution is required
since under paragraph (b)(3) of that section
the use by the pooled income fund of the
painting is a use which would have been an
unrelated use if it had been made by the uni-
versity.

(c) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969.

[T.D. 7207, 37 FR 20779, Oct. 4, 1972, as amend-
ed by T.D. 8540, 59 FR 30102, June 10, 1994]

§ 1.170A–6 Charitable contributions in
trust.

(a) In general. (1) No deduction is al-
lowed under section 170 for the fair
market value of a charitable contribu-
tion of any interest in property which
is less than the donor’s entire interest
in the property and which is trans-
ferred in trust unless the transfer
meets the requirements of paragraph
(b) or (c) of this section. If the donor’s
entire interest in the property is trans-
ferred in trust and is contributed to a
charitable organization described in
section 170(c), a deduction is allowed
under section 170. Thus, if on July 1,
1972, property is transferred in trust
with the requirement that the income
of the trust be paid for a term of 20
years to a church and thereafter the re-
mainder be paid to an educational or-
ganization described in section
170(b)(1)(A), a deduction is allowed for
the value of such property. See section
170(f)(2) and (3)(B), and paragraph (b)(1)
of § 1.170A–7.

(2) A deduction is allowed without re-
gard to this section for a contribution

of a partial interest in property if such
interest is the taxpayer’s entire inter-
est in the property, such as an income
interest or a remainder interest. If,
however, the property in which such
partial interest exists was divided in
order to create such interest and thus
avoid section 170(f)(2), the deduction
will not be allowed. Thus, for example,
assume that a taxpayer desires to con-
tribute to a charitable organization the
reversionary interest in certain stocks
and bonds which he owns. If the tax-
payer transfers such property in trust
with the requirement that the income
of the trust be paid to his son for life
and that the reversionary interest be
paid to himself and immediately after
creating the trust contributes the re-
versionary interest to a charitable or-
ganization, no deduction will be al-
lowed under section 170 for the con-
tribution of the taxpayer’s entire inter-
est consisting of the reversionary in-
terest in the trust.

(b) Charitable contribution of a remain-
der interest in trust—(1) In general. No
deduction is allowed under section 170
for the fair market value of a chari-
table contribution of a remainder in-
terest in property which is less than
the donor’s entire interest in the prop-
erty and which the donor transfers in
trust unless the trust is:

(i) A pooled income fund described in
section 642(c)(5) and § 1.642(c)–5,

(ii) A charitable remainder annuity
trust described in section 664(d)(1) and
§ 1.664–2, or

(iii) A charitable remainder unitrust
described in section 664(d)(2) and § 1.664–
3.

(2) Value of a remainder interest. The
fair market value of a remainder inter-
est in a pooled income fund shall be
computed under § 1.642(c)–6. The fair
market value of a remainder interest
in a charitable remainder annuity
trust shall be computed under § 1.664–2.
The fair market value of a remainder
interest in a charitable remainder
unitrust shall be computed under
§ 1.664–4. However, in some cases a re-
duction in the amount of a charitable
contribution of the remainder interest
may be required. See section 170(e) and
§ 1.170A–4.
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(c) Charitable contribution of an income
interest in trust—(1) In general. No de-
duction is allowed under section 170 for
the fair market value of a charitable
contribution of an income interest in
property which is less than the donor’s
entire interest in the property and
which the donor transfers in trust un-
less the income interest is either a
guaranteed annuity interest or a
unitrust interest, as defined in para-
graph (c)(2) of this section, and the
grantor is treated as the owner of such
interest for purposes of applying sec-
tion 671, relating to grantors and oth-
ers treated as substantial owners. See
section 4947(a)(2) for the application to
such income interests in trust of the
provisions relating to private founda-
tions and section 508(e) for rules relat-
ing to provisions required in the gov-
erning instruments.

(2) Definitions. For purposes of this
paragraph:

(i) Guaranteed annuity interest. (A) An
income interest is a ‘‘guaranteed annu-
ity interest’’, only if it is an irrev-
ocable right pursuant to the governing
instrument of the trust to receive a
guaranteed annuity. A guaranteed an-
nuity is an arrangement under which a
determinable amount is paid periodi-
cally, but not less often than annually,
for a specified term or for the life or
lives of an individual or individuals,
each of whom must be living at the
date of transfer and can be ascertained
at such date. For example, the annuity
may be paid for the life of A plus a
term of years. An amount is deter-
minable if the exact amount which
must be paid under the conditions spec-
ified in the governing instrument of
the trust can be ascertained as of the
date of transfer. For example, the
amount to be paid may be a stated sum
for a term, or for the life of an indi-
vidual, at the expiration of which it
may be changed by a specified amount,
but it may not be redetermined by ref-
erence to a fluctuating index such as
the cost of living index. In further il-
lustration, the amount to be paid may
be expressed in terms of a fraction or
percentage of the cost of living index
on the date of transfer.

(B) An income interest is a guaran-
teed annuity interest only if it is a
guaranteed annuity interest in every

respect. For example, if the income in-
terest is the right to receive from a
trust each year a payment equal to the
lesser of a sum certain or a fixed per-
centage of the net fair market value of
the trust assets, determined annually,
such interest is not a guaranteed annu-
ity interest.

(C) Where a charitable interest is in
the form of a guaranteed annuity inter-
est, the governing instrument of the
trust may provide that income of the
trust which is in excess of the amount
required to pay the guaranteed annuity
interest shall be paid to or for the use
of a charitable organization. Neverthe-
less, the amount of the deduction
under section 170(f)(2)(B) shall be lim-
ited to the fair market value of the
guaranteed annuity interest as deter-
mined under paragraph (c)(3) of this
section. For a rule relating to treat-
ment by the grantor of any contribu-
tion made by the trust in excess of the
amount required to pay the guaranteed
annuity interest, see paragraph
(d)(2)(ii) of this section.

(D) If the present value on the date of
transfer of all the income interests for
a charitable purpose exceeds 60 percent
of the aggregate fair market value of
all amounts in the trust (after the pay-
ment of liabilities), the income inter-
est will not be considered a guaranteed
annuity interest unless the governing
instrument of the trust prohibits both
the acquisition and the retention of as-
sets which would give rise to a tax
under section 4944 if the trustee had ac-
quired such assets. The requirement in
this subdivision (D) for a prohibition in
the governing instrument against the
retention of assets which would give
rise to a tax under section 4944 if the
trustee had acquired the assets shall
not apply to a transfer in trust made
on or before May 21, 1972.

(E) An income interest consisting of
an annuity transferred in trust after
May 21, 1972, will not be considered a
guaranteed annuity interest if any
amount other than an amount in pay-
ment of a guaranteed annuity interest
may be paid by the trust for a private
purpose before the expiration of all the
income interests for a charitable pur-
pose, unless such amount for a private
purpose is paid from a group of assets
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which, pursuant to the governing in-
strument of the trust, are devoted ex-
clusively to private purposes and to
which section 4947(a)(2) is inapplicable
by reason of section 4947(a)(2)(B). The
exception in the immediately pre-
ceding sentence with respect to any
guaranteed annuity for a private pur-
pose shall apply only if the obligation
to pay the annuity for a charitable pur-
pose begins as of the date of creation of
the trust and the obligation to pay the
guaranteed annuity for a private pur-
pose does not precede in point of time
the obligation to pay the annuity for a
charitable purpose and only if the gov-
erning instrument of the trust does not
provide for any preference or priority
in respect of any payment of the guar-
anteed annuity for a private purpose as
opposed to any payment of any annuity
for a charitable purpose. For purposes
of this subdivision (E), an amount is
not paid for a private purpose if it is
paid for an adequate and full consider-
ation in money or money’s worth. See
§ 53.4947–1 (c) of this chapter (Founda-
tion Excise Tax Regulations) for rules
relating to the inapplicability of sec-
tion 4947(a)(2) to segregated amounts in
a split-interest trust.

Example. In 1975, E transfers $75,000 in trust
with the requirement that an annuity of
$5,000 a year, payable annually at the end of
each year, be paid to B, an individual, for a
period of 5 years and thereafter an annuity
of $5,000 a year, payable annually at the end
of each year, be paid to M Charity for a pe-
riod of 5 years. The remainder is to be paid
to C, an individual. No deduction is allowed
under subparagraph (1) of this paragraph
with respect to the charitable annuity be-
cause it is not a ‘‘guaranteed annuity inter-
est’’ within the meaning of this subdivision.

(F) For rules relating to certain gov-
erning instrument requirements and to
the imposition of certain excise taxes
where the guaranteed annuity interest
is in trust and for rules governing pay-
ment of private income interests by a
split-interest trust, see section
4947(a)(2) and (b)(3)(A), and the regula-
tions thereunder.

(ii) Unitrust interest. (A) An income
interest is a ‘‘unitrust interest’’ only if
it is an irrevocable right pursuant to
the governing instrument of the trust
to receive payment, not less often than
annually of a fixed percentage of the
net fair market value of the trust as-

sets, determined annually. In com-
puting the net fair market value of the
trust assets, all assets and liabilities
shall be taken into account without re-
gard to whether particular items are
taken into account in determining the
income of the trust. The net fair mar-
ket value of the trust assets may be de-
termined on any one date during the
year or by taking the average of valu-
ations made on more than one date
during the year, provided that the
same valuation date or dates and valu-
ation methods are used each year.
Where the governing instrument of the
trust does not specify the valuation
date or dates, the trustee shall select
such date or dates and shall indicate
his selection on the first return on
Form 1041 which the trust is required
to file. Payments under a unitrust in-
terest may be paid for a specified term
or for the life or lives of an individual
or individuals, each of whom must be
living at the date of transfer and can
be ascertained at such date. For exam-
ple, the unitrust interest may be paid
for the life of A plus a term of years.

(B) An income interest is a unitrust
interest only if it is a unitrust interest
in every respect. For example, if the in-
come interest is the right to receive
from a trust each year a payment equal
to the lesser of a sum certain or a fixed
percentage of the net fair market value
of the trust assets, determined annu-
ally, such interest is not a unitrust in-
terest.

(C) Where a charitable interest is in
the form of a unitrust interest, the
governing instrument of the trust may
provide that income of the trust which
is in excess of the amount required to
pay the unitrust interest shall be paid
to or for the use of a charitable organi-
zation. Nevertheless, the amount of the
deduction under section 170(f)(2)(B)
shall be limited to the fair market
value of the unitrust interest as deter-
mined under paragraph (c)(3) of this
section. For a rule relating to treat-
ment by the grantor of any contribu-
tion made by the trust in excess of the
amount required to pay the unitrust
interest, see paragraph (d)(2)(ii) of this
section.

(D) An income interest in the form of
a unitrust interest will not be consid-
ered a unitrust interest if any amount
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other than an amount in payment of a
unitrust interest may be paid by the
trust for a private purpose before the
expiration of all the income interests
for a charitable purpose, unless such
amount for a private purpose is paid
from a group of assets which, pursuant
to the governing instrument of the
trust, are devoted exclusively to pri-
vate purposes and to which section
4947(a)(2) is inapplicable by reason of
section 4947 (a)(2)(B). The exception in
the immediately preceding sentence
with respect to any unitrust interest
for a private purpose shall apply only if
the obligation to pay the unitrust in-
terest for a charitable purpose begins
as of the date of creation of the trust
and the obligation to pay the unitrust
interest for a private purpose does not
precede in point of time the obligation
to pay the unitrust interest for a chari-
table purpose and only if the governing
instrument of the trust does not pro-
vide for any preference or priority in
respect of any payment of the unitrust
interest for a private purpose as op-
posed to any payments of any unitrust
interest for a charitable purpose. For
purposes of this subdivision (D), an
amount is not paid for a private pur-
pose if it is paid for an adequate and
full consideration in money or money’s
worth. See § 53.4947–1(c) of this chapter
(Foundation Excise Tax Regulations)
for rules relating to the inapplicability
of section 4947(a)(2) to segregated
amounts in a split-interest trust.

(E) For rules relating to certain gov-
erning instrument requirements and to
the imposition of certain excise taxes
where the unitrust interest is in trust
and for rules governing payment of pri-
vate income interests by a split-inter-
est trust, see section 4947(a)(2) and
(b)(3)(A), and the regulations there-
under.

(3) Valuation of income interest. (i) The
deduction allowed by section
170(f)(2)(B) for a charitable contribu-
tion of a guaranteed annuity interest is
limited to the fair market value of
such interest on the date of contribu-
tion, as computed under § 20.2031–7 or,
for certain prior periods, 20.2031–7A of
this chapter (Estate Tax Regulations).

(ii) The deduction allowed under sec-
tion 170(f)(2)(B) for a charitable con-
tribution of a unitrust interest is lim-

ited to the fair market value of the
unitrust interest on the date of con-
tribution. The fair market value of the
unitrust interest shall be determined
by subtracting the present value of all
interests in the transferred property
other than the unitrust interest from
the fair market value of the trans-
ferred property.

(iii) If by reason of all the conditions
and circumstances surrounding a
transfer of an income interest in prop-
erty in trust it appears that the char-
ity may not receive the beneficial en-
joyment of the interest, a deduction
will be allowed under paragraph (c)(1)
of this section only for the minimum
amount it is evident the charity will
receive. The application of this sub-
division may be illustrated by the fol-
lowing examples:

Example 1. In 1972, B transfers $20,000 in
trust with the requirement that M Church be
paid a guaranteed annuity interest (as de-
fined in subparagraph (2)(i) of this para-
graph) of $4,000, payable annually at the end
of each year for 9 years, and that the residue
revert to himself. Since the fair market
value of an annuity of $4,000 a year for a pe-
riod of 9 years, as determined under § 20.2031–
7A(c) of this chapter, is $27,206.80 ($4,000 ×
6.8017), it appears that M will not receive the
beneficial enjoyment of the income interest.
Accordingly, even though B is treated as the
owner of the trust under section 673, he is al-
lowed a deduction under subparagraph (1) of
this paragraph for only $20,000, which is the
minimum amount it is evident M will re-
ceive.

Example 2. In 1975, C transfers $40,000 in
trust with the requirement that D, an indi-
vidual, and X Charity be paid simultaneously
guaranteed annuity interests (as defined in
subparagraph (2)(i) of this paragraph) of
$5,000 a year each, payable annually at the
end of each year, for a period of 5 years and
that the remainder be paid to C’s children.
The fair market value of two annuities of
$5,000 each a year for a period of 5 years is
$42,124 ([$5,000 × 4.2124] × 2), as determined
under § 20.2031–7A(c) of this chapter. The
trust instrument provides that in the event
the trust fund is insufficient to pay both an-
nuities in a given year, the trust fund will be
evenly divided between the charitable and
private annuitants. The deduction under sub-
paragraph (1) of this paragraph with respect
to the charitable annuity will be limited to
$20,000, which is the minimum amount it is
evident X will receive.
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Example 3. In 1975, D transfers $65,000 in
trust with the requirement that a guaran-
teed annuity interest (as defined in subpara-
graph (2)(i) of this paragraph) of $5,000 a
year, payable annually at the end of each
year, be paid to Y Charity for a period of 10
years and that a guaranteed annuity interest
(as defined in subparagraph (2)(i) of this
paragraph) of $5,000 a year, payable annually
at the end of each year, be paid to W, his
wife, aged 62, for 10 years or until her prior
death. The annuities are to be paid simulta-
neously, and the remainder is to be paid to
D’s children. The fair market value of the
private annuity is $33,877 ($5,000 × 6.7754), as
determined pursuant to § 20.2031–7A(c) of this
chapter and by the use of factors involving
one life and a term of years as published in
Publication 723A (12–70). The fair market
value of the charitable annuity is $36,800.50
($5,000 × 7.3601), as determined under § 20.2031–
7A(c) of this chapter. It is not evident from
the governing instrument of the trust or
from local law that the trustee would be re-
quired to apportion the trust fund between
the wife and charity in the event the fund
were insufficient to pay both annuities in a
given year. Accordingly, the deduction under
subparagraph (1) of this paragraph with re-
spect to the charitable annuity will be lim-
ited to $31,123 ($65,000 less $33,877 [the value
of the private annuity]), which is the min-
imum amount it is evident Y will receive.

(iv) See paragraph (b)(1) of § 1.170A–4
for rule that the term ordinary income
property for purposes of section 170(e)
does not include an income interest in
respect of which a deduction is allowed
under section 170(f)(2)(B) and this para-
graph.

(4) Recapture upon termination of treat-
ment as owner. If for any reason the
donor of an income interest in property
ceases at any time before the termi-
nation of such interest to be treated as
the owner of such interest for purposes
of applying section 671, as for example,
where he dies before the termination of
such interest, he shall for purposes of
this chapter be considered as having re-
ceived, on the date he ceases to be so
treated, an amount of income equal to
(i) the amount of any deduction he was
allowed under section 170 for the con-
tribution of such interest reduced by
(ii) the discounted value of all amounts
which were required to be, and actually
were, paid with respect to such interest
under the terms of trust to the chari-
table organization before the time at
which he ceases to be treated as the
owner of the interest. The discounted

value of the amounts described in sub-
division (ii) of this subparagraph shall
be computed by treating each such
amount as a contribution of a remain-
der interest after a term of years and
valuing such amount as of the date of
contribution of the income interest by
the donor, such value to be determined
under § 20.2031–7 of this chapter consist-
ently with the manner in which the
fair market value of the income inter-
est was determined pursuant to sub-
paragraph (3)(i) of this paragraph. The
application of this subparagraph will
not be construed to disallow a deduc-
tion to the trust for amounts paid by
the trust to the charitable organiza-
tion after the time at which the donor
ceased to be treated as the owner of the
trust.

(5) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. On January 1, 1970, A contrib-
utes to a church in trust a 9-year irrevocable
income interest in property. Both A and the
trust report income on a calendar year basis.
The fair market value of the property placed
in trust is $10,000. The trust instrument pro-
vides that the church will receive an annuity
of $500, payable annually at the end of each
year for 9 years. The income interest is a
guaranteed annuity interest as defined in
subparagraph (2)(i) of this paragraph; upon
termination of such interest the residue of
the trust is to revert to A. By reference to
§ 20.2031–7A(c) of this chapter, it is found that
the figure in column (2) opposite 9 years is
6.8017. The present value of the annuity is
therefore $3,400.85 ($500 × 6.8017). The present
value of the income interest and A’s chari-
table contribution for 1970 is $3,400.85.

Example 2. (a) On January 1, 1970, B con-
tributes to a church in trust a 9-year irrev-
ocable income interest in property. Both B
and the trust report income on a calendar
year basis. The fair market value of the
property placed in trust is $10,000. The trust
instrument provides that the trust will pay
to the church at the end of each year for 9
years 5 percent of the fair market value of
all property in the trust at the beginning of
the year. The income interest is a unitrust
interest as defined in subparagraph (2)(ii) of
this paragraph; upon termination of such in-
terest the residue of the trust is to revert to
B.

(b) By reference to Table F in § 1.664–4
(b)(5), the adjusted payout rate is 4.717 per-
cent (5 percent × 0.943396). The present value
of the reversion is $6,473.75, computed by ref-
erence to Table D in § 1.664–4A(c), as follows:
Factor at 4.6 percent for 9 years ........................... 0.654539
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Factor at 4.8 percent for 9 years ........................... .642292

Difference ....................................................... .012247
Interpolation adjustment:

4.717%¥4.6%/0.2%=×/0.012247
×=0.007164

Factor at 4.6 percent for 9 years ........................... .654539
Less: Interpolation adjustment ............................... .007164

Interpolated factor ........................................... .647375
Present value of reversion ($10,000×0.647375) ... $6,473.75

(c) The present value of the income inter-
est and B’s charitable contribution for 1970 is
$3,526.25 ($10,000¥$6,473.75).

Example 3. (a) On January 1, 1970, C con-
tributes to a church in trust a 9-year irrev-
ocable income interest in property. Both C
and the trust report income on a calendar
year basis. The fair market value of the
property placed in trust is $10,000. The trust
instrument provides that the church will re-

ceive an annuity of $500, payable annually at
the end of each year for 9 years. The income
interest is a guaranteed annuity interest as
defined in subparagraph (2)(i) of this para-
graph; upon termination of such interest the
residue of the trust is to revert to C. C’s
charitable contribution for 1970 is $3,400.85,
determined as provided in Example (1). The
trust earns income of $600 in 1970, $400 in
1971, and $500 in 1972, all of which is taxable
to C under section 671. The church is paid
$500 at the end of 1970, 1971, and 1972, respec-
tively. On December 31, 1972, C dies and
ceases to be treated as the owner of the in-
come interest under section 673.

(b) Pursuant to subparagraph (4) of this
paragraph, the discounted value as of Janu-
ary 1, 1970, of the amounts paid to the church
by the trust is $1,336.51, determined by ref-
erence to column (4) of § 20.2031–7A(c) of this
chapter, as follows:

Annuity

Amount
paid

Years from
Jan. 1,

1970, to
payment

date

Discount
factor

Discount
value as of

Jan. 1,
1970Payment date

Dec. 31, 1970 ................................................................................................ $500 1 0.943396 $471.70
Dec. 31, 1971 ................................................................................................ 500 2 .889996 445.00
Dec. 31, 1972 ................................................................................................ 500 3 .839619 419.81

Total discounted value .................................................................... .................. .................. .................. 1,336.51

(c) Pursuant to subparagraph (4) of this
paragraph, there must be included in C’s
gross income for 1972 the amount of $2,064.34
($3,400.85 less $1,336.51).

(d) For deduction by the trust for amounts
paid to the church after December 31, 1972,
see section 642(c)(1) and the regulations
thereunder.

(d) Denial of deduction for certain con-
tributions by a trust. (1) If by reason of
section 170(f)(2)(B) and paragraph (c) of
this section a charitable contributions
deduction is allowed under section 170
for the fair market value of an income
interest transferred in trust, neither
the grantor of the income interest, the
trust, nor any other person shall be al-
lowed a deduction under section 170 or
any other section for the amount of
any charitable contribution made by
the trust with respect to, or in fulfill-
ment of, such income interest.

(2) Section 170(f)(2)(C) and subpara-
graph (1) of this paragraph shall not be
construed, however, to:

(i) Disallow a deduction to the trust,
pursuant to section 642(c)(1) and the
regulations thereunder, for amounts
paid by the trust after the grantor

ceases to be treated as the owner of the
income interest for purposes of apply-
ing section 671 and which are not taken
into account in determining the
amount of recapture under paragraph
(c)(4) of this section, or

(ii) Disallow a deduction to the
grantor under section 671 and § 1.671–
2(c) for a charitable contribution made
by the trust in excess of the contribu-
tion required to be made by the trust
under the terms of the trust instru-
ment with respect to, or in fulfillment
of, the income interest.

(3) Although a deduction for the fair
market value of an income interest in
property which is less than the donor’s
entire interest in the property and
which the donor transfers in trust is
disallowed under section 170 because
such interest is not a guaranteed annu-
ity interest, or a unitrust interest, as
defined in paragraph (c)(2) of this sec-
tion, the donor may be entitled to a de-
duction under section 671 and § 1.671–
2(c) for any charitable contributions
made by the trust if he is treated as
the owner of such interest for purposes
of applying section 671.
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(e) Effective date. This section applies
only to transfers in trust made after
July 31, 1969.

(83 Stat. 544, 26 U.S.C. 170(f)(4); 83 Stat. 560, 26
U.S.C. 642(c)(5); 68A Stat. 917, 26 U.S.C. 7805)

[T.D. 7207, 37 FR 20780, Oct. 5, 1972; 37 FR
22982, Oct. 27, 1972, as amended by T.D. 7340,
40 FR 1238, Jan. 7, 1975; T.D. 7955, 49 FR 19975,
May 11, 1984; T.D. 8540, 59 FR 30102, June 10,
1994]

§ 1.170A–7 Contributions not in trust
of partial interests in property.

(a) In general. (1) In the case of a
charitable contribution, not made by a
transfer in trust, of any interest in
property which consists of less than
the donor’s entire interest in such
property, no deduction is allowed under
section 170 for the value of such inter-
est unless the interest is an interest
described in paragraph (b) of this sec-
tion. See section 170(f)(3)(A). For pur-
poses of this section, a contribution of
the right to use property which the
donor owns, for example, a rent-free
lease, shall be treated as a contribution
of less than the taxpayer’s entire inter-
est in such property.

(2)(i) A deduction is allowed without
regard to this section for a contribu-
tion of a partial interest in property if
such interest is the taxpayer’s entire
interest in the property, such as an in-
come interest or a remainder interest.
Thus, if securities are given to A for
life, with the remainder over to B, and
B makes a charitable contribution of
his remainder interest to an organiza-
tion described in section 170(c), a de-
duction is allowed under section 170 for
the present value of B’s remainder in-
terest in the securities. If, however, the
property in which such partial interest
exists was divided in order to create
such interest and thus avoid section
170(f)(3)(A), the deduction will not be
allowed. Thus, for example, assume
that a taxpayer desires to contribute
to a charitable organization an income
interest in property held by him, which
is not of a type described in paragraph
(b)(2) of this section. If the taxpayer
transfers the remainder interest in
such property to his son and imme-
diately thereafter contributes the in-
come interest to a charitable organiza-
tion, no deduction shall be allowed
under section 170 for the contribution

of the taxpayer’s entire interest con-
sisting of the retained income interest.
In further illustration, assume that a
taxpayer desires to contribute to a
charitable organization the rever-
sionary interest in certain stocks and
bonds held by him, which is not of a
type described in paragraph (b)(2) of
this section. If the taxpayer grants a
life estate in such property to his son
and immediately thereafter contrib-
utes the reversionary interest to a
charitable organization, no deduction
will be allowed under section 170 for
the contribution of the taxpayer’s en-
tire interest consisting of the rever-
sionary interest.

(ii) A deduction is allowed without
regard to this section for a contribu-
tion of a partial interest in property if
such contribution constitutes part of a
charitable contribution not in trust in
which all interests of the taxpayer in
the property are given to a charitable
organization described in section
170(c). Thus, if on March 1, 1971, an in-
come interest in property is given not
in trust to a church and the remainder
interest in the property is given not in
trust to an educational organization
described in section 170(b)(1)(A), a de-
duction is allowed for the value of such
property.

(3) A deduction shall not be dis-
allowed under section 170(f)(3)(A) and
this section merely because the inter-
est which passes to, or is vested in, the
charity may be defeated by the per-
formance of some act or the happening
of some event, if on the date of the gift
it appears that the possibility that
such act or event will occur is so re-
mote as to be negligible. See paragraph
(e) of § 1.170A–1.

(b) Contributions of certain partial in-
terests in property for which a deduction
is allowed. A deduction is allowed under
section 170 for a contribution not in
trust of a partial interest which is less
than the donor’s entire interest in
property and which qualifies under one
of the following subparagraphs:

(1) Undivided portion of donor’s entire
interest. (i) A deduction is allowed
under section 170 for the value of a
charitable contribution not in trust of
an undivided portion of a donor’s entire
interest in property. An undivided por-
tion of a donor’s entire interest in
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property must consist of a fraction or
percentage of each and every substan-
tial interest or right owned by the
donor in such property and must ex-
tend over the entire term of the do-
nor’s interest in such property and in
other property into which such prop-
erty is converted. For example, assum-
ing that in 1967 B has been given a life
estate in an office building for the life
of A and that B has no other interest in
the office building, B will be allowed a
deduction under section 170 for his con-
tribution in 1972 to charity of a one-
half interest in such life estate in a
transfer which is not made in trust.
Such contribution by B will be consid-
ered a contribution of an undivided
portion of the donor’s entire interest in
property. In further illustration, as-
suming that in 1968 C has been given
the remainder interest in a trust cre-
ated under the will of his father and C
has no other interest in the trust, C
will be allowed a deduction under sec-
tion 170 for his contribution in 1972 to
charity of a 20-percent interest in such
remainder interest in a transfer which
is not made in trust. Such contribution
by C will be considered a contribution
of an undivided portion of the donor’s
entire interest in property. If a tax-
payer owns 100 acres of land and makes
a contribution of 50 acres to a chari-
table organization, the charitable con-
tribution is allowed as a deduction
under section 170. A deduction is al-
lowed under section 170 for a contribu-
tion of property to a charitable organi-
zation whereby such organization is
given the right, as a tenant in common
with the donor, to possession, domin-
ion, and control of the property for a
portion of each year appropriate to its
interest in such property. However, for
purposes of this subparagraph a chari-
table contribution in perpetuity of an
interest in property not in trust where
the donor transfers some specific rights
and retains other substantial rights
will not be considered a contribution of
an undivided portion of the donor’s en-
tire interest in property to which sec-
tion 170(f)(3)(A) does not apply. Thus,
for example, a deduction is not allow-
able for the value of an immediate and
perpetual gift not in trust of an inter-
est in original historic motion picture
films to a charitable organization

where the donor retains the exclusive
right to make reproductions of such
films and to exploit such reproductions
commercially.

(ii) With respect to contributions
made on or before December 17, 1980,
for purposes of this subparagraph a
charitable contribution of an open
space easement in gross in perpetuity
shall be considered a contribution of an
undivided portion of the donor’s entire
interest in property to which section
170(f)(3)(A) does not apply. For this
purpose an easement in gross is a mere
personal interest in, or right to use,
the land of another; it is not supported
by a dominant estate but is attached
to, and vested in, the person to whom
it is granted. Thus, for example, a de-
duction is allowed under section 170 for
the value of a restrictive easement gra-
tuitously conveyed to the United
States in perpetuity whereby the donor
agrees to certain restrictions on the
use of his property, such as, restric-
tions on the type and height of build-
ings that may be erected, the removal
of trees, the erection of utility lines,
the dumping of trash, and the use of
signs. For the deductibility of a quali-
fied conservation contribution, see
§ 1.170A–14.

(2) Partial interests in property which
would be deductible in trust. A deduction
is allowed under section 170 for the
value of a charitable contribution not
in trust of a partial interest in prop-
erty which is less than the donor’s en-
tire interest in the property and which
would be deductible under section
170(f)(2) and § 1.170A–6 if such interest
had been transferred in trust.

(3) Contribution of a remainder interest
in a personal residence. A deduction is
allowed under section 170 for the value
of a charitable contribution not in
trust of an irrevocable remainder inter-
est in a personal residence which is not
the donor’s entire interest in such
property. Thus, for example, if a tax-
payer contributes not in trust to an or-
ganization described in section 170(c) a
remainder interest in a personal resi-
dence and retains an estate in such
property for life or for a term of years,
a deduction is allowed under section
170 for the value of such remainder in-
terest not transferred in trust. For pur-
poses of section 170(f)(3)(B)(i) and this
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subparagraph, the term personal resi-
dence means any property used by the
taxpayer as his personal residence even
though it is not used as his principal
residence. For example, the taxpayer’s
vacation home may be a personal resi-
dence for purposes of this subpara-
graph. The term personal residence also
includes stock owned by a taxpayer as
a tenant-stockholder in a cooperative
housing corporation (as those terms
are defined in section 216(b) (1) and (2))
if the dwelling which the taxpayer is
entitled to occupy as such stockholder
is used by him as his personal resi-
dence.

(4) Contribution of a remainder interest
in a farm. A deduction is allowed under
section 170 for the value of a charitable
contribution not in trust of an irrev-
ocable remainder interest in a farm
which is not the donor’s entire interest
in such property. Thus, for example, if
a taxpayer contributes not in trust to
an organization described in section
170(c) a remainder interest in a farm
and retains an estate in such farm for
life or for a term of years, a deduction
is allowed under section 170 for the
value of such remainder interest not
transferred in trust. For purposes of
section 170(f)(3)(B)(i) and this subpara-
graph, the term farm means any land
used by the taxpayer or his tenant for
the production of crops, fruits, or other
agricultural products or for the suste-
nance of livestock. The term livestock
includes cattle, hogs, horses, mules,
donkeys, sheep, goats, captive fur-bear-
ing animals, chickens, turkeys, pi-
geons, and other poultry. A farm in-
cludes the improvements thereon.

(5) Qualified conservation contribution.
A deduction is allowed under section
170 for the value of a qualified con-
servation contribution. For the defini-
tion of a qualified conservation con-
tribution, see § 1.170A–14.

(c) Valuation of a partial interest in
property. Except as provided in § 1.170A–
14, the amount of the deduction under
section 170 in the case of a charitable
contribution of a partial interest in
property to which paragraph (b) of this
section applies is the fair market value
of the partial interest at the time of
the contribution. See § 1.170A–1(c). The
fair market value of such partial inter-
est must be determined in accordance

with § 20.2031–7, of this chapter (Estate
Tax Regulations), except that, in the
case of a charitable contribution of a
remainder interest in real property
which is not transferred in trust, the
fair market value of such interest must
be determined in accordance with sec-
tion 170(f)(4) and § 1.170A–12. In the case
of a charitable contribution of a re-
mainder interest in the form of a re-
mainder interest in a pooled income
fund, a charitable remainder annuity
trust, or a charitable remainder
unitrust, the fair market value of the
remainder interest must be determined
as provided in paragraph (b)(2) of
§ 1.170A–6. However, in some cases a re-
duction in the amount of a charitable
contribution of the remainder interest
may be required. See section 170(e) and
paragraph (a) of § 1.170A–4.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. A, an individual owning a 10-
story office building, donates the rent-free
use of the top floor of the building for the
year 1971 to a charitable organization. Since
A’s contribution consists of a partial inter-
est to which section 170(f)(3)(A) applies, he is
not entitled to a charitable contributions de-
duction for the contribution of such partial
interest.

Example 2. In 1971, B contributes to a chari-
table organization an undivided one-half in-
terest in 100 acres of land, whereby as ten-
ants in common they share in the economic
benefits from the property. The present
value of the contributed property is $50,000.
Since B’s contribution consists of an undi-
vided portion of his entire interest in the
property to which section 170(f)(3)(B) applies,
he is allowed a deduction in 1971 for his char-
itable contribution of $50,000.

Example 3. In 1971, D loans $10,000 in cash to
a charitable organization and does not re-
quire the organization to pay any interest
for the use of the money. Since D’s contribu-
tion consists of a partial interest to which
section 170(f)(3)(A) applies, he is not entitled
to a charitable contributions deduction for
the contribution of such partial interest.

(e) Effective date. This section applies
only to contributions made after July
31, 1969. The deduction allowable under
§ 1.170A–7(b)(1)(ii) shall be available
only for contributions made on or be-
fore December 17, 1980. Except as other-
wise provided in § 1.170A–14(g)(4)(ii), the
deduction allowable under § 1.170A–
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7(b)(5) shall be available for contribu-
tions made on or after December 18,
1980.

(83 Stat. 544, 26 U.S.C. 170(f)(4); 83 Stat. 560, 26
U.S.C. 642(c)(5); 68A Stat. 917, 26 U.S.C. 7805)

[T.D. 7207, 37 FR 20782, Oct. 4, 1972; 37 FR
22982, Oct. 27, 1972; as amended by T.D. 7955,
49 FR 19975, May 11, 1984; T.D. 8069, 51 FR
1498, Jan. 14, 1986; T.D. 8540, 59 FR 30102, June
10, 1994]

§ 1.170A–8 Limitations on charitable
deductions by individuals.

(a) Percentage limitations—(1) In gen-
eral. An individual’s charitable con-
tributions deduction is subject to 20-,
30-, and 50-percent limitations unless
the individual qualifies for the unlim-
ited charitable contributions deduction
under section 170(b)(1)(C). For a discus-
sion of these limitations and examples
of their application, see paragraphs (b)
through (f) of this section. If a husband
and wife make a joint return, the de-
duction for contributions is the aggre-
gate of the contributions made by the
spouses, and the limitations in section
170(b) and this section are based on the
aggregate contribution base of the
spouses. A charitable contribution by
an individual to or for the use of an or-
ganization described in section 170(c)
may be deductible even though all, or
some portion, of the funds of the orga-
nization may be used in foreign coun-
tries for charitable or educational pur-
poses.

(2) ‘‘To’’ or ‘‘for the use of’’ defined.
For purposes of section 170, a contribu-
tion of an income interest in property,
whether or not such contributed inter-
est is transferred in trust, for which a
deduction is allowed under section
170(f)(2)(B) or (3)(A) shall be considered
as made ‘‘for the use of’’ rather than
‘‘to’’ the charitable organization. A
contribution of a remainder interest in
property, whether or not such contrib-
uted interest is transferred in trust, for
which a deduction is allowed under sec-
tion 170(f)(2)(A) or (3)(A), shall be con-
sidered as made ‘‘to’’ the charitable or-
ganization except that, if such interest
is transferred in trust and, pursuant to
the terms of the trust instrument, the
interest contributed is, upon termi-
nation of the predecessor estate, to be
held in trust for the benefit of such or-
ganization, the contribution shall be

considered as made ‘‘for the use of’’
such organization. Thus, for example,
assume that A transfers property to a
charitable remainder annuity trust de-
scribed in section 664(d)(1) which is re-
quired to pay to B for life an annuity
equal to 5 percent of the initial fair
market value of the property trans-
ferred in trust. The trust instrument
provides that after B’s death the re-
mainder interest in the trust is to be
transferred to M Church or, in the
event M Church is not an organization
described in section 170(c) when the
amount is to be irrevocably transferred
to such church, to an organization
which is described in section 170(c) at
that time. The contribution by A of the
remainder interest shall be considered
as made ‘‘to’’ M Church. However, if in
the trust instrument A had directed
that after B’s death the remainder in-
terest is to be held in trust for the ben-
efit of M Church, the contribution shall
be considered as made ‘‘for the use of’’
M Church. This subparagraph does not
apply to the contribution of a partial
interest in property, or of an undivided
portion of such partial interest, if such
partial interest is the donor’s entire in-
terest in the property and such entire
interest was not created to avoid sec-
tion 170(f)(2) or (3)(A). See paragraph
(a)(2) of § 1.170A–6 and paragraphs
(a)(2)(i) and (b)(1) of § 1.170A–7.

(b) 50-percent limitation. An individual
may deduct charitable contributions
made during a taxable year to any one
or more section 170(b)(1)(A) organiza-
tions, as defined in § 1.170A–9, to the ex-
tent that such contributions in the ag-
gregate do not exceed 50 percent of his
contribution base, as defined in section
170(b)(1)(F) and paragraph (e) of this
section, for the taxable year. However,
see paragraph (d) of this section for a
limitation on the amount of charitable
contributions of 30-percent capital gain
property. To qualify for the 50-percent
limitation the contributions must be
made ‘‘to,’’ and not merely ‘‘for the use
of,’’ one of the specified organizations.
A contribution to an organization re-
ferred to in section 170(c)(2), other than
a section 170(b)(1)(A) organization, will
not qualify for the 50-percent limita-
tion even though such organization
makes the contribution available to an
organization which is a section 170
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(b)(1)(A) organization. For provisions
relating to the carryover of contribu-
tions in excess of 50-percent of an indi-
vidual’s contribution base see section
170(d)(1) and paragraph (b) of § 1.170A–
10.

(c) 20-percent limitation. (1) An indi-
vidual may deduct charitable contribu-
tions made during a taxable year:

(i) To any one or more charitable or-
ganizations described in section 170(c)
other than section 170(b)(1)(A) organi-
zations, as defined in § 1.170A–9, and,

(ii) For the use of any charitable or-
ganization described in section 170(c),
to the extent that such contributions
in the aggregate do not exceed the less-
er of the limitations under subpara-
graph (2) of this paragraph.

(2) For purposes of subparagraph (1)
of this paragraph the limitations are:

(i) 20 percent of the individual’s con-
tribution base, as defined in paragraph
(e) of this section, for the taxable year,
or

(ii) The excess of 50 percent of the in-
dividual’s contribution base, as so de-
fined, for the taxable year over the
total amount of the charitable con-
tributions allowed under section
170(b)(1)(A) and paragraph (b) of this
section, determined by first reducing
the amount of such contributions
under section 170(e)(1) and paragraph
(a) of § 1.170A–4 but without applying
the 30-percent limitation under section
170(b)(1)(D)(i) and paragraph (d)(1) of
this section.
However, see paragraph (d) of this sec-
tion for a limitation on the amount of
charitable contributions of 30-percent
capital gain property. If an election
under section 170(b)(1)(D)(iii) and para-
graph (d)(2) of this section applies to
any contributions of 30-percent capital
gain property made during the taxable
year or carried over to the taxable
year, the amount allowed for the tax-
able year under paragraph (b) of this
section with respect to such contribu-
tions for purposes of applying subdivi-
sion (ii) of this subparagraph shall be
the reduced amount of such contribu-
tions determined by applying para-
graph (d)(2) of this section.

(d) 30-percent limitation—(1) In general.
An individual may deduct charitable
contributions of 30-percent capital gain
property, as defined in subparagraph (3)

of this paragraph, made during a tax-
able year to or for the use of any chari-
table organization described in section
170(c) to the extent that such contribu-
tions in the aggregate do not exceed 30-
percent of his contribution base, as de-
fined in paragraph (e) of this section,
subject, however, to the 50- and 20-per-
cent limitations prescribed by para-
graphs (b) and (c) of this section. For
purposes of applying the 50-percent and
20-percent limitations described in
paragraphs (b) and (c) of this section,
charitable contributions of 30-percent
capital gain property paid during the
taxable year, and limited as provided
by this subparagraph, shall be taken
into account after all other charitable
contributions paid during the taxable
year. For provisions relating to the
carryover of certain contributions of
30-percent capital gain property in ex-
cess of 30-percent of an individual’s
contribution base, see section
170(b)(1)(D)(ii) and paragraph (c) of
§ 1.170A–10.

(2) Election by an individual to have
section 170(e)(1)(B) apply to contribu-
tions—(i) In general. (A) An individual
may elect under section 170(b)(1)(D)(iii)
for any taxable year to have the reduc-
tion rule of section 170(e)(1)(B) and
paragraph (a) of § 1.170A–4 apply to all
his charitable contributions of 30-per-
cent capital gain property made during
such taxable year or carried over to
such taxable year from a taxable year
beginning after December 31, 1969. If
such election is made such contribu-
tions shall be treated as contributions
of section 170(e) capital gain property
in accordance with paragraph (b)(2)(iii)
of § 1.170A–4. The election may be made
with respect to contributions of 30-per-
cent capital gain property carried over
to the taxable year even though the in-
dividual has not made any contribution
of 30-percent capital gain property in
such year. If such an election is made,
section 170(b)(1)(D) (i) and (ii) and sub-
paragraph (1) of this paragraph shall
not apply to such contributions made
during such year. However, such con-
tributions must be reduced as required
under section 170(e)(1)(B) and para-
graph (a) of § 1.170A–4.
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(B) If there are carryovers to such
taxable year of charitable contribu-
tions of 30-percent capital gain prop-
erty made in preceding taxable years
beginning after December 31, 1969, the
amount of such contributions in each
such preceding year shall be reduced as
if section 170(e)(1)(B) had applied to
them in the preceding year and shall be
carried over to the taxable year and
succeeding taxable years under section
170(d)(1) and paragraph (b) of § 1.170A–10
as contributions of property other than
30-percent capital gain property. For
purposes of applying the immediately
preceding sentence, the percentage
limitations under section 170(b) for the
preceding taxable year and for any tax-
able years intervening between such
year and the year of the election shall
not be redetermined and the amount of
any deduction allowed for such years
under section 170 in respect of the char-
itable contributions of 30-percent cap-
ital gain property in the preceding tax-
able year shall not be redetermined.
However, the amount of the deduction
so allowed under section 170 in the pre-
ceding taxable year must be subtracted
from the reduced amount of the chari-
table contributions made in such year
in order to determine the excess
amount which is carried over from
such year under section 170(d)(1). If the
amount of the deduction so allowed in
the preceding taxable year equals or
exceeds the reduced amount of the
charitable contributions, there shall be
no carryover from such year to the
year of the election.

(C) An election under this subpara-
graph may be made for each taxable
year in which charitable contributions
of 30-percent capital gain property are
made or to which they are carried over
under section 170(b)(1)(D)(ii). If there
are also carryovers under section
170(d)(1) to the year of the election by
reason of an election made under this
subparagraph for a previous taxable
year, such carryovers under section
170(d)(1) shall not be redetermined by
reason of the subsequent election.

(ii) Husband and wife making joint re-
turn. If a husband and wife make a
joint return of income for a contribu-
tion year and one of the spouses elects
under this subparagraph in a later year
when he files a separate return, or if a

spouse dies after a contribution year
for which a joint return is made, any
excess contribution of 30-percent cap-
ital gain property which is carried over
to the election year from the contribu-
tion year shall be allocated between
the husband and wife as provided in
paragraph (d)(4) (i) and (iii) of § 1.170A–
10. If a husband and wife file separate
returns in a contribution year, any
election under this subparagraph in a
later year when a joint return is filed
shall be applicable to any excess con-
tributions of 30-percent capital gain
property of either taxpayer carried
over from the contribution year to the
election year. The immediately pre-
ceding sentence shall also apply where
two single individuals are subsequently
married and file a joint return. A re-
married individual who filed a joint re-
turn with his former spouse for a con-
tribution year and thereafter files a
joint return with his present spouse
shall treat the carryover to the elec-
tion year as provided in paragraph
(d)(4)(ii) of § 1.170A–10.

(iii) Manner of making election. The
election under subdivision (i) of this
subparagraph shall be made by attach-
ing to the income tax return for the
election year a statement indicating
that the election under section
170(b)(1)(D)(iii) and this subparagraph
is being made. If there is a carryover to
the taxable year of any charitable con-
tributions of 30-percent capital gain
property from a previous taxable year
or years, the statement shall show a
recomputation, in accordance with this
subparagraph and § 1.170A–4, of such
carryover, setting forth sufficient in-
formation with respect to the previous
taxable year or any intervening year to
show the basis of the recomputation.
The statement shall indicate the dis-
trict director, or the director of the in-
ternal revenue service center, with
whom the return for the previous tax-
able year or years was filed, the name
or names in which such return or re-
turns were filed, and whether each such
return was a joint or separate return.

(3) 30-percent capital gain property de-
fined. If there is a charitable contribu-
tion of a capital asset which, if it were
sold by the donor at its fair market
value at the time of its contribution,
would result in the recognition of gain
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all, or any portion, of which would be
long-term capital gain and if the
amount of such contribution is not re-
quired to be reduced under section
170(e)(1)(B) and § 1.170A–4(a)(2), such
capital asset shall be treated as ‘‘30-
percent capital gain property’’ for pur-
poses of section 170 and the regulations
thereunder. For such purposes any
property which is property used in the
trade or business, as defined in section
1231(b), shall be treated as a capital
asset. However, see paragraph (b)(4) of
§ 1.170A–4. For the treatment of such
property as section 170(e) capital gain
property, see paragraph (b)(2)(iii) of
§ 1.170A–4.

(e) Contribution base defined. For pur-
poses of section 170 the term contribu-
tion base means adjusted gross income
under section 62, computed without re-
gard to any net operating loss
carryback to the taxable year under
section 172. See section 170(b)(1)(F).

(f) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. B, an individual, reports his in-
come on the calendar-year basis and for 1970
has a contribution base of $100,000. During
1970 he makes charitable contributions of
$70,000 in cash, of which $40,000 is given to
section 170(b)(1)(A) organizations and $30,000
is given to other organizations described in
section 170(c). Accordingly, B is allowed a
charitable contributions deduction of $50,000
(50% of $100,000), which consists of the $40,000
contributed to section 170(b)(1)(A) organiza-
tions and $10,000 of the $30,000 contributed to
the other organizations. Under paragraph (c)
of this section, only $10,000 of the $30,000 con-
tributed to the other organizations is al-
lowed as a deduction since such contribution
of $30,000 is allowed to the extent of the less-
er of $20,000 (20% of $100,000) or $10,000 ([50%
of $100,000]¥$40,000 (contributions allowed
under section 170(b)(1)(A) and paragraph (b)
of this section)). Under section 170
(b)(1)(D)(ii) and (d)(1) and § 1.170A–10, B is not
allowed a carryover to 1971 or to any other
taxable year for any of the $20,000
($30,000¥$10,000) not deductible under section
170(b)(1)(B) and paragraph (c) of this section.

Example 2. C, an individual, reports his in-
come on the calendar-year basis and for 1970
has a contribution base of $100,000. During
1970 he makes charitable contributions of
$40,000 in 30-percent capital gain property to
section 170(b)(1)(A) organizations and of
$30,000 in cash to other organizations de-
scribed in section 170(c). The 20-percent limi-
tation in section 170(b)(1)(B) and paragraph
(c) of this section is applied before the 30-

percent limitation in section 170(b)(1)(D)(i)
and paragraph (d) of this section; accord-
ingly section 170(b)(1)(B)(ii) limits the deduc-
tion for the $30,000 cash contribution to
$10,000 ([50% of $100,000]¥ $40,000). The
amount of the contribution of 30-percent
capital gain property is limited by section
170(b)(1)(D)(i) and paragraph (d) of this sec-
tion to $30,000 (30% of $100,000). Accordingly,
C’s charitable contributions deduction for
1970 is limited to $40,000 ($10,000+$30,000).
Under section 170 (b)(1)(D)(ii) and paragraph
(c) of § 1.170A–10, C is allowed a carryover to
1971 of $10,000 ($40,000¥$30,000) in respect of
his contributions of 30-percent capital gain
property. C is not allowed a carryover to 1971
or to any other taxable year for any of the
$20,000 cash ($30,000¥$10,000) not deductible
under section 170(b)(1)(B) and paragraph (c)
of this section.

Example 3. (a) D, an individual, reports his
income on the calendar-year basis and for
1970 has a contribution base of $100,000. Dur-
ing 1970 he makes charitable contributions of
$70,000 in cash, of which $40,000 is given to
section 170(b)(1)(A) organizations and $30,000
is given to other organizations described in
section 170(c). During 1971 D makes chari-
table contributions to a section 170(b)(1)(A)
organization of $12,000, consisting of cash of
$1,000 and $11,000 in 30-percent capital gain
property. His contribution base for 1971 is
$10,000.

(b) For 1970, D is allowed a charitable con-
tributions deduction of $50,000 (50% of
$100,000), which consists of the $40,000 con-
tributed to section 170(b)(1)(A) organizations
and $10,000 of the $30,000 contributed to the
other organizations. Under paragraph (c) of
this section, only $10,000 of the $30,000 con-
tributed to the other organizations is al-
lowed as a deduction since such contribution
of $30,000 is allowed to the extent of the less-
er of $20,000 (20% of $100,000) or $10,000 ([50%
of $100,000]¥$40,000 (contributions allowed
under section 170(b)(1)(A) and paragraph (b)
of this section)). D is not allowed a carryover
to 1971 or to any other taxable year for any
of the $20,000 ($30,000¥$10,000) not deductible
under section 170(b)(1)(B) and paragraph (c)
of this section.

(c) For 1971, D is allowed a charitable con-
tributions deduction of $4,000, consisting of
$1,000 cash and $3,000 of the 30-percent capital
gain property (30% of $10,000). Under section
170(b)(1)(D)(ii) and paragraph (c) of § 1.170A–
10, D is allowed a carryover to 1972 of $8,000
($11,000¥$3,000) in respect of his contribution
of 30-percent capital gain property in 1971.

Example 4. (a) E, an individual, reports his
income on the calendar-year basis and for
1970 has a contribution base of $100,000. Dur-
ing 1970 he makes charitable contributions of
$70,000 in cash, of which $40,000 is given to
section 170(b)(1)(A) organizations and $30,000
is given to other organizations described in
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section 170(c). During 1971 E makes chari-
table contributions to a section 170(b)(1)(A)
organization of $14,000 consisting of cash of
$3,000 and $11,000 in 30-percent capital gain
property. His contribution base for 1971 is
$10,000.

(b) For 1970, E is allowed a charitable con-
tributions deduction of $50,000 (50% of
$100,000), which consists of the $40,000 con-
tributed to section 170(b)(1)(A) organizations
and $10,000 of the $30,000 contributed to the
other organizations. Under paragraph (c) of
this section, only $10,000 of the $30,000 con-
tributed to the other organizations is al-
lowed as a deduction since such contribution
of $30,000 is allowed to the extent of the less-
er of $20,000 (20% of $100,000) or ($10,000 ([50%
of $100,000]¥$40,000 (contributions allowed
under section 170(b)(1)(A) and paragraph (b)
of this section)). E is not allowed a carryover
to 1971 or to any other taxable year for any
of the $20,000 ($30,000¥$10,000) not deductible
under section 170(b)(1)(B) and paragraph (c)
of this section.

(c) For 1971, E is allowed a charitable con-
tributions deduction of $5,000 (50% of $10,000),
consisting of $3,000 cash and $2,000 of the
$3,000 (30% of $10,000) 30-percent capital gain
property which is taken into account. This
result is reached because, as provided in sec-
tion 170(b)(1)(D)(i) and paragraph (d)(1) of
this section, cash contributions are taken
into account before charitable contributions
of 30-percent capital gain property. Under
section 170(b)(1)(D)(ii) and (d)(1) and para-
graphs (b) and (c) of § 1.170A–10, E is allowed
a carryover of $9,000 ([$11,000¥$3,000] plus
[$6,000 ¥$5,000]) to 1972 in respect of his con-
tribution of 30-percent capital gain property
in 1971.

Example 5. In 1970, C, a calendar-year indi-
vidual taxpayer, contributes to section
170(b)(1)(A) organizations the amount of
$8,000, consisting of $3,000 in cash and $5,000
in 30-percent capital gain property. In 1970, C
also makes charitable contributions of $8,500
in 30 percent capital gain property to other
organizations described in section 170(c). C’s
contribution base for 1970 is $20,000. The 20-
percent limitation in section 170(b)(1)(B) and
paragraph (c) of this section is applied before
the 30-percent limitation in section
170(b)(1)(D)(i) and paragraph (d) of this sec-
tion; accordingly, section 170(b)(1)(B)(ii) lim-
its the deduction for the $8,500 of contribu-
tions to the other organizations described in
section 170(c) to $2,000 ([50% of
$20,000]¥[$3,000+$5,000]). However, the total
amount of contributions of 30-percent capital
gain property which is allowed as a deduc-
tion for 1970 is limited by section
170(b)(1)(D)(i) and paragraph (d) of this sec-
tion to $6,000 (30% of $20,000), consisting of
the $5,000 contribution to the section
170(b)(1)(A) organizations and $1,000 of the
contributions to the other organizations de-
scribed in section 170(c). Accordingly C is al-

lowed a charitable contributions deduction
for 1970 of $9,000, which consists of $3,000 cash
and $6,000 of the $13,500 of 30-percent capital
gain property. C is not allowed to carryover
to 1971 or any other year the remaining $7,500
because his contributions of 30-percent cap-
ital gain property for 1970 to section
170(b)(1)(A) organizations amount only to
$5,000 and do not exceed $6,000 (30% of
$20,000). Thus, the requirement of section
170(b)(1)(D)(ii) is not satisfied.

Example 6. During 1971, D, a calendar-year
individual taxpayer, makes a charitable con-
tribution to a church of $8,000, consisting of
$5,000 in cash and $3,000 in 30-percent capital
gain property. For such year, D’s contribu-
tion base is $10,000. Accordingly, D is allowed
a charitable contributions deduction for 1971
of $5,000 (50% of $10,000) of cash. Under sec-
tion 170(d)(1) and paragraph (b) of § 1.170A–10,
D is allowed a carryover to 1972 of his $3,000
contribution of 30-percent capital gain prop-
erty, even though such amount does not ex-
ceed 30 percent of his contribution base for
1971.

Example 7. In 1970, E, a calendar-year indi-
vidual taxpayer, makes a charitable con-
tribution to a section 170(b)(1)(A) organiza-
tion in the amount of $10,000, consisting of
$8,000 in 30-percent capital gain property and
of $2,000 (after reduction under section 170(e))
in other property. E’s contribution base of
1970 is $20,000. Accordingly, E is allowed a
charitable contributions deduction for 1970 of
$8,000, consisting of the $2,000 of property the
amount of which was reduced under section
170(e) and $6,000 (30% of $20,000) of the 30-per-
cent capital gain property. Under section
170(b)(1)(D)(ii) and paragraph (c) of § 1.170A–
10, E is allowed to carryover to 1971 $2,000
($8,000¥$6,000) of his contribution of 30-per-
cent capital gain property.

Example 8. (a) In 1972, F, calendar-year in-
dividual taxpayer, makes a charitable con-
tribution to a church of $4,000, consisting of
$1,000 in cash and $3,000 in 30-percent capital
gain property. In addition, F makes a chari-
table contribution in 1972 of $2,000 in cash to
an organization described in section 170(c)(4).
F also has a carryover from 1971 under sec-
tion 170(d)(1) of $5,000 (none of which consists
of contributions of 30-percent capital gain
property) and a carryover from 1971 under
section 170(b)(1)(D)(ii) of $6,000 of contribu-
tions of 30-percent capital gain property. F’s
contribution base for 1972 is $11,000.

Accordingly, F is allowed a charitable con-
tributions deduction for 1972 of $5,500 (50% of
$11,000), which consists of $1,000 cash contrib-
uted in 1972 to the church, $3,000 of 30-per-
cent capital gain property contributed in
1972 to the church, and $1,500 (carryover of
$5,000 but not to exceed [$5,500¥($1,000
+$3,000)]) of the carryover from 1971 under
section 170(d)(1).

(b) No deduction is allowed for 1972 for the
contribution in that year of $2,000 cash to
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the section 170(c)(4) organization since sec-
tion 170(b)(1)(B)(ii) and paragraph (c) of this
section limit the deduction for such con-
tribution to $0([50% of $11,000]¥[$1,000
+$1,500+$3,000]). Moreover, F is not allowed a
carryover to 1973 or to any other year for
any of such $2,000 cash contributed to the
section 170(c)(4) organization.

(c) Under section 170(d)(1) and paragraph
(b) of § 1.170A–10, F is allowed a carryover to
1973 from 1971 of $3,500 ($5,000¥$1,500) of con-
tributions of other than 30-percent capital
gain property. Under section 170(b)(1)(D)(ii)
and paragraph (c) of § 1.170A–10, F is allowed
a carryover to 1973 from 1971 of $6,000
($6,000¥$0 of such carryover treated as paid
in 1972) of contributions of 30-percent capital
gain property. The portion of such $6,000 car-
ryover from 1971 which is treated as paid in
1972 is $0 ([50% of $11,000]¥[$4,000 contribu-
tions to the church in 1972 plus $1,500 of sec-
tion 170(d)(1) carryover treated as paid in
1972]).

Example 9. (a) In 1970, A, a calendar-year
individual taxpayer, makes a charitable con-
tribution to a church of 30-percent capital
gain property having a fair market value of
$60,000 and an adjusted basis of $10,000. A’s
contribution base for 1970 is $50,000, and he
makes no other charitable contributions in
that year. A does not elect for 1970 under
paragraph (d)(2) of this section to have sec-
tion 170(e)(1)(B) apply to such contribution.
Accordingly, under section 170(b)(1)(D)(i) and
paragraph (d) of this section, A is allowed a
charitable contributions deduction for 1970 of
$15,000 (30% of $50,000). Under section
170(b)(1)(D)(ii) and paragraph (c) of § 1.170A–
10, A is allowed a carryover to 1971 of $45,000
($60,000¥$15,000) for his contribution of 30-
percent capital gain property.

(b) In 1971, A makes a charitable contribu-
tion to a church of 30-percent capital gain
property having a fair market value of
$11,000 and an adjusted basis of $10,000. A’s
contribution base for 1971 is $60,000, and he
makes no other charitable contributions in
that year. A elects for 1971 under paragraph
(d)(2) of this section to have section
170(e)(1)(B) and § 1.170A–4 apply to his con-
tribution of $11,000 in that year and to his
carryover of $45,000 from 1970. Accordingly,
he is required to recompute his carryover
from 1970 as if section 170(e)(1)(B) had applied
to his contribution of 30-percent capital gain
property in that year.

(c) If section 170(e)(1)(B) had applied in 1970
to his contribution of 30-percent capital gain
property, A’s contribution would have been
reduced from $60,000 to $35,000, the reduction
of $25,000 being 50 percent of the gain of
$50,000 ($60,000¥$10,000) which would have
been recognized as long-term capital gain if
the property had been sold by A at its fair
market value at the time of the contribution
in 1970. Accordingly, by taking the election
under paragraph (d)(2) of this section into ac-

count, A has a recomputed carryover to 1971
of $20,000 ($35,000¥ $15,000) of his contribu-
tion of 30-percent capital gain property in
1970. However, A’s charitable contributions
deduction of $15,000 allowed for 1970 is not re-
computed by reason of the election.

(d) Pursuant to the election for 1971, the
contribution of 30-percent capital gain prop-
erty for 1971 is reduced from $11,000 to $10,500,
the reduction of $500 being 50 percent of the
gain of $1,000 ($11,000¥$10,000) which would
have been recognized as long-term capital
gain if the property had been sold by A at its
fair market value at the time of its contribu-
tion in 1971.

(e) Accordingly, A is allowed a charitable
contributions deduction for 1971 of $30,000
(total contributions of $30,500 [$20,000+
$10,500] but not to exceed 50% of $60,000).

(f) Under section 170(d)(1) and paragraph (b)
of § 1.170A–10, A is allowed a carryover of $500
($30,500¥$30,000) to 1972 and the 3 succeeding
taxable years. The $500 carryover, which by
reason of the election is no longer treated as
a contribution of 30-percent capital gain
property, is treated as carried over under
paragraph (b) of § 1.170A–10 from 1970 since in
1971 current year contributions are deducted
before contributions which are carried over
from preceding taxable years.

Example 10. The facts are the same as in
Example (9) except that A also makes a chari-
table contribution in 1971 of $2,000 cash to a
private foundation not described in section
170(b)(1)(E) and that A’s contribution base
for that year is $62,000, instead of $60,000. Ac-
cordingly, A is allowed a charitable con-
tributions deduction for 1971 of $31,000, deter-
mined in the following manner Under section
170(b)(1)(A) and paragraph (b) of this section,
A is allowed a charitable contributions de-
duction for 1971 of $30,500, consisting of
$10,500 of property contributed to the church
in 1971 and of $20,000 (carryover of $20,000 but
not to exceed [($62,000×50%)¥$10,500]) of con-
tributions of property carried over to 1971
under section 170(d)(1) and paragraph (b) of
§ 1.170A–10. Under section 170(b)(1)(B) and
paragraph (c) of this section, A is allowed a
charitable contributions deduction for 1971 of
$500 ([50% of $62,000]¥[$10,500+ $20,000]) of
cash contributed to the private foundation in
that year. A is not allowed a carryover to
1972 or to any other taxable year for any of
the $1,500 ($2,000¥$500) cash not deductible in
1971 under section 170(b)(1)(B) and paragraph
(c) of this section.

Example 11. The facts are the same as in
Example (9) except that A’s contribution base
for 1970 is $120,000. Thus, before making the
election under paragraph (d)(2) of this sec-
tion for 1971, A is allowed a charitable con-
tributions deduction for 1970 of $36,000 (30%
of $120,000) and is allowed a carryover to 1971
of $24,000 ($60,000¥$36,000). By making the
election for 1971, A is required to recompute
the carryover from 1970, which is reduced
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from $24,000 to zero, since the charitable con-
tributions deduction of $36,000 allowed for
1970 exceeds the reduced $35,000 contribution
for 1970 which iay be taken into account by
reason of the election for 1971. Accordingly,
A is allowed a deduction for 1971 of $10,500
and is allowed no carryover to 1972, since the
reduced contribution for 1971 ($10,500) does
not exceed the limitation of $30,000 (50% of
$60,000) for 1971 which applies under section
170(d)(1) and paragraph (b) of § 1.170A–10. A’s
charitable contributions deduction of $36,000
allowed for 1970 is not recomputed by reason
of the election. Thus, it is not to A’s advan-
tage to make the election under paragraph
(d)(2) of this section.

Example 12. (a) B, an individual, reports his
income on the calendar-year basis and for
1970 has a contribution base of $100,000. Dur-
ing 1970 he makes charitable contributions of
$70,000, consisting of $50,000 in 30-percent
capital gain property contributed to a
church and $20,000 in cash contributed to a
private foundation not described in section
170(b)(1)(E). For 1971, B’s contribution base is
$40,000, and in that year he makes a chari-
table contribution of $5,000 in cash to such
private foundation. During the years in-
volved B makes no other charitable con-
tributions.

(b) The amount of the contribution of 30-
percent capital gain property which may be
taken into account for 1970 is limited by sec-
tion 170(b)(1)(D)(i) and paragraph (d) of this
section to $30,000 (30% of $100,000). Accord-
ingly, under section 170(b)(1)(A) and para-
graph (b) of this section B is allowed a deduc-
tion for 1970 of $30,000 of 30-percent capital
gain property (contribution of $30,000 but not
to exceed $50,000 [50% of $100,000]). No deduc-
tion is allowed for 1970 for the contribution
in that year of $20,000 of cash to the private
foundation since section 170(b)(1)(B)(ii) and
paragraph (c) of this section limit the deduc-
tion for such contribution to $0 ([50% of
$100,000]¥ $50,000, the amount of the con-
tribution of 30-percent capital gain prop-
erty).

(c) Under section 170(b)(1)(D)(ii) and para-
graph (c) of § 1.170A–10, B is allowed a carry-
over to 1971 of $20,000 ($50,000¥[30% of
$100,000]) of his contribution in 1970 of 30-per-
cent capital gain property. B is not allowed
a carryover to 1971 or to any other taxable
year for any of the $20,000 cash contribution
in 1970 which is not deductible under section
170(b)(1)(B) and paragraph (c) of this section.

(d) The amount of the contribution of 30-
percent capital gain property which may be
taken into account for 1971 is limited by sec-
tion 170(b)(1)(D)(i) and paragraph (d) of this
section to $12,000 (30% of $40,000).

Accordingly, under section 170(b)(1)(A) and
paragraph (b) of this section B is allowed a
deduction for 1971 of $12,000 of 30-percent cap-
ital gain property (contribution of $12,000 but
not to exceed $20,000 [50% of $40,000]). No de-

duction is allowed for 1971 for the contribu-
tion in that year of $5,000 of cash to the pri-
vate foundation, since section 170(b)(1)(B)(ii)
and paragraph (c) of this section limit the
deduction for such contribution to $0 ([50%
of $40,000] ¥$20,000 carryover of 30-percent
capital gain property from 1970).

(e) Under section 170(b)(1)(D)(ii) and para-
graph (c) of § 1.170A–10, B is allowed a carry-
over to 1972 of $8,000 ($20,000¥[30% of $40,000])
of his contribution in 1970 of 30-percent cap-
ital gain property. B is not allowed a carry-
over to 1972 or to any other taxable year for
any of the $5,000 cash contribution for 1971
which is not deductible under section
170(b)(1)(B) and paragraph (c) of this section.

Example 13. D, an individual, reports his in-
come on the calendar-year basis and for 1970
has a contribution base of $100,000. On March
1, 1970, he contributes to a church intangible
property to which section 1245 applies which
has a fair market value of $60,000 and an ad-
justed basis of $10,000. At the time of the
contribution D has used the property in his
business for more than 6 months. If the prop-
erty had been sold by D at its fair market
value at the time of its contribution, it is as-
sumed that under section 1245 $20,000 of the
gain of $50,000 would have been treated as or-
dinary income and $30,000 would have been
long-term capital gain. Since the property
contributed is ordinary income property
within the meaning of paragraph (b)(1) of
§ 1.170A–4, D’s contribution of $60,000 is re-
duced under paragraph (a)(1) of such section
to $40,000 ($60,000¥$20,000 ordinary income).
However, since the property contributed is
also 30-percent capital gain property within
the meaning of paragraph (d)(3) of this sec-
tion, D’s deduction for 1970 is limited by sec-
tion 170(b)(1)(D)(i) and paragraph (d) of this
section to $30,000 (30% of $100,000). Under sec-
tion 170(b)(1)(D)(ii) and paragraph (c) of
§ 1.170A–10, D is allowed to carry over to 1971
$10,000 ($40,000¥$30,000) of his contribution of
30-percent capital gain property.

Example 14. C, an individual, reports his in-
come on the calendar-year basis and for 1970
has a contribution base of $50,000. During
1970 he makes charitable contributions to a
church of $57,000, consisting of $2,000 cash
and of 30-percent capital gain property with
a fair market value of $55,000 and an adjusted
basis of $15,000. In addition, C contributes
$3,000 cash in 1970 to a private foundation not
described in section 170(b)(1)(E). For 1970, C
elects under paragraph (d)(2) of this section
to have section 170(e)(1)(B) and § 1.170A–4(a)
apply to his contribution of property to the
church. Accordingly, for 1970 C’s contribu-
tion of property to the church is reduced
from $55,000 to $35,000, the reduction of
$20,000 being 50 percent of the gain of $40,000
($55,000 ¥$15,000) which would have been rec-
ognized as long-term capital gain if the prop-
erty had been sold by C at its fair market
value at the time of its contribution to the
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church. Under section 170(b)(1)(A) and para-
graph (b) of this section, C is allowed a chari-
table contributions deduction for 1970 of
$25,000 ([$2,000+$35,000] but not to exceed
[$50,000×50%]). Under section 170(d)(1) and
paragraph (b) of § 1.170A–10, C is allowed a
carryover from 1970 to 1971 of $12,000
($37,000¥$25,000). No deduction is allowed for
1970 for the contribution in that year of
$3,000 cash to the private foundation since
section 170(b)(1)(B) and paragraph (c) of this
section limit the deduction for such con-
tribution to the smaller of $10,000
($50,000×20%) or $0 ([$50,000×50%]¥$25,000). C
is not allowed a carryover from 1970 for any
of the $3,000 cash contribution in that year
which is not deductible under section
170(b)(1)(B) and paragraph (c) of this section.

Example 15. (a) D, an individual, reports his
income on the calendar-year basis and for
1970 has a contribution base of $100,000. Dur-
ing 1970 he makes a charitable contribution
to a church of 30-percent capital gain prop-
erty with a fair market value of $40,000 and
an adjusted basis of $21,000. In addition, he
contributes $23,000 cash in 1970 to a private
foundation not described in section
170(b)(1)(E). For 1970, D elects under para-
graph (d)(2) of this section to have section
170(e)(1)(B) and § 1.170A–4(a) apply to his con-
tribution of property to the church. Accord-
ingly, for 1970 D’s contribution of property to
the church is reduced from $40,000 to $30,500,
the reduction of $9,500 being 50 percent of the
gain of $19,000 ($40,000¥$21,000) which would
have been recognized as long-term capital
gain if the property had been sold by D at its
fair market value at the time of its contribu-
tion to the church. Under section 170(b)(1)(A)
and paragraph (b) of this section, D is al-
lowed a charitable contributions deduction
for 1970 of $30,500 for the property contrib-
uted to the church. In addition, under sec-
tion 170(b)(1)(B) and paragraph (c) of this sec-
tion D is allowed a deduction of $19,500 for
the cash contributed to the private founda-
tion, since such contribution of $23,000 is al-
lowed to the extent of the lesser of $20,000
(20% of $100,000) or $19,500
([$100,000×50%]¥$30,500). D is not allowed a
carryover to 1971 or to any other taxable
year for any of the $3,500 ($23,000¥$19,500) of
cash not deductible under section 170(b)(1)(B)
and paragraph (c) of this section.

(b) If D had not made the election under
paragraph (d)(2) of this section for 1970, his
deduction for 1970 under section 170(a) for the
$40,000 contribution of property to the
church would have been limited by section
170(b)(1)(D)(i) and paragraph (d) of this sec-
tion to $30,000 (30% of $100,000), and under
section 170(b)(1)(D)(ii) and paragraph (c) of
§ 1.170A–10 he would have been allowed a car-
ryover to 1971 of $10,000 ($40,000¥$30,000) for
his contribution of such property. In addi-
tion, he would have been allowed under sec-
tion 170(b)(1)(B)(ii) and paragraph (c) of this

section for 1970 a charitable contributions
deduction of $10,000 ([$100,000×50%]¥$40,000)
for the cash contributed to the private foun-
dation. In such case, D would not have been
allowed a carryover to 1971 or to any other
taxable year for any of the $13,000
($23,000¥$10,000) of cash not deductible under
section 170(b)(1)(B) and paragraph (c) of this
section.

(g) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969.

[T.D. 7207, 37 FR 20783, Oct. 4, 1972; 37 FR
22982, Oct. 27, 1972]

§ 1.170A–9 Definition of section
170(b)(1)(A) organization.

The term section 170(b)(1)(A) organiza-
tion as used in the regulations under
section 170 means any organization de-
scribed in paragraphs (a) through (i) of
this section, effective with respect to
taxable years beginning after Decem-
ber 31, 1969, except as otherwise pro-
vided. Section 1.170–2(b) shall continue
to be applicable with respect to taxable
years beginning prior to January 1,
1970. The term one or more organizations
described in section 170(b)(1)(A) (other
than in clauses (vii) and (viii)) as used in
sections 507 and 509 of the Code and the
regulations thereunder means one or
more organizations described in para-
graphs (a) through (e) of this section,
except as modified by the regulations
under part II of subchapter F of chap-
ter I or under chapter 42.

(a) Church or a convention or associa-
tion of churches. An organization is de-
scribed in section 170(b)(1)(A)(i) if it is
a church or a convention or association
of churches.

(b) Educational organization and orga-
nizations for the benefit of certain State
and municipal colleges and universities—
(1) Educational organization. An edu-
cational organization is described in
section 170(b)(1)(A)(ii) if its primary
function is the presentation of formal
instruction and it normally maintains
a regular faculty and curriculum and
normally has a regularly enrolled body
of pupils or students in attendance at
the place where its educational activi-
ties are regularly carried on. The term
includes institutions such as primary,
secondary, preparatory, or high
schools, and colleges and universities.
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It includes Federal, State, and other
public-supported schools which other-
wise come within the definition. It does
not include organizations engaged in
both educational and noneducational
activities unless the latter are merely
incidental to the educational activi-
ties. A recognized university which in-
cidentally operates a museum or spon-
sors concerts is an educational organi-
zation within the meaning of section
170(b)(1)(A)(ii). However, the operation
of a school by a museum does not nec-
essarily qualify the museum as an edu-
cational organization within the mean-
ing of this subparagraph.

(2) Organizations for the benefit of cer-
tain State and municipal colleges and uni-
versities. (i) An organization is de-
scribed in section 170(b)(1)(A)(iv) if it
meets the support requirements of sub-
division (ii) of this subparagraph and is
organized and operated exclusively to
receive, hold, invest, and administer
property and to make expenditures to
or for the benefit of a college or univer-
sity which is an organization described
in subdivision (iii) of this subpara-
graph. The phrase ‘‘expenditures to or
for the benefit of a college or univer-
sity’’ includes expenditures made for
any one or more of the normal func-
tions of colleges and universities such
as the acquisition and maintenance of
real property comprising part of the
campus area; the erection of, or par-
ticipation in the erection of, college or
university buildings; the acquisition
and maintenance of equipment and fur-
nishings used for, or in conjunction
with, normal functions of colleges and
universities; or expenditures for schol-
arships, libraries and student loans.

(ii) To qualify under section
170(b)(1)(A)(iv), the organization receiv-
ing the contribution must normally re-
ceive a substantial part of its support
from the United States or any State or
political subdivision thereof or from di-
rect or indirect contributions from the
general public, or from a combination
of two or more of such sources. For
such purposes, the term ‘‘support’’ does
not include income received in the ex-
ercise or performance by the organiza-
tion of its charitable, educational, or
other purpose or function constituting
the basis for its exemption under sec-
tion 501(a). An example of an indirect

contribution from the public is the re-
ceipt by the organization of its share of
the proceeds of an annual collection
campaign of a community chest, com-
munity fund, or united fund. In deter-
mining the amount of support received
by such organization with respect to a
contribution of property which is sub-
ject to reduction under section 170(e),
the fair market value of the property
shall be taken into account.

(iii) The college or university (in-
cluding a land grant college or univer-
sity) to be benefited must be an edu-
cational organization referred to in
section 170(b)(1)(A)(ii) and subpara-
graph (1) of this paragraph which is an
agency or instrumentality of a State or
political subdivision thereof, or which
is owned or operated by a State or po-
litical subdivision thereof or by an
agency or instrumentality of one or
more States or political subdivisions.

(c) Hospitals and medical research orga-
nizations—(1) Hospitals. An organization
(other than one described in subpara-
graph (2) of this paragraph) is described
in section 170(b)(1)(a)(iii) if:

(i) It is a hospital, and
(ii) Its principal purpose or function

is the providing of medical or hospital
care or medical education or medical
research.
The term hospital includes (A) Federal
hospitals and (B) State, county, and
municipal hospitals which are instru-
mentalities of governmental units re-
ferred to in section 170(c)(1) and other-
wise come within the definition. A re-
habilitation institution, outpatient
clinic, or community mental health or
drug treatment center may qualify as a
‘‘hospital’’ within the meaning of sub-
division (i) of this subparagraph if its
principal purpose or function is the
providing of hospital or medical care.
For purposes of this subdivision, the
term ‘‘medical care’’ shall include the
treatment of any physical or mental
disability or condition, whether on an
inpatient or outpatient basis, provided
the cost of such treatment is deduct-
ible under section 213 by the person
treated. An organization, all the ac-
commodations of which qualify as
being part of a ‘‘skilled nursing facil-
ity’’ within the meaning of 42 U.S.C.
1395x(j), may qualify as a ‘‘hospital’’
within the meaning of subdivision (i) of

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00075 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



80

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–9

this subparagraph if its principal pur-
pose or function is the providing of
hospital or medical care. For taxable
years ending after June 28, 1968, the
term ‘‘hospital’’ also includes coopera-
tive hospital service organizations
which meet the requirements of section
501(e) and § 1.501(e)–1. The term ‘‘hos-
pital’’ does not, however, include con-
valescent homes or homes for children
or the aged, nor does the term include
institutions whose principal purpose or
function is to train handicapped indi-
viduals to pursue some vocation. An
organization whose principal purpose
or function is the providing of medical
education or medical research will not
be considered a ‘‘hospital’’ within the
meaning of subdivision (i) of this sub-
paragraph, unless it is also actively en-
gaged in providing medical or hospital
care to patients on its premises or in
its facilities, on an inpatient or out-
patient basis, as an integral part of its
medical education or medical research
functions. See, however, subparagraph
(2) of this paragraph with respect to
certain medical research organizations.

(2) Certain medical research organiza-
tions—(i) Introduction. A medical re-
search organization is described in sec-
tion 170(b)(1)(A)(iii) if the principal
purpose or functions of such organiza-
tion are medical research and if it is
directly engaged in the continuous ac-
tive conduct of medical research in
conjunction with a hospital. In addi-
tion, for purposes of the 50 percent lim-
itation of section 170(b)(1)(A) with re-
spect to a contribution, during the cal-
endar year in which the contribution is
made such organization must be com-
mitted to spend such contribution for
such research before January 1 of the
fifth calendar year which begins after
the date such contribution is made. An
organization need not receive contribu-
tions deductible under section 170 to
qualify as a medical research organiza-
tion and such organization need not be
committed to spend amounts to which
the limitation of section 170(b)(1)(A)
does not apply within the 5-year period
referred to in this subdivision. How-
ever, the requirement of continuous ac-
tive conduct of medical research indi-
cates that the type of organization
contemplated in this subparagraph is
one which is primarily engaged di-

rectly in the continuous active conduct
of medical research, as compared to an
inactive medical research organization
or an organization primarily engaged
in funding the programs of other med-
ical research organizations. As in the
case of a hospital, since an organiza-
tion is ordinarily not described in sec-
tion 170(b)(1)(A)(iii) as a hospital unless
it functions primarily as a hospital,
similarly a medical research organiza-
tion is not so described unless it is pri-
marily engaged directly in the contin-
uous active conduct of medical re-
search in conjunction with a hospital.
Accordingly, the rules of this subpara-
graph shall only apply with respect to
such medical research organizations.

(ii) General rule. An organization
(other than a hospital described in sub-
paragraph (1) of this paragraph) is de-
scribed in section 170(b)(1)(A)(iii) only
if within the meaning of this subpara-
graph:

(A) The principal purpose or func-
tions of such organization are to en-
gage primarily in the conduct of med-
ical research, and

(B) It is primarily engaged directly
in the continuous active conduct of
medical research in conjunction with a
hospital which is (1) described in sec-
tion 501(c)(3), (2) a federal hospital, or
(3) an instrumentality of a govern-
mental unit referred to in section
170(c)(1).
However, in order for a contribution to
such organization to qualify for pur-
poses of the 50 percent limitation of
section 170(b)(1)(A), during the calendar
year in which such contribution is
made or treated as made, such organi-
zation must be committed (within the
meaning of subdivision (viii) of this
subparagraph) to spend such contribu-
tion for such active conduct of medical
research before January 1 of the fifth
calendar year beginning after the date
such contribution is made. For the
meaning of the term ‘‘medical re-
search’’ see subdivision (iii) of this sub-
paragraph. For the meaning of the
term ‘‘principal purpose or functions’’
see subdivision (iv) of this subpara-
graph. For the meaning of the term
‘‘primarily engaged directly in the con-
tinuous active conduct of medical re-
search’’ see subdivision (v) of this sub-
paragraph. For the meaning of the
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term ‘‘medical research in conjunction
with a hospital’’ see subdivision (vii) of
this subparagraph.

(iii) Definition of medical research.
Medical research means the conduct of
investigations, experiments, and stud-
ies to discover, develop, or verify
knowledge relating to the causes, diag-
nosis, treatment, prevention, or con-
trol of physical or mental diseases and
impairments of man. To qualify as a
medical research organization, the or-
ganization must have or must have
continuously available for its regular
use the appropriate equipment and pro-
fessional personnel necessary to carry
out its principal function. Medical re-
search encompasses the associated dis-
ciplines spanning the biological, social
and behavioral sciences. Such dis-
ciplines include chemistry, (bio-
chemistry, physical chemistry, bio-
organic chemistry, etc.), behavioral
sciences (psychiatry, physiological psy-
chology, neurophysiology, neurology,
neurobiology, and social psychology,
etc.), biomedical engineering (applied
biophysics, medical physics, and med-
ical electronics, e.g., developing pace-
makers and other medically related
electrical equipment), virology, immu-
nology, biophysics, cell biology, molec-
ular biology, pharmacology, toxi-
cology, genetics, pathology, physi-
ology, microbiology, parasitology, en-
docrinology, bacteriology, and epide-
miology.

(iv) Principal purpose or functions. An
organization must be organized for the
principal purpose of engaging pri-
marily in the conduct of medical re-
search in order to be an organization
meeting the requirements of this sub-
paragraph. An organization will nor-
mally be considered to be so organized
if it is expressly organized for the pur-
pose of conducting medical research
and is actually engaged primarily in
the conduct of medical research. Other
facts and circumstances, however, may
indicate that an organization does not
meet the principal purpose require-
ment of this subdivision even where its
governing instrument so expressly pro-
vides. An organization that otherwise
meets all of the requirements of this
subparagraph (including this subdivi-
sion) to qualify as a medical research
organization will not fail to so qualify

solely because its governing instru-
ment does not specifically state that
its principal purpose is to conduct med-
ical research.

(v) Primarily engaged directly in the
continuous active conduct of medical re-
search. (A) In order for an organization
to be primarily engaged directly in the
continuous active conduct of medical
research, the organization must either
devote a substantial part of its assets
to, or expend a significant percentage
of its endowment for, such purposes, or
both. Whether an organization devotes
a substantial part of its assets to, or
makes significant expenditures for,
such continuous active conduct de-
pends upon the facts and circumstances
existing in each specific case. An orga-
nization will be treated as devoting a
substantial part of its assets to, or ex-
pending a significant percentage of its
endowment for, such purposes if it
meets the appropriate test contained in
paragraph (c)(2)(v)(b) of this section. If
an organization fails to satisfy both of
such tests, in evaluating the facts and
circumstances, the factor given most
weight is the margin by which the or-
ganization failed to meet such tests.
Some of the other facts and cir-
cumstances to be considered in making
such a determination are:

(1) If the organization fails to satisfy
the tests because it failed to properly
value its assets or endowment, then
upon determination of the improper
valuation it devotes additional assets
to, or makes additional expenditures
for, such purposes, so that it satisfies
such tests on an aggregate basis for the
prior year in addition to such tests for
the current year.

(2) The organization acquires new as-
sets or has a significant increase in the
value of its securities after it had de-
veloped a budget in a prior year based
on the assets then owned and the then
current values.

(3) The organization fails to make ex-
penditures in any given year because of
the interrelated aspects of its budget
and long-term planning requirements,
for example, where an organization
prematurely terminates an unsuccess-
ful program and because of long-term
planning requirements it will not be
able to establish a fully operational re-
placement program immediately.
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(4) The organization has as its objec-
tive to spend less than a significant
percentage in a particular year but
make up the difference in the subse-
quent few years, or to budget a greater
percentage earlier year and a lower
percentage in in a later year.

(B) For purposes of this section, an
organization which devotes more than
one half of its assets to the continuous
active conduct of medical research will
be considered to be devoting a substan-
tial part of its assets to such conduct
within the meaning of paragraph
(c)(2)(v)(a) of this section. An organiza-
tion which expends funds equaling 3.5
percent or more of the fair market
value of its endowment for the contin-
uous active conduct of medical re-
search will be considered to have ex-
pended a significant percentage of its
endowment for such purposes within
the meaning of paragraph (c)(2)(v)(a) of
this section.

(C) Engaging directly in the contin-
uous active conduct of medical re-
search does not include the disbursing
of funds to other organizations for the
conduct of research by them or the ex-
tending of grants or scholarships to
others. Therefore, if an organization’s
primary purpose is to disburse funds to
other organizations for the conduct of
research by them or to extend grants
or scholarships to others, it is not pri-
marily engaged directly in the contin-
uous active conduct of medical re-
search.

(vi) Special rules. The following rules
shall apply in determining whether a
substantial part of an organization’s
assets are devoted to, or its endowment
is expended for, the continuous active
conduct of medical research activities:

(A) An organization may satisfy the
tests of paragraph (c)(2)(v)(b) of this
section by meeting such tests either
for a computation period consisting of
the immediately preceding taxable
year, or for the computation period
consisting of the immediately pre-
ceding four taxable years. In addition,
for taxable years beginning in 1970,
1971, 1972, 1973, and 1974, if an organiza-
tion meets such tests for the computa-
tion period consisting of the first four
taxable years beginning after Decem-
ber 31, 1969, an organization will be
treated as meeting such tests, not only

for the taxable year beginning in 1974,
but also for the preceding four taxable
years. Thus, for example, if a calendar
year organization failed to satisfy such
tests for a computation period con-
sisting of 1969, 1970, 1971, or 1972, but on
the basis of a computation period con-
sisting of the years 1970 through 1973, it
expended funds equaling 3.5 percent or
more of the fair market value of its en-
dowment for the continuous active
conduct of medical research, such orga-
nization will be considered to have ex-
pended a significant percentage of its
endowment for such purposes for the
taxable years 1970 through 1974. In ap-
plying such tests for a four-year com-
putation period, although the organiza-
tion’s expenditures for the entire four-
year period shall be aggregated, the
fair market value of its endowment for
each year shall be summed, even
though, in the case of an asset held
throughout the four-year period, the
fair market value of such an asset will
be counted four times. Similarly, the
fair market value of an organization’s
assets for each year of a four-year com-
putation period shall be summed.

(B) Any property substantially all
the use of which is ‘‘substantially re-
lated’’ (within the meaning of section
514(b)(1)(A)) to the exercise or perform-
ance of the organization’s medical re-
search activities will not be treated as
part of its endowment.

(C) The valuation of assets must be
made with commonly accepted meth-
ods of valuation. A method of valu-
ation made in accordance with the
principles stated in the regulations
under section 2031 constitutes an ac-
ceptable method of valuation. Assets
may be valued as of any day in the or-
ganization’s taxable year to which such
valuation applies, provided the organi-
zation follows a consistent practice of
valuing such asset as of such date in all
taxable years. For purposes of para-
graph (c)(2)(v) of this section, an asset
held by the organization for part of a
taxable year shall be taken into ac-
count by multiplying the fair market
value of such asset by a fraction, the
numerator of which is the number of
days in such taxable year that the
foundation held such asset and the de-
nominator of which is the number of
days in such taxable year.
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(vii) Medical research in conjunction
with a hospital. The organization need
not be formally affiliated with a hos-
pital to be considered primarily en-
gaged directly in the continuous active
conduct of medical research in con-
junction with a hospital, but in any
event there must be a joint effort on
the part of the research organization
and the hospital pursuant to an under-
standing that the two organizations
will maintain continuing close co-
operation in the active conduct of med-
ical research. For example, the nec-
essary joint effort will normally be
found to exist if the activities of the
medical research organization are car-
ried on in space located within or adja-
cent to a hospital, the organization is
permitted to utilize the facilities (in-
cluding equipment, case studies, etc.)
of the hospital on a continuing basis
directly in the active conduct of med-
ical research, and there is substantial
evidence of the close cooperation of the
members of the staff of the research or-
ganization and members of the staff of
the particular hospital or hospitals.
The active participation in medical re-
search by members of the staff of the
particular hospital or hospitals will be
considered to be evidence of such close
cooperation. Because medical research
may involve substantial investigation,
experimentation and study not imme-
diately connected with hospital or
medical care, the requisite joint effort
will also normally be found to exist if
there is an established relationship be-
tween the research organization and
the hospital which provides that the
cooperation of appropriate personnel
and the use of facilities of the par-
ticular hospital or hospitals will be re-
quired whenever it would aid such re-
search.

(viii) Commitment to spend contribu-
tions. The organization’s commitment
that the contribution will be spent
within the prescribed time only for the
prescribed purposes must be legally en-
forceable. A promise in writing to the
donor in consideration of his making a
contribution that such contribution
will be so spent within the prescribed
time will constitute a commitment.
The expenditure of contributions re-
ceived for plant, facilities, or equip-
ment, used solely for medical research

purposes (within the meaning of sub-
division (ii) of this subparagraph), shall
ordinarily be considered to be an ex-
penditure for medical research. If a
contribution is made in other than
money, it shall be considered spent for
medical research if the funds from the
proceeds of a disposition thereof are
spent by the organization within the
five-year period for medical research;
or, if such property is of such a kind
that it is used on a continuing basis di-
rectly in connection with such re-
search, it shall be considered spent for
medical research in the year in which
it is first so used. A medical research
organization will be presumed to have
made the commitment required under
this subdivision with respect to any
contribution if its governing instru-
ment or by-laws require that every
contribution be spent for medical re-
search before January 1 of the fifth
year which begins after the date such
contribution is made.

(ix) Organizational period for new orga-
nizations. A newly created organiza-
tion, for its ‘‘organizational’’ period,
shall be considered to be primarily en-
gaged directly in the continuous active
conduct of medical research in con-
junction with a hospital within the
meaning of subdivisions (v) and (vii) of
this subparagraph if during such period
the organization establishes to the sat-
isfaction of the Commissioner that it
reasonably can be expected to be so en-
gaged by the end of such period. The
information to be submitted shall in-
clude detailed plans showing the pro-
posed initial medical research pro-
gram, architectural drawings for the
erection of buildings and facilities to
be used for medical research in accord-
ance with such plans, plans to assemble
a professional staff and detailed projec-
tions showing the timetable for the ex-
pected accomplishment of the fore-
going. The ‘‘organizational’’ period
shall be that period which is appro-
priate to implement the proposed
plans, giving effect to the proposed
amounts involved and the magnitude
and complexity of the projected med-
ical research program, but in no event
in excess of three years following orga-
nization.
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(x) Examples. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. N, an organization referred to in
section 170(c)(2), was created to promote
human knowledge within the field of medical
research and medical education. All of N’s
assets were contributed to it by A and con-
sist of a diversified portfolio of stocks and
bonds. N’s endowment earns 3.5 percent an-
nually, which N expends in the conduct of
various medical research programs in con-
junction with Y hospital. N is located adja-
cent to Y hospital, makes substantial use of
Y’s facilities and there is close cooperation
between the staffs of N and Y. N is directly
engaged in the continuous active conduct of
medical research in conjunction with a hos-
pital, meets the principal purpose test de-
scribed in subdivision (iv) of this subpara-
graph, and is therefore an organization de-
scribed in section 170(b)(1)(A)(iii).

Example 2. O, an organization referred to in
section 170(c)(2), was created to promote
human knowledge within the field of medical
research and medical education. All of O’s
assets consist of a diversified portfolio of
stocks and bonds. O’s endowment earns 3.5
percent annually, which O expends in the
conduct of various medical research pro-
grams in conjunction with certain hospitals.
However, in 1974, O receives a substantial be-
quest of additional stocks and bonds. O’s
budget for 1974 does not take into account
the bequest and as a result O expends only
3.1 percent of its endowment in 1974. How-
ever, O establishes that it will expend at
least 3.5 percent of its endowment for the ac-
tive conduct of medical research for taxable
years 1975 through 1978. O is therefore di-
rectly engaged in the continuous active con-
duct of medical research in conjunction with
a hospital for taxable year 1975. Since O also
meets the principal purpose test described in
subdivision (iv) of this subparagraph, it is
therefore an organization described in sec-
tion 170(b)(1)(A)(iii) for taxable year 1975.

Example 3. M, an organization referred to
in section 170(c)(2), was created to promote
human knowledge within the field of medical
research and medical education. M’s activi-
ties consist of the conduct of medical re-
search programs in conjunction with various
hospitals. Under such programs, researchers
employed by M engage in research at labora-
tories set aside for M within the various hos-
pitals. Substantially all of M’s assets con-
sists of 100 percent of the stock of X corpora-
tion, which has a fair market value of ap-
proximately 100 million dollars. X pays M ap-
proximately 3.3 million dollars in dividends
annually, which M expends in the conduct of
its medical research programs. Since M ex-
pends only 3.3 percent of its endowment,
which does not constitute a significant per-
centage, in the active conduct of medical re-

search, M is not an organization described in
section 170(b)(1)(A)(iii) because M is not en-
gaged in the continuous active conduct of
medical research.

(xi) Special rule for organizations with
existing ruling. This subdivision shall
apply to an organization that prior to
January 1, 1970, had received a ruling
or determination letter which has not
been expressly revoked holding the or-
ganization to be a medical research or-
ganization described in section
170(b)(1)(A)(iii) and with respect to
which the facts and circumstances on
which the ruling was based have not
substantially changed. An organization
to which this subdivision applies shall
be treated as an organization described
in section 170(b)(1)(A)(iii) for a period
not ending prior to 90 days after Feb-
ruary 13, 1976 (or where appropriate, for
taxable years beginning before such
90th day). In addition, with respect to a
grantor or contributor under sections
170, 507, 545(b)(2), 556(b)(2), 642(c), 4942,
4945, 2055, 2106(a)(2), and 2522, the status
of an organization to which this sub-
division applies will not be affected
until notice of change of status under
section 170(b)(1)(A)(iii) is made to the
public (such as by publication in the
Internal Revenue Bulletin). The pre-
ceding sentence shall not apply if the
grantor or contributor had previously
acquired knowledge that the Internal
Revenue Service had given notice to
such organization that it would be de-
leted from classification as a section
170(b)(1)(A)(iii) organization.

(d) Governmental unit. A govern-
mental unit is described in section
170(b)(1)(A)(v) if it is referred to in sec-
tion 170(c)(1).

(e) Definition of section 170(b)(1)(A)(vi)
organization—(1) In general. An organi-
zation is described in section 170
(b)(1)(A)(vi) if it is:

(i) A corporation, trust, or commu-
nity chest, fund, or foundation, re-
ferred to in section 170(c)(2) (other than
an organization specifically described
in paragraphs (a) through (d) of this
section), and

(ii) A ‘‘publicly supported’’ organiza-
tion.
For purposes of this paragraph, an or-
ganization is publicly supported if it
normally receives a substantial part of
its support from a governmental unit
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referred to in section 170(c)(1) or from
direct or indirect contributions from
the general public. An organization
will be treated as being ‘‘public sup-
ported’’ if it meets the requirements of
either subparagraph (2) or subpara-
graph (3) of this paragraph. Types of
organizations which, subject to the
provisions of this paragraph, generally
qualify under section 170(b)(1)(A)(vi) as
‘‘publicly supported’’ are publicly or
governmentally supported museums of
history, art, or science, libraries, com-
munity centers to promote the arts, or-
ganizations providing facilities for the
support of an opera, symphony orches-
tra, ballet, or repertory drama or for
some other direct service to the gen-
eral public, and organizations such as
the American Red Cross or the United
Givers Fund.

(2) Determination whether an organiza-
tion is ‘‘publicly supported’’; 331⁄3 percent-
of-support test. An organization will be
treated as a ‘‘publicly supported’’ orga-
nization if the total amount of support
which the organization ‘‘normally’’ (as
defined in subparagraph (4) of this
paragraph) receives from governmental
units referred to in section 170(c)(1),
from contributions made directly or in-
directly by the general public, or from
a combination of these sources, equals
at least 33 1/3 percent of the total sup-
port ‘‘normally’’ received by the orga-
nization. See subparagraphs (6), (7), and
(8) of this paragraph for the definition
of ‘‘support.’’ The application of this
test is illustrated by Example 1 of sub-
paragraph (9) of this paragraph.

(3) Determination whether an organiza-
tion is ‘‘publicly supported’’; facts and
circumstances test for organizations fail-
ing to meet 33 1/3 percent-of-support test.
Even if an organization fails to meet
the 33 1/3 percent-of-support test de-
scribed in subparagraph (2) of this
paragraph, it will be treated as a ‘‘pub-
licly supported’’ organization if it nor-
mally receives a substantial part of its
support from governmental units, from
direct or indirect contributions from
the general public, or from a combina-
tion of these sources, and meets the
other requirements of this subpara-
graph. In order to satisfy this subpara-
graph, an organization must meet the
requirements of subdivisions (i) and (ii)
of this subparagraph in order to estab-

lish, under all the facts and cir-
cumstances, that it normally receives
a substantial part of its support from
governmental units or from direct or
indirect contributions from the general
public, and it must be in the nature of
a ‘‘publicly supported’’ organization,
taking into account the factors de-
scribed in subdivisions (iii) through
(vii) of this subparagraph. The require-
ments and factors referred to in the
preceding sentence with respect to a
‘‘publicly supported’’ organization
(other than one described in subpara-
graph (2) of this paragraph) are:

(i) Ten percent-of-support limitation.
The percentage of support ‘‘normally’’
(as defined in subparagraph (4) of this
paragraph) received by an organization
from governmental units, from con-
tributions made directly or indirectly
by the general public, or from a com-
bination of these sources, must be
‘‘substantial.’’ For purposes of this
subparagraph, an organization will not
be treated as ‘‘normally’’ receiving a
‘‘substantial’’ amount of governmental
or public support unless the total
amount of governmental and public
support ‘‘normally’’ received equals at
least 10 percent of the total support
‘‘normally’’ received by such organiza-
tion. See subparagraphs (6), (7), and (8)
of this paragraph for the definition of
‘‘support.’’

(ii) Attraction of public support. An or-
ganization must be so organized and
operated as to attract new and addi-
tional public or governmental support
on a continuous basis. An organization
will be considered to meet this require-
ment if it maintains a continuous and
bona fide program for solicitation of
funds from the general public, commu-
nity, or membership group involved, or
if it carries on activities designed to
attract support from governmental
units or other organizations described
in section 170 (b)(1)(A)(i) through (vi).
In determining whether an organiza-
tion maintains a continuous and bona
fide program for solicitation of funds
from the general public or community,
consideration will be given to whether
the scope of its fundraising activities is
reasonable in light of its charitable ac-
tivities. Consideration will also be
given to the fact that an organization
may, in its early years of existence,
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limit the scope of its solicitation to
persons deemed most likely to provide
seed money in an amount sufficient to
enable it to commence its charitable
activities and expand its solicitation
program.
In addition to the requirements set
forth in subdivisions (i) and (ii) of this
subparagraph which must be satisfied,
all pertinent facts and circumstances,
including the following factors, will be
taken into consideration in deter-
mining whether an organization is
‘‘publicly supported’’ within the mean-
ing of subparagraph (1) of this para-
graph. However, an organization is not
generally required to satisfy all of the
factors in subdivisions (iii) through
(vii) of this subparagraph. The factors
relevant to each case and the weight
accorded to any one of them may differ
depending upon the nature and purpose
of the organization and the length of
time it has been in existence.

(iii) Percentage of financial support.
The percentage of support received by
an organization from public or govern-
mental sources will be taken into con-
sideration in determining whether an
organization is ‘‘publicly supported.’’
The higher the percentage of support
above the 10 percent requirement of
subdivision (i) of this subparagraph
from public or governmental sources,
the lesser will be the burden of estab-
lishing the publicly supported nature
of the organization through other fac-
tors described in this subparagraph,
while the lower the percentage, the
greater will be the burden. If the per-
centage of the organization’s support
from public or governmental sources is
low because it receives a high percent-
age of its total support from invest-
ment income on its endowment funds,
such fact will be treated as evidence of
compliance with this subdivision if
such endowment funds were originally
contributed by a governmental unit or
by the general public. However, if such
endowment funds were originally con-
tributed by a few individuals or mem-
bers of their families, such fact will in-
crease the burden on the organization
of establishing compliance with the
other factors described in this subpara-
graph.

(iv) Sources of support. The fact that
an organization meets the requirement

of subdivision (i) of this subparagraph
through support from governmental
units or directly or indirectly from a
representative number of persons, rath-
er than receiving almost all of its sup-
port from the members of a single fam-
ily, will be taken into consideration in
determining whether an organization is
‘‘publicly supported.’’ In determining
what is a ‘‘representative number of
persons,’’ consideration will be given to
the type of organization involved, the
length of time it has been in existence,
and whether it limits its activities to a
particular community or region or to a
special field which can be expected to
appeal to a limited number of persons.

(v) Representative governing body. The
fact that an organization has a gov-
erning body which represents the broad
interests of the public, rather than the
personal or private interests of a lim-
ited number of donors (or persons
standing in a relationship to such do-
nors which is described in section
4946(a)(1)(C) through (G) ) will be taken
into account in determining whether
an organization is ‘‘publicly sup-
ported.’’ An organization will be treat-
ed as meeting this requirement if it has
a governing body (whether designated
in the organization’s governing instru-
ment or bylaws as a Board of Directors,
Board of Trustees, etc.) which is com-
prised of public officials acting in their
capacities as such; of individuals se-
lected by public officials acting in
their capacities as such; of persons
having special knowledge or expertise
in the particular field or discipline in
which the organization is operating; of
community leaders, such as elected or
appointed officials, clergymen, edu-
cators, civic leaders, or other such per-
sons representing a broad cross-section
of the views and interests of the com-
munity; or, in the case of a member-
ship organization, of individuals elect-
ed pursuant to the organization’s gov-
erning instrument or bylaws by a
broadly based membership.

(vi) Availability of public facilities or
services; public participation in programs
or policies. (A) The fact that an organi-
zation is of the type which generally
provides facilities or services directly
for the benefit of the general public on
a continuing basis (such as a museum
or library which holds open its building
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and facilities to the public, a sym-
phony orchestra which gives public
performances, a conservation organiza-
tion which provides educational serv-
ices to the public through the distribu-
tion of educational materials, or an old
age home which provides domiciliary
or nursing services for members of the
general public) will be considered evi-
dence that such organization is ‘‘pub-
licly supported.’’

(B) The fact that an organization is
an educational or research institution
which regularly publishes scholarly
studies that are widely used by colleges
and universities or by members of the
general public will also be considered
evidence that such organization is
‘‘publicly supported.’’

(C) Similarly, the following factors
will also be considered evidence that
an organization is ‘‘publicly sup-
ported:’’

(1) The participation in, or sponsor-
ship of, the programs of the organiza-
tion by members of the public having
special knowledge or expertise, public
officials, or civic or community lead-
ers;

(2) The maintenance of a definitive
program by an organization to accom-
plish its charitable work in the com-
munity, such as slum clearance or de-
veloping employment opportunities;
and

(3) The receipt of a significant part of
its funds from a public charity or gov-
ernmental agency to which it is in
some way held accountable as a condi-
tion of the grant, contract, or con-
tribution.

(vii) Additional factors pertinent to
membership organizations. The following
are additional factors to be considered
in determining whether a membership
organization is ‘‘publicly supported’’:

(A) Whether the solicitation for dues-
paying members is designed to enroll a
substantial number of persons in the
community or area, or in a particular
profession or field of special interest
(taking into account the size of the
area and the nature of the organiza-
tion’s activities);

(B) Whether membership dues for in-
dividual (rather than institutional)
members have been fixed at rates de-
signed to make membership available
to a broad cross section of the inter-

ested public, rather than to restrict
membership to a limited number of
persons; and

(C) Whether the activities of the or-
ganization will be likely to appeal to
persons having some broad common in-
terest or purpose, such as educational
activities in the case of alumni asso-
ciations, musical activities in the case
of symphony societies, or civic affairs
in the case of parent-teacher associa-
tions.

See Examples (2) through (5) contained
in subparagraph (9) of this paragraph
for illustrations of this subparagraph.

(4) Definition of ‘‘normally’’; general
rule—(i) Normally; one-third support test.
For purposes of subparagraph (2) of this
paragraph, an organization will be con-
sidered as ‘‘normally’’ meeting the 33 1/
3 percent-of-support test for its current
taxable year and the taxable year im-
mediately succeeding its current year,
if, for the 4 taxable years immediately
preceding the current taxable year, the
organization meets the 33 1/3 percent-
of-support test described in subpara-
graph (2) of this paragraph on an aggre-
gate basis.

(ii) Normally; facts and circumstances
test. For purposes of subparagraph (3) of
this paragraph, an organization will be
considered as ‘‘normally’’ meeting the
requirements of subparagraph (3) of
this paragraph for its current taxable
year and the taxable year immediately
succeeding its current year, if, for the
4 taxable years immediately preceding
the current taxable year, the organiza-
tion meets the requirements of sub-
paragraph (3) (i) and (ii) of this para-
graph on an aggregate basis and satis-
fies a sufficient combination of the fac-
tors set forth in subparagraph (3) (iii)
through (vii) of this paragraph. In the
case of subparagraph (3) (iii) and (iv) of
this paragraph, facts pertinent to years
preceding 4 taxable years immediately
preceding the current taxable year may
also be taken into consideration. The
combination of factors set forth in sub-
paragraph (3) (iii) through (vii) of this
paragraph which an organization ‘‘nor-
mally’’ must meet does not have to be
the same for each 4-year period so long
as there exists a sufficient combination
of factors to show compliance with sub-
paragraph (3) of this paragraph.
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(iii) Special rule. The fact that an or-
ganization has ‘‘normally’’ met the re-
quirements of subparagraph (2) of this
paragraph for a current taxable year,
but is unable ‘‘normally’’ to meet such
requirements for a succeeding taxable
year, will not in itself prevent such or-
ganization from meeting the require-
ments of subparagraph (3) of this para-
graph for such succeeding taxable year.

(iv) Illustration. The application of
subdivisions (i), (ii), and (iii) of this
subparagraph may be illustrated by the
following example:

Example X, an organization described in
section 170(c)(2), meets the 33 1/3 percent-of-
support test described in subparagraph (2) of
this paragraph in taxable year 1975 on the
basis of support received during taxable
years 1971, 1972, 1973, and 1974. It therefore
‘‘normally’’ meets the requirements of sub-
paragraph (2) of this paragraph for 1975 and
1976, the taxable year immediately suc-
ceeding 1975 (the current taxable year). For
the taxable year 1976, X is unable to meet the
33 1/3 percent-of-support test described in
subparagraph (2) of this paragraph on the
basis of support received during taxable
years 1972, 1973, 1974, and 1975. If X can meet
the requirements of subparagraph (3) of this
paragraph on the basis of taxable years 1972,
1973, 1974, and 1975, X will meet the require-
ments of subparagraph (3) of this paragraph
for 1977 (the taxable year immediately suc-
ceeding 1976, the current taxable year) under
subdivision (ii) of this subparagraph. How-
ever, if on the basis of both the taxable years
1972 through 1975 and 1973 through 1976, X,
fails to meet the requirements of both sub-
paragraphs (2) and (3) of this paragraph, X
will not be described in section
170(b)(1)(A)(vi) for 1977. However, X will not
be disqualified as a section 170(b)(1)(A)(vi) or-
ganization for taxable year 1976, because it
‘‘normally’’ met the requirements of sub-
paragraph (2) of this paragraph on the basis
of the taxable years 1971 through 1974, unless
the provisions of subdivision (v) of this sub-
paragraph become applicable.

(v) Exception for material changes in
sources of support—(A) In general. If for
the current taxable year there are sub-
stantial and material changes in an or-
ganization’s sources of support other
than changes arising from unusual
grants excluded under subparagraph
(6)(ii) of this paragraph, then in apply-
ing subparagraph (2) or (3) of this para-
graph, neither the 4-year computation
period applicable to such year as an
immediately succeeding taxable year
or as a current taxable year shall

apply, and in lieu of such computation
periods there shall be applied a com-
putation period consisting of the tax-
able year of substantial and material
changes and the 4 taxable years imme-
diately preceding such year. Thus, for
example, if there are substantial and
material changes in an organization’s
sources of support for taxable year
1976, then even though such organiza-
tion meets the requirements of sub-
paragraph (2) or (3) of this paragraph
based on a computation period of tax-
able years 1971–74 or 1972–75, such an or-
ganization will not meet the require-
ments of section 170(b)(1)(A)(vi) unless
it meets the requirements of subpara-
graph (2) or (3) of this paragraph for a
computation period consisting of the
taxable years 1972–76. See Example 3 in
§ 1.509(a)–3(c)(6) for an illustration of a
similar rule. An example of a substan-
tial and material change is the receipt
of an unusually large contribution or
bequest which does not qualify as an
unusual grant under subparagraph
(6)(ii) of this paragraph. See subpara-
graph (6)(iv)(b) of this paragraph as to
the procedure for obtaining a ruling
whether an unusually large grant may
be excluded as an unusual grant.

(B) Status of grantors and contributors.
If as a result of (a) of this subdivision,
an organization is not able to meet the
requirements of either the 33 1/3 per-
cent-of-support test described in sub-
paragraph (2) of this paragraph, or the
facts and circumstances test described
in subparagraph (3) of this paragraph
for its current taxable year, its status
(with respect to a grantor or contrib-
utor under sections 170, 507, 545(b)(2),
556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522) will not be affected
until notice of change of status under
section 170(b)(1)(A)(vi) is made to the
public (such as by publication in the
Internal Revenue Bulletin). The pre-
ceding sentence shall not apply, how-
ever, if the grantor or contributor was
responsible for, or was aware of, the
substantial and material change re-
ferred to in (a) of this subdivision, or
acquired knowledge that the Internal
Revenue Service had given notice to
such organization that it would be de-
leted from classification as a section
170(b)(1)(A)(vi) organization.
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(C) Reliance by grantors and contribu-
tors. A grantor or contributor, other
than one of the organization’s found-
ers, creators, or foundation managers
(within the meaning of section 4946(b))
will not be considered to be responsible
for, or aware of, the substantial and
material change referred to in (a) of
this subdivision, if such grantor or con-
tributor has made such grant or con-
tribution in reliance upon a written
statement by the grantee organization
that such grant or contribution will
not result in the loss of such organiza-
tion’s classification as a publicly sup-
ported organization as described in sec-
tion 170(b)(1)(A)(vi). Such statement
must be signed by a responsible officer
of the grantee organization and must
set forth sufficient information, in-
cluding a summary of the pertinent fi-
nancial data for the 4 preceding years,
to assure a reasonably prudent man
that his grant or contribution will not
result in the loss of the grantee organi-
zation’s classification as a publicly
supported organization as described in
section 170(b)(1)(A)(vi). If a reasonable
doubt exists as to the effect of such
grant or contribution, or if the grantor
or contributor is one of the organiza-
tions’ founders, creators, or foundation
managers, the procedure set forth in
subparagraph (6)(iv)(b) of this para-
graph may be followed by the grantee
organization for the protection of the
grantor or contributor.

(vi) Special rule for new organizations.
If an organization has been in existence
for at least 1 taxable year consisting of
at least 8 months, but for fewer than 5
taxable years, the number of years for
which the organization has been in ex-
istence immediately preceding each
current taxable year being tested will
be substituted for the 4-year period de-
scribed in subdivision (i) or (ii) of this
subparagraph to determine whether the
organization ‘‘normally’’ meets the re-
quirements of subparagraph (2) or (3) of
this paragraph. However, if subdivision
(v)(a) of this subparagraph applies,
then the period consisting of the num-
ber of years for which the organization
has been in existence (up to and includ-
ing the current year) will be sub-
stituted for the 4-year period described
in subdivision (i) or (ii) of this subpara-
graph. An organization which has been

in existence for at least 1 taxable year,
consisting of 8 or more months, may be
issued a ruling or determination letter
if it ‘‘normally’’ meets the require-
ments of subparagraph (2) or (3) of this
paragraph for the number of years de-
scribed in this subdivision. Such an or-
ganization may apply for a ruling or
determination letter under the provi-
sions of this subparagraph, rather than
under the provisions of subparagraph
(5) of this paragraph. The issuance of a
ruling or determination letter will be
discretionary with the Commissioner.
See subparagraph (5)(v) of this para-
graph as to the initial determination of
the status of a newly created organiza-
tion. This subdivision shall not apply
to those organizations receiving an ex-
tended advance ruling under subpara-
graph (5)(iv) of this paragraph.

(vii) Special rule for organizations with
existing ruling. This subdivision shall
apply to an organization that prior to
January 1, 1970, had received a ruling
or determination letter which has not
been expressly revoked holding the or-
ganization to be a publicly supported
organization described in section
170(b)(1)(A)(vi) and with respect to
which the facts and circumstances on
which the ruling was based have nots-
substantially changed. An
organization to which this subdivi-
sion applies shall be treated as an or-
ganization described in section
170(b)(1)(A)(vi) for a period not ending
prior to 90 days after December 29, 1972.
In addition, with respect to a grantor
or contributor under sections 170, 507,
545(b)(2), 556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522, the status of an or-
ganization to which this subdivision
applies will not be affected until notice
of change of status under section
170(b)(1)(A)(vi) is made to the public
(such as by publication in the Internal
Revenue Bulletin). The preceding sen-
tence shall not apply if the grantor or
contributor had previously acquired
knowledge that the Internal Revenue
Service had given notice to such orga-
nization that it would be deleted from
classification as a section
170(b)(1)(A)(vi) organization.

(viii) Termination of status. For the
transitional rules applicable to an or-
ganization that is unable to meet the
requirements of this paragraph for its
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first taxable year beginning after De-
cember 31, 1969 (as extended by § 1.507–
2(j)) and wishes to terminate its pri-
vate foundation status, see § 1.507–2(c)
(2) and (3).

(ix) Status of ruling. The provisions of
this subparagraph do not require an or-
ganization to file a new application
with the Internal Revenue Service
every 2 years in order to maintain or
reaffirm its status as a ‘‘publicly sup-
ported’’ organization described in sec-
tion 170(b)(1)(A)(vi).

(5) Advance rulings to newly created or-
ganizations—(i) In general. A ruling or
determination letter that an organiza-
tion is described in section 170
(b)(1)(A)(vi) will not be issued to a
newly created organization prior to the
close of its first taxable year consisting
of at least 8 months. However, such or-
ganization may request a ruling or de-
termination letter that it will be treat-
ed as a section 170(b)(1)(A)(vi) organiza-
tion for its first 2 taxable years (or its
first 3 taxable years, if its first taxable
year consists of less than 8 months).
For purposes of this section, such 2- or
3-year period, whichever is applicable,
shall be referred to as the advance rul-
ing period. Such an advance ruling or
determination letter may be issued if
the organization can reasonably be ex-
pected to meet the requirements of
subparagraph (2) or (3) of this para-
graph during the advance ruling period.
The issuance of a ruling or determina-
tion letter will be discretionary with
the Commissioner.

(ii) Basic consideration. In deter-
mining whether an organization can
reasonably be expected (within the
meaning of subdivision (i) of this sub-
paragraph) to meet the requirements of
subparagraph (2) or (3) of this para-
graph for its advance ruling period or
extended advance ruling period as pro-
vided in subdivision (iv) of this sub-
paragraph, if applicable, the basic con-
sideration is whether its organizational
structure, proposed programs or activi-
ties, and intended method of operation
are such as to attract the type of
broadly based support from the general
public, public charities, and govern-
mental units which is necessary to
meet such tests. The information to be
considered for this purpose shall con-
sist of all pertinent facts and cir-

cumstances relating to the require-
ments set forth in subparagraph (3) of
this paragraph.

(iii) Status of newly created organiza-
tions—(A) Advance ruling. This subdivi-
sion shall apply to a newly created or-
ganization which has received an ad-
vance ruling or determination letter
under subdivision (i) of this subpara-
graph, or an extended advance ruling
or determination letter under subdivi-
sion (iv) of this subparagraph, that it
will be treated as a section
170(b)(1)(A)(vi) organization for its ad-
vance or extended advance ruling pe-
riod. So long as such an organization’s
ruling or determination letter has not
been terminated by the Commissioner
before the expiration of the advance or
extended advance ruling period, then
whether or not such organization has
satisfied the requirements of subpara-
graph (2) or (3) of this paragraph during
such advance or extended advance rul-
ing period, such an organization will be
treated as an organization described in
section 170(b)(1)(A)(vi) in accordance
with (b) and (c) of this subdivision,
both for purposes of the organization
and any grantor or contributor to such
organization.

(B) Reliance period. Except as pro-
vided in (a) and (c) of this subdivision,
an organization described in (a) of
this subdivision will be treated as an
organization described in section
170(b)(1)(A)(vi) for all purposes other
than sections 507(d) and 4940 for the pe-
riod beginning with its inception and
ending 90 days after its advance or ex-
tended advance ruling period. Such pe-
riod will be extended until a final de-
termination is made of such an organi-
zation’s status only if the organization
submits, within the 90-day period, in-
formation needed to determine whether
it meets the requirements of subpara-
graph (2) or (3) of this paragraph for its
advance or extended advance ruling pe-
riod (even if such organization fails to
meet the requirements of such subpara-
graph (2) or (3) ). However, since this
subparagraph does not apply to the tax
imposed by section 4940, if it is subse-
quently determined that the organiza-
tion was a private foundation from its
inception, then the tax imposed by sec-
tion 4940 shall be due without regard to
the advance or extended advance ruling
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or determination letter. Consequently,
if any amount of tax under section 4940
in such a case is not paid on or before
the last date prescribed for payment,
the organization is liable for interest
in accordance with section 6601. How-
ever, since any failure to pay such tax
during the period referred to in this
subparagraph is due to reasonable
cause, the penalty under section 6651
with respect to the tax imposed by sec-
tion 4940 shall not apply.

(C) Grantors or contributors. If a ruling
or determination letter is terminated
by the Commissioner prior to the expi-
ration of the period described in (b) of
this subdivision, for purposes of sec-
tions 170, 507, 545(b)(2), 556(b)(2), 642(c),
4942, 4945, 2055, 2106(a)(2), and 2522, the
status of grants or contributions with
respect to grantors or contributors to
such organizations will not be affected
until notice of change of status of such
organization is made to the public
(such as by publication of the Internal
Revenue Bulletin). The preceding sen-
tence shall not apply however, if the
grantor or contributor was responsible
for, or aware of, the act or failure to
act that resulted in the organization’s
loss of classification under section
170(b)(1)(A)(vi) or acquired knowledge
that the Internal Revenue Service had
given notice to such organization that
it would be deleted from such classi-
fication. Prior to the making of any
grant or contribution which allegedly
will not result in the grantee’s loss of
classification under section
170(b)(1)(A)(vi), a potential grantee or-
ganization may request a ruling wheth-
er such grant or contribution may be
made without such loss of classifica-
tion. A request for such ruling may be
filed by the grantee organization with
the district director. The issuance of
such ruling will be at the sole discre-
tion of the Commissioner. The organi-
zation must submit all information
necessary to make a determination on
the factors referred to in subparagraph
(6)(iii) of this paragraph. If a favorable
ruling is issued, such ruling may be re-
lied upon by the grantor or contributor
of the particular contribution in ques-
tion for purposes of sections 170, 507,
545(b)(2), 556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522 and by the grantee

organization for purposes of subpara-
graph (6)(ii) of this paragraph.

(iv) Extension of advance ruling period.
(A) The advance ruling period de-
scribed in subdivision (i) of this sub-
paragraph shall be extended for a pe-
riod of 3 taxable years after the close of
the unextended advance ruling period if
the organization so requests, but only
if such organization’s request accom-
panies its request for an advance ruling
and is filed with a consent under sec-
tion 6501(c)(4) to the effect that the pe-
riod of limitation upon assessment
under section 4940 for any taxable year
within the extended advance ruling pe-
riod shall not expire prior to 1 year
after the date of the expiration of the
time prescribed by law for the assess-
ment of a deficiency for the last tax-
able year within the extended advance
ruling period. An organization’s ex-
tended advance ruling period is 5 tax-
able years if its first taxable year con-
sists of at least 8 months, or is 6 years
if its first taxable year is less than 8
months.

(B) Notwithstanding (a) of this sub-
division, an organization which has re-
ceived or applied for an advance ruling
prior to January 29, 1973, may file its
request for the 3-year extension within
90 days from such date, but only if it
files the consents required in this sec-
tion.

(C) See subdivision (v) of this sub-
paragraph for the effect upon the ini-
tial determination of status of an orga-
nization which receives a ruling for an
extended advance ruling period.

(v) Initial determination of status. (A)
The initial determination of status of a
newly created organization is the first
determination (other than by issuance
of an advance ruling or determination
letter under subdivision (i) of this sub-
paragraph or an extended advance rul-
ing or determination letter under sub-
division (iv) of this subparagraph) that
the organization will be considered as
‘‘normally’’ meeting the requirements
of subparagraph (2) or (3) of this para-
graph for a period beginning with its
first taxable year.

(B) In the case of a new organization
whose first taxable year is at least 8
months, except as provided for in sub-
division (v)(d) of this subparagraph, the
initial determination of status shall be
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based on a computation period of ei-
ther the first taxable year or the first
and second taxable years.

(C) In the case of a new organization
whose first taxable year is less than 8
taxable months, except as provided for
in subdivision (v)(d) of this subpara-
graph, the initial determination of sta-
tus shall be based on a computation pe-
riod of either the first and second tax-
able years or the first, second, and
third taxable years.

(D) In the case of an organization
which has received a ruling or deter-
mination letter for an extended ad-
vance ruling period under subdivision
(iv) of this subparagraph, the initial de-
termination of status shall be based on
a computation period of all of the tax-
able years in the extended advance rul-
ing period. However, where the ruling
or determination letter for an extended
advance ruling period under subdivi-
sion (iv) of this subparagraph is termi-
nated by the Commissioner prior to the
expiration of the relevant period de-
scribed in subdivision (iii)(b) of this
subparagraph, the initial determina-
tion of status shall be based on a com-
putation period of the period provided
in (b) or (c) of this subdivision or, if
greater, the number of years to which
the advance ruling applies.

(E) An initial determination that an
organization will be considered as
‘‘normally’’ meeting the requirements
of subparagraph (2) or (3) of this para-
graph shall be effective for each tax-
able year in the computation period
plus (except as provided by subpara-
graph (4)(v)(a) of this paragraph, relat-
ing to material changes in sources of
support) the 2 taxable years imme-
diately succeeding the computation pe-
riod. Therefore, in the case of an orga-
nization referred to in (b) of this sub-
division to which subparagraph
(4)(v)(a) of this paragraph does not
apply, with respect to its first, second,
and third taxable years, such an orga-
nization shall be described in section
170(b)(1)(A)(vi) if it meets the require-
ments of subparagraph (2) or (3) of this
paragraph for either its first taxable
year or for its first and second taxable
years on an aggregate basis. In addi-
tion, if it meets the requirements of
subparagraph (2) or (3) of this para-
graph for its first and second taxable

years, it shall be described in section
170(b)(1)(A)(vi) for its fourth taxable
year. Once an organization is consid-
ered as ‘‘normally’’ meeting the re-
quirements of subparagraph (2) or (3) of
this paragraph for a period specified
under this subdivision, subparagraph
(4) (i), (ii), (v), or (vi) of this paragraph
shall apply.

(F) The provisions of this subdivision
may be illustrated by the following ex-
amples:

Example 1. X, a calendar year organization
described in section 501(c)(3), is created in
February 1972. The support received from the
public in 1972 by X will satisfy the one-third
support test described in subparagraph (4)(i)
of this paragraph over its first taxable year,
1972. X may therefore get an initial deter-
mination that it meets the requirements of
subparagraph (2) of this paragraph for its
first taxable year beginning in February 1972
and ending on December 31, 1972. This deter-
mination will be effective for taxable years
1972, 1973, and 1974.

Example 2. Assume the same facts as in Ex-
ample (1) except that X also receives a sub-
stantial contribution from one individual in
1972 which is not excluded from the denomi-
nator of the one-third support fraction de-
scribed in subparagraph (4)(i) of this para-
graph by reason of the unusual grant provi-
sion of subparagraph (6)(ii) of this paragraph.
Because of this substantial contribution, X
fails to satisfy the one-third support test
over its first taxable year, 1972. X also fails
to satisfy the ‘‘facts and circumstances’’ test
described in subparagraph (4)(ii) of this para-
graph for its first taxable year, 1972. How-
ever, the support received from the public
over X’s first and second taxable years in the
aggregate will satisfy the one-third support
test. X may therefore get an initial deter-
mination that it meets the requirements of
subparagraph (2) of this paragraph for its
first and second taxable years in the aggre-
gate beginning in February 1972 and ending
on December 31, 1973. This determination
will be effective for taxable years 1972, 1973,
1974, and 1975.

Example 3. Y, a calendar year organization
described in section 501(c)(3), is created in
July 1972. Y requests and receives an ex-
tended advance ruling period of 5 full taxable
years plus its initial short taxable year of 6
months under subparagraph (5)(iv) of this
paragraph. The extended advance ruling pe-
riod begins in July 1972 and ends on Decem-
ber 31, 1977. The support received from the
public over Y’s first through sixth taxable
years in the aggregate will satisfy the one-
third support test described in subparagraph
(4)(i) of this paragraph. Therefore, Y in 1978
may get an initial determination that it
meets the requirements of subparagraph (2)
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of this paragraph in the aggregate over all
the taxable years in its extended advance
ruling period beginning in July 1972 and end-
ing on December 31, 1977. This determination
will be effective for taxable years 1972
through 1979.

Example 4. Assume the same facts as in Ex-
ample (3) except that the ruling for the ex-
tended advance ruling period is terminated
prospectively at the end of 1975, so that Y
may not rely upon such ruling for 1976 or any
succeeding year. The support received from
the public over Y’s first through fourth tax-
able years (1972 through 1975) will not satisfy
either the one-third support test described in
subparagraph (4)(i) of this paragraph, or the
‘‘facts and circumstances’’ test described in
subparagraph (4)(ii) of this paragraph. Be-
cause the ruling was terminated the com-
putation period for Y’s initial determination
of status is the period 1972 through 1975.
Since Y has not met the requirements of ei-
ther subparagraph (2) or (3) of this paragraph
for such computation period, Y is not de-
scribed in section 170(b)(1)(A)(vi) for purposes
of its initial determination of status. If Y is
not described in section 170(b)(1)(A) (i)
through (v) or section 509(a) (2), (3), or (4),
then Y is a private foundation. As of 1976, Y
shall be treated as a private foundation for
all purposes (except as provided in subdivi-
sion (iii)(c) of this subparagraph with respect
to grantors and contributors), and as of July
1972 for purposes of the tax imposed by sec-
tion 4940 and for purposes of section 507(d)
(relating to aggregate tax benefit).

(vi) Failure to obtain advance ruling.
(A) Unless a newly created organiza-
tion has obtained an advance ruling or
determination letter under subdivision
(i) of this subparagraph, or an extended
advance ruling or determination letter
under subdivision (iv) of this subpara-
graph, that it will be treated as a sec-
tion 170(b)(1)(A)(vi) organization for its
advance or extended advance ruling pe-
riod, it cannot rely upon the possibility
it will meet the requirements of sub-
paragraph (2) or (3) of this paragraph
for a taxable year which begins before
the close of either applicable computa-
tion period provided for in subdivision
(v) (b) or (c) of this subparagraph.
Therefore, such an organization, in
order to avoid the risk of subsequently
being determined to be a private foun-
dation because of failure to qualify
under section 170(b)(1)(A)(vi) and there-
fore under section 509(a)(1), may com-
ply with the rules applicable to private
foundations and may pay, for example,
the tax imposed by section 4940. In that
event, if the organization subsequently

meets the requirements of subpara-
graph (2) or (3) of this paragraph for ei-
ther applicable computation period, it
shall be treated as a section
170(b)(1)(A)(vi) organization from its
inception and, therefore, any tax im-
posed under chapter 42 shall be re-
funded and section 509(b) shall not
apply.

(B) If a newly created organization
fails to obtain an advance ruling or de-
termination letter under subdivision (i)
of this subparagraph, or an extended
advance ruling or determination letter
under subdivision (iv) of this subpara-
graph, and fails to meet the require-
ments of subparagraph (2) or (3) of this
paragraph for the first applicable com-
putation period provided for in subdivi-
sion (v) (b) or (c) of this subparagraph,
see section 6651 for penalty for failure
to file return and pay tax.

(6) Definition of support; meaning of
general public—(i) In general. In deter-
mining whether the 33 1/3 percent-of-
support test described in subparagraph
(2) of this paragraph or the 10 percent-
of-support limitation described in sub-
paragraph (3)(i) of this paragraph is
‘‘normally’’ met, contributions by an
individual, trust; or corporation shall
be taken into account as ‘‘support’’
from direct or indirect contributions
from the general public only to the ex-
tent that the total amount of the con-
tributions by any such individual,
trust, or corporation during the period
described in subparagraph (4) (i), (ii),
(v), or (vi) or (5)(v) of this paragraph
does not exceed 2 percent of the organi-
zation’s total support for such period,
except as provided in subdivision (ii) of
this subparagraph. Therefore, any con-
tribution by one individual will be in-
cluded in full in the denominator of the
fraction determining the 33 1/3 percent-
of-support or the 10 percent-of-support
limitation, but will only be includible
in the numerator of such fraction to
the extent that such amount does not
exceed 2 percent of the denominator. In
applying the 2 percent limitation, all
contributions made by a donor and by
any person or persons standing in a re-
lationship to the donor which is de-
scribed in section 4946(a)(1) (C) through
(G) and the regulations thereunder
shall be treated as made by one person.
The 2 percent limitation shall not
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apply to support received from govern-
mental units referred to in section
170(c)(1) or to contributions from orga-
nizations described in section
170(b)(1)(A)(vi), except as provided in
subdivision (v) of this subparagraph.
For purposes of subparagraphs (2), (3)(i)
and (7)(ii)(b) of this paragraph, the
term ‘‘indirect contributions from the
general public’’ includes contributions
received by the organization from orga-
nizations (such as section
170(b)(1)(A)(vi) organizations) which
normally receive a substantial part of
their support from direct contributions
from the general public, except as pro-
vided in subdivision (v) of this subpara-
graph. See the examples in subpara-
graph (9) of this paragraph for the ap-
plication of this subdivision.

(ii) Exclusion of unusual grants. For
purposes of applying the 2 percent limi-
tation described in subdivision (i) of
this subparagraph to determine wheth-
er the 33 1/3 percent-of-support test in
subparagraph (2) of this paragraph or
the 10 percent-of-support limitation in
subparagraph (3)(i) of this paragraph is
satisfied, one or more contributions
may be excluded from both the numer-
ator and the denominator of the appli-
cable percent-of-support fraction if
such contributions meet the require-
ments of subdivision (iii) of this sub-
paragraph. The exclusion provided by
this subdivision is generally intended
to apply to substantial contributions
or bequests from disinterested parties
which contributions or bequests:

(A) Are attracted by reason of the
publicly supported nature of the orga-
nization;

(B) Are unusual or unexpected with
respect to the amount thereof; and

(C) Would, by reason of their size, ad-
versely affect the status of the organi-
zation as normally being publicly sup-
ported for the applicable period de-
scribed in subparagraph (4) or (5) of
this paragraph.
In the case of a grant (as defined in
§ 1.509(a)–3(g) ) which meets the require-
ments of this subdivision, if the terms
of the granting instrument (whether
executed before or after 1969) require
that the funds be paid to the recipient
organization over a period of years, the
amount received by the organization
each year pursuant to the terms of

such grant may be excluded for such
year. However, no item of gross invest-
ment income may be excluded under
this subparagraph. The provisions of
this subparagraph shall apply to ex-
clude unusual grants made during any
of the applicable periods described in
subparagraph (4), (5), or (6) of this para-
graph. See subdivision (iv) of this sub-
paragraph as to reliance by a grantee
organization upon an unusual grant
ruling under this subparagraph.

(iii) Determining factors. In deter-
mining whether a particular contribu-
tion may be excluded under subdivision
(ii) of this subparagraph all pertinent
facts and circumstances will be taken
into consideration. No single factor
will necessarily be determinative. For
some of the factors similar to the fac-
tors to be considered, see § 1.509(a)–
3(c)(4).

(iv) Grantors and contributors. (A) As
to the status of grants and contribu-
tions which result in substantial and
material changes in the organization
(as described in subparagraph (4)(v)(a)
of this paragraph) and which fail to
meet the requirements for exclusion
under subdivision (ii) of this subpara-
graph, see the rules prescribed in sub-
paragraph (4)(v) (b) and (c) of this para-
graph.

(B) Prior to the making of any grant
or contribution which will allegedly
meet the requirements for exclusion
under subdivision (ii) of this subpara-
graph, a potential grantee organization
may request a ruling whether such
grant or contribution may be so ex-
cluded. Requests for such ruling may
be filed by the grantee organization
with the district director. The issuance
of such ruling will be at the sole discre-
tion of the Commissioner. The organi-
zation must submit all information
necessary to make a determination on
the factors referred to in subdivision
(iii) of this subparagraph. If a favorable
ruling is issued, such ruling may be re-
lied upon by the grantor or contributor
of the particular contribution in ques-
tion for purposes of sections 170, 507,
545(b)(2), 556(b)(2), 642(c), 4942, 4945, 2055,
2106(a)(2), and 2522 and by the grantee
organization for purposes of subdivi-
sion (ii) of this subparagraph.
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(v) Grants from public charities. Pursu-
ant to subdivision (i) of this subpara-
graph, contributions received from a
governmental unit or from a section
170(b)(1)(A)(vi) organization are not
subject to the 2 percent limitation de-
scribed in that subdivision unless such
contributions represent amounts which
have been expressly or impliedly ear-
marked by a donor to such govern-
mental unit or section 170(b)(1)(A)(vi)
organization as being for, or for the
benefit of, the particular organization
claiming section 170 (b)(1)(A)(vi) sta-
tus. See § 1.509(a)–3 (j)(3) for examples
illustrating the rules of this subdivi-
sion.

(7) Definition of support; special rules
and meaning of terms—(i) Definition of
support. For purposes of this paragraph,
the term support shall be as defined in
section 509(d) (without regard to sec-
tion 509(d)(2)). The term ‘‘support’’ does
not include:

(A) Any amounts received from the
exercise or performance by an organi-
zation of its charitable, educational, or
other purpose or function constituting
the basis for its exemption under sec-
tion 501(a). In general, such amounts
include amounts received from any ac-
tivity the conduct of which is substan-
tially related to the furtherance of
such purpose or function (other than
through the production of income), or

(B) Contributions of services for
which a deduction is not allowable.

For purposes of the 33 1/3 percent-of-
support test in subparagraph (2) of this
paragraph and the 10 percent-of-sup-
port limitation in subparagraph (3)(i)
of this paragraph, all amounts received
which are described in (a) or (b) of this
division are to be excluded from both
the numerator and the denominator of
the fractions determining compliance
with such tests, except as provided in
subdivision (ii) of this subparagraph.

(ii) Organizations dependent primarily
on gross receipts from related activities.
Notwithstanding the provisions of sub-
division (i) of this subparagraph, an or-
ganization will not be treated as satis-
fying the 33 1/3 percent-of-support test
in subparagraph (2) of this paragraph
or the 10 percent-of-support limitation
in subparagraph (3)(i) of this paragraph
if it receives:

(A) Almost all of its support (as de-
fined in section 509(d) ) from gross re-
ceipts from related activities; and

(B) An insignificant amount of its
support from governmental units
(without regard to amounts referred to
in subdivision (i)(a) of this subpara-
graph) and contributions made directly
or indirectly by the general public.
For example X, an organization de-
scribed in section 501(c)(3), is con-
trolled by A, its president. X received
$500,000 during the 4 taxable years im-
mediately preceding its current tax-
able year under a contract with the De-
partment of Transportation, pursuant
to which X has engaged in research to
improve a particular vehicle used pri-
marily by the Federal Government.
During this same period, the only other
support received by X consisted of
$5,000 in small contributions primarily
from X’s employees and business asso-
ciates. The $500,000 amount constitutes
support under section 509(d)(2) and
509(d)(2)(a) of this subdivision. Under
these circumstances, X meets the con-
ditions of (a) and (b) of this subdivision
and will not be treated as meeting the
requirements of either subparagraph (2)
or subparagraph (3) of this paragraph.
As to the rules applicable to organiza-
tions which fail to qualify under sec-
tion 170(b)(1)(A)(vi) because of the pro-
visions of this subdivision, see section
509(a)(2) and the regulations there-
under. For the distinction between
gross receipts (as referred to in section
509(d)(2)) and gross investment income
(as referred to in section 509(d)(4)), see
§ 1.509(a)–3(m).

(iii) Membership fees. For purposes of
this subparagraph, the term ‘‘support’’
shall include ‘‘membership fees’’ with-
in the meaning of § 1.509(a)–3(h) (that
is, if the basic purpose for making a
payment is to provide support for the
organization rather than to purchase
admissions, merchandise, services, or
the use of facilities).

(8) Support from a governmental unit.
(i) For purposes of subparagraphs (2)
and (3)(i) of this paragraph, the term
‘‘support from a governmental unit’’
includes any amounts received from a
governmental unit, including dona-
tions or contributions and amounts re-
ceived in connection with a contract
entered into with a governmental unit
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for the performance of services or in
connection with a Government re-
search grant. However, such amounts
will not constitute ‘‘support from a
governmental unit’’ for such purposes
if they constitute amounts received
from the exercise or performance of the
organization’s exempt functions as pro-
vided in subparagraph (7)(i)(a) of this
paragraph.

(ii) For purposes of subdivision (i) of
this subparagraph, any amount paid by
a governmental unit to an organization
is not to be treated as received from
the exercise or performance of its char-
itable, educational, or other purpose or
function constituting the basis for its
exemption under section 501(a) (within
the meaning of subparagraph (7)(i)(a) of
this paragraph) if the purpose of the
payment is primarily to enable the or-
ganization to provide a service to, or
maintain a facility for, the direct ben-
efit of the public (regardless of whether
part of the expense of providing such
service or facility is paid for by the
public), rather than to serve the direct
and immediate needs of the payor. For
example:

(A) Amounts paid for the mainte-
nance of library facilities which are
open to the public.

(B) Amounts paid under Government
programs to nursing homes or homes
for the aged in order to provide health
care or domiciliary services to resi-
dents of such facilities, and

(C) Amounts paid to child placement
or child guidance organizations under
Government programs for services ren-
dered to children in the community,
are considered payments the purpose of
which is primarily to enable the recipi-
ent organization to provide a service or
maintain a facility for the direct ben-
efit of the public, rather than to serve
the direct and immediate needs of the
payor. Furthermore, any amount re-
ceived from a governmental unit under
circumstances such that the amount
would be treated as a ‘‘grant’’ within
the meaning of § 1.509(a)–3(g) will gen-
erally constitute ‘‘support from a gov-
ernmental unit’’ described in this sub-
division, rather than an amount de-
scribed in subparagraph (7)(i)(a) of this
paragraph.

(9) Examples. The application of sub-
paragraphs (1) through (8) of this para-

graph may be illustrated by the fol-
lowing examples:

Example 1. (a) M is an organization referred
to in section 170(c)(2). For the years 1970
through 1973 (the applicable period with re-
spect to the taxable year 1974 under subpara-
graph (4) of this paragraph), M received sup-
port (as defined in subparagraphs (6) through
(8) of this paragraph) of $600,000 from the fol-
lowing sources:

Investment income ......................................... $300,000
City Y (a governmental unit referred to in

section 170(c)(1)) ........................................ 40,000
United Fund (an organization referred to in

section 170(b)(1)(A)(vi) ............................... 40,000
Contributions ................................................... 220,000

Total support ........................................ 600,000

(b) With respect to the taxable year 1974, M
‘‘normally’’ received in excess of 33 1/3 per-
cent of its support from a governmental unit
referred to in section 170(c)(1) and from di-
rect and indirect contributions from the gen-
eral public (as defined in subparagraph (6) of
this paragraph) computed as follows:

331⁄3 percent of total support ......................... $200,000

Support from a governmental unit referred to
in section 170(c)(1) ..................................... 40,000

Indirect contributions from the general public
(United Fund) .............................................. 40,000

Contributions by various donors (no one hav-
ing made contributions which total in ex-
cess of $12,000—2 percent of total sup-
port) ............................................................. 50,000

Six contributions (each in excess of
$12,000—2 percent total support)
6×$12,000 ................................................... 72,000

202,000

(c) Since the amount of X’s support from
governmental units referred to in section
170(c)(1) and from direct and indirect con-
tributions from the general public with re-
spect to the taxable year 1974 ‘‘normally’’ ex-
ceeds 33 1/3 percent of M’s total support for
the applicable period (1970–73), X meets the
33 1/3 percent-of-support test under subpara-
graph (2) of this paragraph and is therefore
treated as satisfying the requirements for
classification as a ‘‘publicly supported’’ or-
ganization under subparagraph (2) of this
paragraph for the taxable years 1974 and 1975
(there being no substantial and material
changes in the organization’s character, pur-
poses, methods of operation, or sources of
support in these years).

Example 2. N is an organization referred to
in section 170(c)(2). It was created to main-
tain public gardens containing botanical
specimens and displaying statuary and other
art objects. The facilities, works of art, and
a large endowment were all contributed by a
single contributor. The members of the gov-
erning body of the organization are unre-
lated to its creator. The gardens are open to
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the public without charge and attract a sub-
stantial number of visitors each year. For
the 4 taxable years immediately preceding
the current taxable year, 95 percent of the
organization’s total support was received
from investment income from its original
endowment. N also maintains a membership
society which is supported by members of
the general public who wish to contribute to
the upkeep of the gardens by paying a small
annual membership fee. Over the 4-year pe-
riod in question, these fees from the general
public constituted the remaining 5 percent of
the organization’s total support for such pe-
riod. Under these circumstances, N does not
meet the 33 1/3 percent-of-support test under
subparagraph (2) of this paragraph for its
current taxable year. Furthermore, since
only 5 percent of its total support is, with re-
spect to the current taxable year, normally
received from the general public, N does not
satisfy the 10 percent-of-support limitation
described in subparagraph (3)(i) of this para-
graph and cannot therefore be classified as
‘‘publicly supported’’ under subparagraph (3)
of this paragraph. For its current taxable
year, N therefore, is not an organization de-
scribed in section 170(b)(1)(A)(vi). Since N
has failed to satisfy the 10 percent-of-support
limitation under subparagraph (3)(i) of this
paragraph, none of the other requirements or
factors set forth in subparagraph (3) (iii)
through (vii) of this paragraph can be consid-
ered in determining whether N qualifies as a
‘‘publicly supported’’ organization.

Example 3. (a) O, an art museum, is an or-
ganization referred to in section 170(c)(2). In
1930, O was founded in Y City by the mem-
bers of a single family to collect, preserve,
interpret, and display to the public impor-
tant works of art. O is governed by a Board
of Trustees which originally consisted al-
most entirely of members of the founding
family. However, since 1945, members of the
founding family or persons standing in a re-
lationship to the members of such family de-
scribed in section 4946(a)(1)(C) through (G)
have annually constituted less than one-
fifth of the Board of Trustees. The remaining
board members are citizens of Y City from a
variety of professions and occupations who
represent the interests and views of the peo-
ple of Y City in the activities carried on by
the organization rather than the personal or
private interests of the founding family. O
solicits contributions from the general pub-
lic and for each of its 4 most recent taxable
years has received total contributions (in
small sums of less than $100, none of which
exceeds 2 percent of O’s total support for
such period) in excess of $10,000. These con-
tributions from the general public (as de-
fined in subparagraph (6) of this paragraph)
represent 25 percent of the organization’s
total support for such 4-year period. For this
same period, investment income from sev-
eral large endowment funds has constituted

75 percent of its total support. O expends
substantially all of its annual income for its
exempt purposes and thus depends upon the
funds it annually solicits from the public as
well as its investment income in order to
carry out its activities on a normal and con-
tinuing basis and to acquire new works of
art. O has, for the entire period of its exist-
ence, been open to the public and more than
300,000 people (from Y City and elsewhere)
have visited the museum in each of its four
most recent taxable years.

(b) Under these circumstances, O does not
meet the 33 1/3 percent-of-support test under
subparagraph (2) of this paragraph for its
current year since it has received only 25
percent of its total support for the applicable
4-year period from the general public. How-
ever, under the facts set forth above, O has
met the 10 percent-of-support limitation
under subparagraph (3)(i), as well as the re-
quirements of subparagraph (3)(ii), of this
paragraph. Under all of the facts set forth in
this example, O is considered as meeting the
requirements of subparagraph (3) of this
paragraph on the basis of satisfying subpara-
graph (3) (i) and (ii) of this paragraph and the
factors set forth in subparagraph (3) (iii),
(iv), (v), and (vi) of this paragraph, and is
therefore classified as a ‘‘publicly supported
organization’’ under subparagraph (1) of this
paragraph for its current taxable year and
the immediately succeeding taxable year
(there being no substantial and material
changes in the organization’s character, pur-
poses, methods of operation, or sources of
support in these years).

Example 4. (a) In 1960, the P Philharmonic
Orchestra was organized in Z City through
the combined efforts of a local music society
and a local women’s club to present to the
public a wide variety of musical programs
intended to foster music appreciation in the
community. P is an organization referred to
in section 170(c)(2). The orchestra is com-
posed of professional musicians who are paid
by the association. Twelve performances
open to the public are scheduled each year. A
small admission charge is made for each of
these performances. In addition, several per-
formances are staged annually without
charge. During its 4 most recent taxable
years, P has received separate contributions
of $200,000 each from A and B (not members
of a single family) and support of $120,000
from the Z Community Chest, a public fed-
erated fundraising organization operating in
Z City. P depends on these funds in order to
carry out its activities and will continue to
depend on contributions of this type to be
made in the future. P has also begun a fund-
raising campaign in an attempt to expand its
activities for the coming years. P is gov-
erned by a Board of Directors comprised of
five individuals. A faculty member of a local
college, the president of a local music soci-
ety, the head of a local banking institution,
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a prominent doctor, and a member of the
governing body of the local chamber of com-
merce currently serve on the Board and rep-
resent the interests and views of the commu-
nity in the activities carried on by P.

(b) With respect to P’s current taxable
year, P’s sources of support are computed on
the basis of the 4 immediately preceding
years, as follows:

Contributions ................................................... $520,000
Receipts from performances .......................... 100,000

Total support ........................................... 620,000
Less:

Receipts from performances (excluded under
subparagraph (7)(i)(a) of this paragraph) ... 100,000

Total support for purposes of subpara-
graphs (2) and (3)(i) of this paragraph 520,000

(c) For purposes of subparagraphs (2) and
(3)(i) of this paragraph, P’s support is com-
puted as follows:

Z Community Chest (indirect support from
the general public) ...................................... $120,000

Two contributions (each in excess of
$10,400—2 percent of total support)
2×$10,400 ................................................... 20,800

Total ......................................................... 140,800

(d) P’s support from the general public, di-
rectly and indirectly, does not meet the 33 1/
3 percent-of-support test under subparagraph
(2) of this paragraph ($140,800/$520,000=27 per-
cent of total support). However, since P re-
ceives 27 percent of its total support from
the general public, it meets the 10 percent-
of-support limitation under subparagraph
(3)(i) of this paragraph. P also meets the re-
quirements of subparagraph (3)(ii) of this
paragraph. As a result of satisfying these re-
quirements and the factors set forth in sub-
paragraph (3) (iii), (iv), (v), and (vi) of this
paragraph, P is considered as meeting the re-
quirements of subparagraph (3) of this para-
graph and is therefore considered to be a
‘‘publicly supported’’ organization under
subparagraph (1) of this paragraph.

(e) If, instead of the above facts, P were a
newly created organization, P could obtain a
ruling pursuant to subparagraph (5) of this
paragraph by reason of its purposes, organi-
zational structure and proposed method of
operation. Even if P had initially been found-
ed by the contributions of a few individuals,
such fact would not, in and of itself, dis-
qualify P from receiving a ruling under sub-
paragraph (5) of this paragraph.

Example 5. (a) Q is an organization referred
to in section 170(c)(2). It is a philanthropic
organization founded in 1965 by A for the
purpose of making annual contributions to
worthy charities. A created Q as a charitable
trust by the transfer of $500,000 worth of ap-
preciated securities to Q.

Pursuant to the trust agreement, A and
two other members of his family are the sole
trustees and are vested with the right to ap-
point successor trustees. In each of its four

most recent taxable years, Q received $15,000
in investment income from its original en-
dowment. Each year Q makes a solicitation
for funds by operating a charity ball at A’s
residence. Guests are invited and requested
to make contributions of $100 per couple.
During the 4-year period involved, $15,000
was received from the proceeds of these
events. A and his family have also made con-
tributions to Q of $25,000 over the course of
the organization’s 4 most recent taxable
years. Q makes disbursements each year of
substantially all of its net income to the
public charities chosen by the trustees.

(b) With respect to Q’s current taxable
year, Q’s sources of support are computed on
the basis of the 4 immediately preceding
years as follows:

Investment income ......................................... $60,000
Contributions ................................................... 40,000

Total support ........................................... 100,000

(c) For purposes of subparagraphs (2) and
(3)(i) of this paragraph, Q’s support is com-
puted as follows:

Contributions from the general public ............ $15,000
One contribution (in excess of $2,000—2

percent of total support) 1×$2,000 ............. 2,000

Total ......................................................... 17,000

(d) Q’s support from the general public
does not meet the 33 1/3 percent-of-support
test under subparagraph (2) of this paragraph
($17,000/$100,000=17 percent of total support).
Thus, Q’s classification as a ‘‘publicly sup-
ported’’ organization depends on whether it
meets the requirements of subparagraph (3)
of this paragraph. Even though it satisfies
the 10 percent-of-support limitation under
subparagraph (3)(i) of this paragraph, its
method of solicitation makes it questionable
whether Q satisfies the requirements of sub-
paragraph (3)(ii) of this paragraph. Because
of its method of operating, Q also has a
greater burden of establishing its publicly
supported nature under subparagraph (3)(iii)
of this paragraph. Based upon the foregoing
and upon Q’s failure to receive favorable con-
sideration under the factors set forth in sub-
paragraph (3) (iv), (v), and (vi) of this para-
graph, Q does not satisfy the requirements of
subparagraph (3) of this paragraph as a ‘‘pub-
licly supported’’ organization.

(e) If, instead of the above facts, Q were a
newly created organization, Q would not be
able to receive a ruling pursuant to subpara-
graph (5) of this paragraph. Its purposes, or-
ganizational structure, and method of oper-
ation would be insufficient to establish that
Q could reasonably be expected to meet the
requirements of subparagraph (2) or (3) of
this paragraph for its first 2 or its first 5 tax-
able years.

(10) Community trusts; introduction.
Community trusts have often been es-
tablished to attract large contributions
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of a capital or endowment nature for
the benefit of a particular community
or area, and often such contributions
have come initially from a small num-
ber of donors. While the community
trust generally has a governing body
comprised of representatives of the
particular community or area, its con-
tributions are often received and main-
tained in the form of separate trusts or
funds, which are subject to varying de-
grees of control by the governing body.
To qualify as a ‘‘publicly supported’’
organization, a community trust must
meet the 33 1/3 percent-of-support test
of paragraph (e)(2) of this section, or, if
it cannot meet that test, be organized
and operated so as to attract new and
additional public or governmental sup-
port on a continuous basis sufficient to
meet the facts and circumstances test
of paragraph (e)(3) of this section. Such
facts and circumstances test includes a
requirement of attraction of public
support in paragraph (e)(3)(ii) of this
section which, as applied to commu-
nity trusts will generally satisfied, if
they seek gifts and bequests from a
wide range of potential donors in the
community or area served, through
banks or trust companies, through at-
torneys or other professional persons,
or in other appropriate ways which call
attention to the community trust as a
potential recipient of gifts and
berquests made for the benefit of the
community or area served. A commu-
nity trust is not required to engage in
periodic, community-wide, fund-raising
campaigns directed toward attracting a
large number of small contributions in
a manner similiar to campaigns con-
ducted by a community chest or united
fund. Paragraph (e) (12) and (13) of this
section provide a transitional ruling
period for certain community trusts in
existence before November 11, 1976 that
had irregular public support, so that
they can meet the requirements of
paragraph (e) (2) or (3) of this section
based on the 4-year computation period
described in paragraph (e)(4) of this
section. Paragraph (e)(11) of this sec-
tion provides rules for determining the
extent to which separate trusts or
funds may be treated as component
parts of a community trust, fund or
foundation (herein collectively referred
to as a ‘‘community trust’’, and some-

times referred to as an ‘‘organization’’)
for purposes of meeting the require-
ments of this paragraph for classifica-
tion as a ‘‘publicly supported’’ organi-
zation. Paragraph (e)(14) of this section
contains rules for trusts or funds which
are prevented from qualifying as com-
ponent parts of a community trust by
paragraph (e)(11) of this section.

(11) Community trusts; requirements for
treatment as a single entity—(i) General
rule. For purposes of sections 170, 501,
507, 508, 509, and Chapter 42, any organi-
zation that meets the requirements
contained in paragraph (e)(11) (iii)
through (iv) of this section will be
treated as a single entity, rather than
as an aggregation of separate funds,
and except as otherwise provided, all
funds associated with such organiza-
tion (whether a trust, not-for-profit
corporation, unincorporated associa-
tion, or a combination thereof) which
meet the requirements of paragraph
(e)(11)(ii) of this section will be treated
as component parts of such organiza-
tion.

(ii) Component part of a community
trust. In order to be treated as a compo-
nent part of a community trust re-
ferred to in paragraph (e)(11) of this
section (rather than as a separate trust
or not-for-profit corporation or asso-
ciation) a trust or fund:

(A) Must be created by a gift, be-
quest, legacy, devise, or other transfer
to a community trust which is treated
as a single entity under paragraph
(e)(11) of this section; and

(B) May not be directly or indirectly
subjected by the transferor to any ma-
terial restriction or condition (within
the meaning of § 1.507–2(a)(8) with re-
spect to the transferred assets.
For purposes of paragraph (e)(11)(ii)(B)
of this section, if the transferor is not
a private foundation, the provisions of
§ 1.507–2(a)(8) shall be applied to the
trust or fund as if the transferor were
a private foundation established and
funded by the person establishing the
trust or fund and such foundation
transferred all its assets to the trust or
fund. Any transfer made to a fund or
trust which is treated as a component
part of a community trust under para-
graph (e)(11)(ii) of this section will be
treated as a transfer made ‘‘to’’ a ‘‘pub-
licly supported’’ community trust for
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purposes of section 170(b)(1)(A) and
507(b)(1)(A) if such community trust
meets the requirements of section
170(b)(10(A)(vi) as a ‘‘publicly sup-
ported’’ organization at the time of the
transfer, except as provided in § 1.170A–
9(e)(4)(v)(b) or § 1.508–1(b) (4) and (6) (re-
lating, generally, to reliance by
grantors and contributors). See, also,
paragraph (e)(14) (ii) and (iii) of this
section for special provisions relating
to split-interest trusts and certain pri-
vate foundations described in section
170(b)(1)(E)(iii).

(iii) Name. The organization must be
commonly known as a community
trust, fund, foundation or other similar
name conveying the concept of a cap-
ital or endoment fund to support chari-
table activities (within the meaning of
section 170(c)(1) or (2)(B)) in the com-
munity or area it serves.

(iv) Common instrument. All funds of
the organization must be subject to a
common governing instrument or a
master trust or agency agreement
(herein referred to as the ‘‘governing
instrument’’), which may be embodied
in a single document or several docu-
ments containing common language.
Language in an instrument of transfer
to the community trust making a fund
subject to the community trust’s gov-
erning instrument or master trust or
agency agreement will satisfy the re-
quirements of paragraph (e)(11)(iv) of
this section. In addition, if a commu-
nity trust adopts a new governing in-
strument (or creates a corporation) to
put into effect new provisions (apply-
ing to future transfers to the commu-
nity trust), the adoption of such new
governing instrument (or creation of a
corporation with a governing instru-
ment) which contains common lan-
guage with the existing governing in-
strument shall not preclude the com-
munity trust from meeting the require-
ments of such paragraph (e)(11)(iv).

(v) Common governing body. (A) The
organization must have a common gov-
erning body or distribution committee
(herein referred to as the ‘‘governing
body’’) which either directs or, in the
case of a fund designated for specified
beneficiaries, monitors the distribution
of all of the funds exclusively for chari-
table purposes (within the meaning of
section 170(c) (1) or (2)(B)).

For purposes of this (v) a fund is des-
ignated for specified beneficiaries only
if no person is left with the discretion
to direct the distribution of the fund.

(B) Powers of modification and removal.
Except as provided in paragraph
(e)(11)(v)(C) of this section, the gov-
erning body must have the power in
the governing instrument, the instru-
ment of transfer, the resolutions or by-
laws of the governing body, a written
agreement, or otherwise—

(1) To modify any restriction or con-
dition on the distribution of funds for
any specified charitable purposes or to
specified charitable purposes or to
specified organizations if in the sole
judgment of the governing body (with-
out the necessity of the approval of
any participating trustee, custodian, or
agent), such restriction or condition
becomes, in effect, unnecessary, in-
capable of fulfillment, or inconsistent
with the charitable needs of the com-
munity or area served;

(2) To replace any participating
trustee, custodian, or agent for breach
of fiduciary duty under State law; and

(3) To replace any participating
trustee, custodian, or agent for failure
to produce a reasonable (as determined
by the governing body) return of net
income (within the meaning of para-
graph (e)(11)(v)(F) of this section) over
a reasonable period of time (as deter-
mined by the governing body).

The fact that the exercise of any such
power in paragraph (e)(11)(v)(B) (1), (2)
or (3) of this section is reviewable by
an appropriate State authority will not
preclude the community trust from
meeting the requirements of paragraph
(e)(11)(v)(B) of this section.

(C) Transitional rule. (1) Notwith-
standing paragraph (e)(11)(v)(B) of this
section, if a community trust meets
the requirements of paragraph
(e)(11)(v)(C)(2) of this section, then in
the case of any instrument of transfer
which is executed before July 19, 1977
and is not revoked or amended there-
after (with respect to any dispositive
provision affecting the transfer to the
community trust), and in the case of
any instrument of transfer which is ir-
revocable on January 19, 1982, the gov-
erning body must have the power to
cause proceedings to be instituted (by
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request to the appropriate State au-
thority):

(i) To modify any restriction or con-
dition on the distribution of funds for
any specified charitable purposes or to
specified organizations if in the judg-
ment of the governing body such re-
striction or condition becomes, in ef-
fect, unnecessary, incapable of fulfill-
ment, or inconsistent with the chari-
table needs of the community or area
served; and (ii) To remove any partici-
pating trustee, custodian, or agent for
breach of fiduciary duty under State
law.
The necessity for the governing body
to obtain the approval of a partici-
pating trustee to exercise such a power
shall be treated as not preventing the
governing body from having such
power, unless (and until) such approval
has been (or is) requested by the gov-
erning body and has been (or is) denied.

(2) Paragraph (e)(11)(v)(C)(1) of this
section shall not apply unless the com-
munity trust meets the requirements
of paragraph (e)(11)(v)(B) of this sec-
tion, with respect to funds other than
those under instruments of transfer de-
scribed in the first sentence of such
paragraph (e)(11)(v)(C)(1), by January
19, 1978, or such later date as the Com-
missioner may provide for such com-
munity trust, and unless the commu-
nity trust does not, once it so com-
plies, thereafter solicit for funds that
will not qualify under the requirements
of such paragraph (e)(11)(v)(B).

(D) Inconsistent State law. (1) For pur-
poses of paragraph (e)(11)(v)(B) (1), (2),
or (3) or (C)(1) (i) or (ii) or (E) of this
section, if a power described in such a
provision is inconsistent with State
law even if such power were expressly
granted to the governing body by the
governing instrument and were accept-
ed without limitation under an instru-
ment of transfer, then the community
trust will be treated as meeting the re-
quirements of such a provision if it
meets such requirements to the fullest
extent possible consistent with State
law (if such power is or had been so ex-
pressly granted).

(2) For example, if, under the condi-
tions of paragraph (e)(11)(v)(D)(1) of
this section, the power to modify is in-
consistent with State law, but the
power to institute proceedings to mod-

ify if so expressly granted, would be
consistent with State law, the commu-
nity trust will be treated as meeting
such requirements to the fullest extent
possible if the governing body has the
power (in the governing instrument or
otherwise) to institute proceedings to
modify a condition or restriction. On
the other hand, if in such a case the
community trust has only the power to
cause proceedings to be instituted to
modify a condition or restriction, it
will not be treated as meeting such re-
quirements to the fullest extent pos-
sible.

(3) In addition, if, for example, under
the conditions of paragraph
(e)(11)(v)(D)(1) of this section, the
power to modify and the power to insti-
tute proceedings to modify a condition
or restriction is inconsistent with
State law, but the power to cause such
proceedings to be instituted would be
consistent with State law, if it were ex-
pressly granted in the governing in-
strument and if the approval of the
State Attorney General were obtained,
then the community trust will be
treated as meeting such requirements
to the fullest extent possible if it has
the power (in the governing instrument
or otherwise) to cause such proceedings
to be instituted, even if such pro-
ceedings can be instituted only with
the approval of the State Attorney
General.

(E) Exercise of powers. The governing
body shall (by resolution or otherwise)
commit itself to exercise the powers
described in paragraph (e)(11)(v) (B), (C)
and (D) of this section in the best in-
terests of the community trust. The
governing body will be considered not
to be so committed where it has
grounds to exercise such a power and
fails to exercise it by taking appro-
priate action. Such appropriate action
may include, for example, consulting
with the appropriate State authority
prior to taking action to replace a par-
ticipating trustee.

(F) Reasonable return. In addition to
the requirements of paragraph
(e)(11)(v) (B), (C), (D) or (E) of this sec-
tion, the governing body shall (by reso-
lution or otherwise) commit itself to
obtain information and take other ap-
propriate steps with the view to seeing
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that each participating trustee, custo-
dian, or agent, with respect to each re-
stricted (within the meaning of para-
graph (e)(13)(x) of this section) trust or
fund that is, and with respect to the
aggregate of the unrestricted trusts or
funds that are, a component part of the
community trust, administers such
trust or fund in accordance with the
terms of its governing instrument and
accepted standards of fiduciary con-
duct to produce a reasonable return of
net income (or appreciation where not
inconsistent with the community
trust’s need for current income), with
due regard to safety of principal, in
furtherance of the exempt purposes of
the community trust (except for assets
held for the active conduct of the com-
munity trust’s exempt activities). In
the case of a low return of net income
(and, where appropriate, appreciation),
the Internal Revenue Service will ex-
amine carefully whether the governing
body has, in fact, committed itself to
take the appropriate steps.

(vi) Common reports. The organization
must prepare periodic financial reports
treating all of the funds which are held
by the community trust, either di-
rectly or in component parts, as funds
of the organization.

(vii) Transitional rule. If the gov-
erning instrument of a community
trust (or an instrument of transfer) is
inconsistent with the requirements of
paragraph (e)(11) (iv) or (v) of this sec-
tion but with respect to gifts or be-
quests acquired before January 1, 1982,
the community trust changes its gov-
erning instrument (or instrument of
transfer) by the later of November 11,
1977, or one year after the gift or be-
quest is acquired, in order to conform
such instruments to such provisions,
then such an instrument shall be treat-
ed as consistent with paragraph (e)(11)
(iv) or (v) of this section for taxable
years beginning after December 31,
1969. In addition, if prior to the later of
such dates, the organization has insti-
tuted court proceedings in order to
conform such an instrument, then it
may apply (prior to the later of such
dates) for an extension of the period to
conform such instrument to such pro-
visions. Such application shall be made
to the Commissioner of Internal Rev-
enue, Attention: E:EO, Washington, DC

20224. The Commissioner, at the Com-
missioner’s discretion, may grant such
an extension, if in the Commissioner’s
opinion such a change will conform the
instrument to such provisions and will
be made within a reasonable time.

(12) Community trusts qualifying for 5-
year transitional ruling period—(i) In
general. Paragraph (e) (12) and (13) of
this section contain transitional rules
for certain community trusts in exist-
ence before November 11, 1976 which
are unable to meet the requirements of
paragraph (e) (2) or (3) of this section
based upon a 4-year computation pe-
riod under paragraph (e)(4) of this sec-
tion. A community trust that satisfies
the requirements of paragraph
(e)(12)(ii) of this section will be eligible
for a transitional ruling or determina-
tion letter that it will be treated as a
section 170(b)(1)(A)(vi) organization for
a 5-year transitional ruling period (re-
ferred to in this section as ‘‘transi-
tional ruling or determination letter’’).
These transitional rules apply to:

(A) A community trust which has
been in existence less than 9 taxable
years before November 11, 1976; and

(B) Other community trusts that for
each taxable year beginning after De-
cember 31, 1969, and before January 1,
1978, qualify as ‘‘publicly supported’’
under paragraph (e) (2) or (3) of this
section based upon a computation pe-
riod of either:

(1) 10 taxable years, or
(2) The number of taxable years (but

not more than 20 nor less than 10) pre-
ceding such taxable year that the orga-
nization was in existence.
For special rules in applying the re-
quirements of paragraph (e) (2) or (3) of
this section based upon such computa-
tion periods, see paragraph (e)(12)(v) of
this section. For purposes of paragraph
(e)(12) of this section the initial tax-
able year of the 5-year transitional rul-
ing period (hereinafter referred to as
the ‘‘transitional ruling period’’) shall
be the organization’s taxable year be-
ginning in 1977, and (unless terminated
earlier) the last year of the transi-
tional ruling period is the organiza-
tion’s taxable year which begins in
1981.

(ii) Transitional 5-year ruling. (A) If a
community trust meets the require-
ments of paragraph (e) (11), (12) and (13)
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of this section and can reasonably be
expected to meet the requirements of
paragraph (e) (2) or (3) of this section:

(1) For each of its taxable years (if
such a year begins after its tenth tax-
able year) beginning in 1978, 1979, 1980
and 1981 based upon a 10-year computa-
tion period, and

(2) For its taxable year beginning in
1982 based upon a 4-year computation
period under paragraph (e)(4) of this
section;
it may, at the discretion of the Com-
missioner, receive a transitional ruling
or determination letter for the transi-
tional ruling period.

(B)(1) However, if for the taxable year
beginning in 1977, a community trust
can meet the requirements of para-
graph (e)(12)(i)(B) of this section only
by using the computation period of its
existence described in paragraph
(e)(12)(i)(B)(2) of this section, then the
community trust may meet the re-
quirements of paragraph (e)(12)(ii)(A)(1)
of this section if it is reasonably ex-
pected to meet the requirements of
paragraph (e) (2) or (3) of this section
for each of its taxable years beginning
in 1978, 1979, 1980 and 1981 based upon a
computation period consisting of the
number of taxable years (but not more
than 20 nor less than 10) preceding such
taxable year that the organization was
in existence.

(2) In the case of a community trust
that will not have been in existence
more than ten taxable years as of its
taxable year beginning in 1981, a tran-
sitional ruling or determination letter
for the transitional ruling period will
not be granted unless the community
trust can reasonably be expected to
meet the requirements of paragraph (e)
(2) or (3) of this section for its taxable
year beginning in 1982 based upon a 4-
year computation period under para-
graph (e)(4) of this section and also a
computation period consisting of the
taxable years the organization has
been in existence (other than the orga-
nization’s taxable year beginning in
1982).

(C) A community trust that is eligi-
ble for a transitional ruling or deter-
mination letter must apply with the
district director for such ruling or de-
termination letter within one year
after November 11, 1976. A transitional

ruling or determination letter will be
granted only if the requesting organi-
zation files with its request for such
ruling or determination letter a con-
sent letter under section 6501(c)(4) to
the effect that the period of limitation
upon assessment under section 4940 for
all taxable years beginning before Jan-
uary 1, 1982 during the transitional rul-
ing period shall not expire prior to 1
year after the date of the expiration of
the time prescribed by law for the as-
sessment of a deficiency for its taxable
year beginning in 1981. The provisions
of paragraph (e)(5)(iii) of this section
(relating to reliance upon ruling) shall
apply with respect to a community
trust which receives a transitional rul-
ing or determination letter and with
respect to its grantors and contribu-
tors, expect that the transitional rul-
ing period described in paragraph
(e)(12)(ii) of this section shall be sub-
stituted for the advance ruling period
described in paragraph (e)(5) (i) or (iv)
of this section.

(D) A community trust does not have
to meet the requirements of paragraph
(e)(13) of this section for taxable years
beginning prior to the date of its appli-
cation for a transitional ruling or de-
termination letter or for any taxable
year beginning after the expiration or
termination of its transitional ruling
or determination letter. In applying
paragraph (e)(13) of this section to or-
ganizations applying for a transitional
ruling or determination letter, para-
graph (e)(13) (x) and (xii) of this section
(relating to unrestricted gifts and ex-
cess holdings, respectively) shall be ap-
plied without regard to assets acquired
prior to November 11, 1976. In addition,
if within 1 year from acquiring any
asset, the community trust removes
any restriction inconsistent with para-
graph (e)(13) of this section, such asset
shall be treated as if it were not sub-
ject to such restriction as of the time
it was acquired. Since under paragraph
(e)(12)(ii)(D) of this section, a commu-
nity trust does not have to meet the
requirements of paragraph (e)(13) of
this section for taxable years beginning
prior to the date of its application for
the transitional ruling or determina-
tion letter, then if the community
trust makes such application in its

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00099 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



104

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–9

taxable year beginning 1977 and it ter-
minates such ruling or determination
letter in such year as well, such a com-
munity trust does not have to meet
such requirements for any taxable
year.

(E) After the transitional ruling or
determination letter of an organization
has expired or been terminated under
paragraph (e)(12)(iii) of this section,
the organization must qualify as a
‘‘publicly supported’’ organization pur-
suant to the rules set forth in para-
graph (e) (1) through (11) of this sec-
tion. Thus, since the transitional rul-
ing period of a community trust ex-
pires with its taxable year beginning in
1981, for its taxable year beginning in
1982 and thereafter, the community
trust must meet the requirements of
paragraph (e) (2) or (3) of this section
based upon the 4-year computation pe-
riod under paragraph (e)(4) of this sec-
tion.

(iii) Termination of transitional ruling.
(A) The transitional ruling or deter-
mination letter issued under this para-
graph is subject to termination under
paragraph (e)(12)(iii) (B) or (D) of this
section without a request from the or-
ganization. In addition, such a ruling
or determination letter is subject to
termination under paragraph
(e)(12)(iii)(E) of this section at the re-
quest of the organization. A transi-
tional ruling or determination letter is
subject to termination for any taxable
year beginning after December 31, 1976,
and before January 1, 1982, under para-
graph (e)(12)(iii) (B), (D) or (E) of this
section.

(B) The transitional ruling or deter-
mination letter issued under this para-
graph shall be terminated for any tax-
able year (if such a year begins after
its tenth taxable year) beginning in
1978, 1979, 1980 or 1981 for which a com-
munity trust receiving such a ruling or
determination letter fails to meet the
requirements of paragraph (e) (2) or (3)
of this section for a 10-year computa-
tion period, except as provided in para-
graph (e)(12)(iii)(C) of this section.

(C) In applying paragraph
(e)(12)(iii)(B) of this section to a com-
munity trust described in paragraph
(e)(12)(ii)(B)(1) of this section, a com-
putation period consisting of the num-
ber of taxable years (but not more than

20 nor less than 10) preceding such tax-
able year that the organization has
been in existence shall be substituted
for the 10-year computation period
until the first taxable year beginning
in 1978, 1979, 1980 or 1981 that the com-
munity trust can meet the require-
ments of paragraph (e) (2) or (3) of this
section based upon a 10-year computa-
tion period.

(D) The Commissioner may, at the
discretion of the Commissioner, termi-
nate the transitional ruling or
determation letter of any community
trust for any taxable year beginning
prior to January 1, 1982, for which the
organization fails to meet the require-
ments of paragraph (e) (11), (12) or (13)
of this section as provided in paragraph
(e)(12)(ii) of this section.

(E) A community trust may request
an immediate termination of the com-
munity trust’s transitional ruling or
determination letter in order that, for
the current taxable year, it may be de-
termined if such community trust
meets the requirements of paragraph
(e) (2) or (3) of this section based upon
a 4-year computation period under
paragraph (e)(4) of this section. Such a
request shall be granted and the transi-
tional ruling or determination letter
terminated only if the community
trust meets such requirements, and in
the case of an organization that has
been in existence less than 11 taxable
years at the time of such request, the
organization also meets the require-
ments of paragraph (e) (2) or (3) of this
section for the computation period con-
sisting of the taxable years that the or-
ganization has been in existence.

(iv) Initial determination of status. (A)
The initial determination of status of a
community trust is the first deter-
mination (other than by issuance of an
advance ruling or determination letter
under paragraph (e)(5) or a transitional
ruling or determination letter under
paragraph (e)(12)(ii) of this section)
that the community trust will be con-
sidered as ‘‘normally’’ meeting the re-
quirements of paragraph (e) (2) or (3) of
this section for a period beginning with
its first taxable year.

(B)(1) In the case of a community
trust described in paragraph
(e)(12)(i)(B) of this section, the initial
determination of status shall be made
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for the community trust’s taxable year
beginning in 1977 if such community
trust has met the requirements of
paragraph (e) (2) or (3) of this section
for its taxable year beginning in 1977,
based upon a 10-year computation pe-
riod.

(2) In the case of any other commu-
nity trust described in paragraph
(e)(12)(i)(B) of this section (but not de-
scribed in paragraph (e)(12)(iv) (B)(1) of
this section), the initial determination
of status shall be made for its first tax-
able year beginning after December 31,
1976 and before January 1, 1982, for
which it meets the requirements of
paragraph (e) (2) or (3) of this section
based upon a 10-year computation pe-
riod (if the community trust has re-
ceived a transitional ruling or deter-
mination letter that has not been ter-
minated before such taxable year).

(C) In the case of a community trust
described in paragraph (e)(12)(i)(A) of
this section (relating to an organiza-
tion in existence less than 9 taxable
years) that reaches its 11th taxable
year before its taxable year beginning
in 1982, its initial determination of sta-
tus a 10-year computation period (if it
has received a transitional ruling or
determination letter that has not been
terminated before such taxable year).

(D) If a community trust has not re-
ceived an initial determination of sta-
tus shall be for its 11th taxable year
based upon prior to the expiration or
termination of its transitional ruling
period, the initial determination of
status shall be made:

(1) In the case of an expiration, for
the taxable year beginning in 1982, or

(2) In the case of a termination, for
the last taxable year of the terminated
transitional period.
Based upon a 4-year computation pe-
riod under paragraph (e)(4) of this sec-
tion. In the case of an organization
that has been in existence less than 11
taxable years at such time, the initial
determination of status shall also be
based upon a computation period con-
sisting of the taxable years it has been
in existence. For example, if the initial
determination of status (for an organi-
zation that has been in existence for at
least 11 taxable years) is made for its
taxable year beginning in 1982, then,
except as provided in paragraph

(e)(4)(v) of this section (relating to ex-
ception for material changes of sup-
port), such determination shall be
based upon a 4-year computation pe-
riod ending with the taxable year be-
ginning in 1980 or 1981 (treating the
taxable year beginning in 1982, as the
subsequent year or current year, re-
spectively).

On the other hand, if, for example, the
transitional ruling or determination
letter is terminated in the taxable year
beginning in 1980, then, except as pro-
vided in such paragraph (e)(4)(v), the
initial determination of status shall be
made for the taxable year beginning in
1980 based upon the 4-year computation
period ending with the taxable year be-
ginning in 1978 or 1979.

(v) Special rules—(A) Consequences of
organization failing to meet require-
ments at end of transitional period. If
upon the expiration (or termination) of
the transitional period an organization
with a transitional ruling or deter-
mination letter fails to meet the re-
quirements of paragraph (e) (2) or (3) of
this section based upon the 4-year com-
putation period of paragraph (e)(4) of
this section, it shall not be treated as
an organization described in section
170(b)(1)(A)(vi) for its taxable year be-
ginning in 1982 (or for the last taxable
year of its terminated transitional pe-
riod, as the case may be). If, by reason
of failing to qualify as an organization
described in section 170(b)(1)(A)(vi),
such organization becomes a private
foundation, then the organization will
be a private foundation for its taxable
year beginning in 1982 (or the last tax-
able year of its terminated transitional
period, as the case may be) and all sub-
sequent taxable years, unless and until
it terminates its status under section
507. In addition, such an organization is
a private foundation for all taxable
years beginning prior to its taxable
year beginning in 1982 (or for the last
taxable year of the terminated transi-
tion period, as the case may be), ex-
cept:

(1) That if the organization had re-
ceived an initial determination of sta-
tus that it met the requirements of
paragraph (e) (2) or (3) of this section,
then the organization will be treated as
‘‘publicly supported’’ for the taxable
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years to which the initial determina-
tion of status is effective, as well as for
all taxable years beginning after the
last of such years and before January 1,
1982, for which the organization con-
secutively meets the requirements of
paragraph (e) (2) or (3) of this section
based upon a 10-year computation pe-
riod,

(2) That in the case of an organiza-
tion that has reached its tenth taxable
year of existence before January 1,
1970, if the organization has not re-
ceived an initial determination of sta-
tus prior to its taxable year beginning
in 1982, then the organization will be
treated as ‘‘publicly supported’’ for
each taxable year beginning before
January 1, 1977, that the organization,
beginning with the taxable year begin-
ning in 1970, consecutively met the re-
quirements of paragraph (e) (2) or (3) of
this section based upon a 10-year com-
putation period, or

(3) That in the case of an organiza-
tion whose 11th taxable year of its ex-
istence began after December 31, 1970
and before January 1, 1977, if the orga-
nization has not received an initial de-
termination of status prior to its tax-
able year beginning in 1982, but the or-
ganization for its 11th taxable year of
existence met the requirements of
paragraph (e) (2) or (3) of this section
based upon a 10-year computation pe-
riod, then the organization will be
treated as ‘‘publicly supported’’ for the
first 12 taxable years of its existence.
In addition, such an organization will
be so treated for its 13th taxable year
and each subsequent taxable year (if
such a year begins before January 1,
1977) that the organization, beginning
with its 12th taxable year, consecu-
tively met the requirements of para-
graph (e) (2) or (3) of this section based
upon a 10-year computation period.

(4) To the extent provided in para-
graph (e)(4)(vii) of this section (relat-
ing to special rule for organization
with existing rulings), § 1.508–1(b) (re-
lating to notice that an organization is
not a private foundation) or § 1.509(a)–7
(relating to reliance by grantors and
contributors to section 509(a) (1), (2),
and (3) organizations).

(B) Computation period. In applying
the requirements of paragraph (e) (2) or
(3) of this section to a 10-year or other

computation period under paragraph
(e) (12) or (13) of this section, such 10-
year or other computation period shall
be substituted for the 4-year computa-
tion period of paragraph (e)(4) of this
section. Thus, for example, an organi-
zation will (except as provided in para-
graph (e)(4)(v) of this section relating
to exemption for material changes in
sources of support) meet the ‘‘publicly
supported’’ test of this paragraph for
the taxable year beginning in 1977
based upon a 10-year computation pe-
riod, if it met the requirements of
paragraph (e) (2) or (3) of this section
for a computation period consisting of
either the taxable years beginning in
the years 1966 through 1975 or the years
1967 through 1976, since under para-
graph (e)(4) of this section, meeting the
requirements for a computation period
is effective for the current taxable year
and the immediately succeeding tax-
able year. However, in substituting a
10-year or other computation period for
the 4-year computation period of para-
graph (e)(4) of this section, the rules of
such paragraph (e) (4) and (6) apply, in-
cluding the 2-percent limitation under
paragraph (e)(6)(i) of this section and
the exclusion for unusual grants under
paragraph (e)(6)(ii) of this section. In
applying such provisions, the fact that
the computation period is other than a
4-year computation period shall be
taken into account, so that, for exam-
ple, the 2-percent limitation shall be
applied, in the case of a 10-year com-
putation period, with reference to 2
percent of the organization’s total sup-
port for the 10-year computation period
rather than a 4-year computation pe-
riod.
In addition, in substituting a 10-year or
other computation period for purposes
of paragraph (e)(3) of this section, all of
the facts and circumstances referred to
in such paragraph (e)(3) shall be consid-
ered with respect to such period, view-
ing such period as a whole. See, also,
paragraph (e)(10) of this section with
respect to the organization being orga-
nized and operated to attract public
support.

(C) First taxable year of less than 8
months. In the case of an organization
whose first taxable year consisted of
less than 8 months, in order to coordi-
nate the rules of paragraph (e)(12) of
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this section with the rules of paragraph
(e)(5) of this section, in applying the
rules of paragraph (e)(12) of this sec-
tion, such an organization shall be
treated as organized at the beginning
of its succeeding taxable year, so that
such succeeding taxable year shall be
treated as its first taxable year of ex-
istence. However, the support received
for the period preceding such suc-
ceeding taxable year shall be taken
into account with the support received
in such succeeding taxable year.

(13) Community trusts; requirements for
5-year transitional ruling period—(i) In
general. In order for a community trust
to be eligible for a transitional ruling
or determination letter for the transi-
tional ruling period under paragraph
(e)(12) of this section, it must establish
that it is organized, and will be oper-
ated, in such manner that it can rea-
sonably be expected to meet the re-
quirements of paragraph (e)(13) of this
section, and can reasonably be ex-
pected to meet the requirements of
paragraph (e) (2) or (3) of this section,
for each taxable year during and imme-
diately following the transitional rul-
ing period, as provided in paragraph
(e)(12)(ii) of this section. In deter-
mining whether an organization can
reasonably be expected to meet the re-
quirements of paragraph (e) (2) or (3) of
this section for each such taxable year,
the basic consideration is whether its
organizational structure, proposed pro-
grams or activities, and intended meth-
od of operation are such as to attract
the type of broadly based support from
the general public, public charities,
and governmental units which is nec-
essary to meet such tests. The informa-
tion to be considered for this purpose
shall consist of all pertinent facts and
circumstances relating to the require-
ments set forth in paragraph (e)(3) of
this section. For purposes of meeting
the requirements of paragraph (e)(13) of
this section, a community trust may,
prior to its application for a transi-
tional ruling or determination letter
under paragraph (e)(12)(i)(C) of this sec-
tion, adopt a resolution stating that,
as a matter of policy, it will attempt to
meet the conditions set forth in para-
graph (e)(13) of this section during the
transitional ruling period. A commu-
nity trust will not be treated as failing

to satisfy the requirements of para-
graph (e)(13) of this section merely be-
cause the governing body, or any of its
trustees, agents, or custodians, fails to
meet one or more of the requirements
contained in paragraph (e)(13) (ii)
through (xiii) of this section by reason
of isolated and nonrepetitive acts.
However, any continuing pattern on
the part of the governing body, or its
trustees, agents or custodians, indi-
cating a continued and repetitive fail-
ure to comply with a policy of meeting
such requirements will result in termi-
nation of the transitional ruling or de-
termination letter under paragraph
(e)(12)(iii)(D) of this section.

(ii) Area. The community trust is or-
ganized and operated exclusively to
carry out charitable purposes (within
the meeting of section 170(c) (1) or
(2)(B)) primarily within a broad geo-
graphical area which it serves, such as
a municipality, county, metropolitan
area, State or region.

(iii) General composition of governing
body. The governing body must rep-
resent the board interests of the public
rather than the personal or private in-
terests of a limited number of donors.
An organization will be treated as
meeting this requirement if it has a
governing body comprised of public of-
ficials acting in their capacities as
such; individuals selected by public of-
ficials acting in their capacities as
such; persons having special knowledge
or expertise in a particular field or dis-
cipline in which the community trust
operates; community leaders, such as
elected or appointed officials, clergy-
men, educators, civic leaders; or other
such persons representing a broad
cross-section of the views and interests
of the area served.

(iv) Rules for governing body. With re-
spect to terms of office beginning after
the date of the application of the com-
munity trust for a transitional ruling
or determination letter:

(A) Its governing body is comprised
of members who may serve a period of
not more than ten consecutive years;

(B) Upon completion of a period of
service (beginning before or after such
date) no person may serve within a pe-
riod consisting of the lesser of 5 years
or the number of consecutive years the
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member has immediately completed
serving;

(C) Persons who would be described
in section 4946(a)(1) (A) or (C) through
(G) if the community trust were a pri-
vate foundation do not constitute more
than one-third of its governing body;
and

(D) Representatives of banks or trust
companies which serve as trustees, in-
vestment managers, custodians, or
agents, plus persons described in para-
graph (e)(13)(iv)(C) of this section, do
not constitute a majority of the gov-
erning body.
No term of office beginning on or be-
fore the date of such application may
continue for more than 10 years from
such date.

(v) Fiduciary responsibility. Fiduciary
responsibility with respect to the funds
of the community trust is imposed, ei-
ther by the master trust or agency
agreement or by State law, on either
its governing body or its trustee banks
or trust companies or both.

(vi) Ultimate control of assets. Neither
its governing body, nor any of its trust-
ees, investment managers, custodians
or agents may be subjected by any
donor to the community trust to any
material condition or restriction with-
in the meaning of § 1.507–2(a)(8) which
would prevent it from exercising ulti-
mate control over its assets.

(vii) Administration. Administration
and investment of all gifts and be-
quests are accomplished through:

(A) A governing body which directly
holds, administers or invests such gifts
and bequests exclusively for charitable
purposes;

(B) Banks or trust companies (acting
or appointed as trustees), investment
managers, custodians or agents of the
community trust or one or more com-
ponents thereof; or

(C) A combination of such persons.
(viii) Annual distributions. It makes

annual distributions for purposes de-
scribed in section 170(c) (1) or (2)(B), in-
cluding administrative expenses and
amounts paid to acquire an asset used
(or held for use) directly in carrying
out one or more of such purposes, in an
amount not less than its adjusted net
income (as defined in section 4942(f)).
For purposes of paragraph (e)(13)(viii)
of this section, the term ‘‘distribu-

tions’’ shall include amounts set aside
for a specific project, but only if prior
to making the set-aside the organiza-
tion has, pursuant to a request for a
ruling, established to the satisfaction
of the Commissioner that:

(A) The amount will be paid for the
specific project within 5 years; and

(B) The project is one which can be
better accomplished by such set-aside
than by immediate distribution of
funds.

All annual distributions required to be
made pursuant to paragraph
(e)(13)(viii) of this section, except for
set-asides, must be made no later than
the close of the organization’s first
taxable year after the taxable year for
which the adjusted net income is com-
puted. Thus, in the case of a calendar
year community trust which has re-
ceived a transitional ruling or deter-
mination letter upon an application
made in 1977, it must make distribu-
tions under paragraph (e)(13)(vii) of
this section for 1978, 1979, 1980 and 1981
based upon its adjusted net income for
1977, 1978, 1979 and 1980, respectively,
unless its transitional ruling or deter-
mination letter is terminated. If such a
community trust’s transitional ruling
or determination letter is terminated
in 1979, it must make distributions
under paragraph (e)(13)(viii) of this sec-
tion only for 1978 based upon its ad-
justed net income for 1977. On the other
hand, if such ruling or letter is termi-
nated in 1977 or 1978, no distribution
under paragraph (e)(13)(viii) of this sec-
tion need be made.

(ix) Net income. The community
trust’s funds must, on an aggregate
basis, be invested to produce an annual
adjusted net income (as defined in sec-
tion 4942(f)) of not less than two-thirds
of what would be its minimum invest-
ment return (within the meaning of
section 4942(e)) if such organization
were a private foundation.

(x) Unrestricted gifts. At least one-half
of the total income which the commu-
nity trust derives from the investment
of gifts and bequests received must be
unrestricted (within the meaning of
this (x)) with respect to its availability
for distribution by the governing body.
For purposes of this (x), any income
which has been designated by the donor
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of the gift or bequest to which such in-
come is attributable as being available
only for the use or benefit of a broad
charitable purpose, such as the encour-
agement of higher education or the
promotion of better health care in the
community, will be treated as unre-
stricted. However, any income which
has been designated for the use or ben-
efit of a named charitable organization
or agency or for the use or benefit of a
particular class of charitable organiza-
tions or agencies, the members of
which are readily ascertainable and are
less than five in number, will be treat-
ed as restricted.

(xi) Self-dealing. The community
trust may not engage in any act with
any person (other than a foundation
manager acting only in such capacity)
which would constitute self-dealing
within the meaning of section 4941 if
such community trust were a private
foundation.

(xii) Excess holdings. The community
trust must dispose of any holdings
which would constitute excess business
holdings (within the meaning of sec-
tion 4943—applied on a component-by-
component basis as if each component
were a private foundation, except that
components will be combined for pur-
poses of this paragraph if such compo-
nents would have been described in sec-
tion 4946(a)(1)(H)(ii)).

(xiii) Expenditure responsibility. The
community trust must exercise ex-
penditure responsibility (within the
meaning of section 4945(h)) through ei-
ther its governing body, trustees, in-
vestment managers, custodians, or
agents with respect to any grant which
would otherwise constitute a taxable
expenditure under section 4945(d)(4) if
the community trust were a private
foundation, except that it need not
make the reports required of private
foundations by section 4945(h)(3).

(14) Community trusts; treatment of
trusts and not-for-profit corporations and
associations not included as components.
(i) For purposes of sections 170, 501, 507,
508, 509 and Chapter 42, any trust or
not-for-profit corporation or associa-
tion which is alleged to be a component
part of a community trust, but which
fails to meet the requirements of para-
graph (e)(11)(ii) of this section, shall
not be treated as a component part of

a community trust and, if a trust, shall
be treated as a separate trust and be
subject to the provisions of section 501
or section 4947(a) (1) or (2), as the case
may be. If such organization is a not-
for-profit corporation or association, it
will be treated as a separate entity,
and, if it is described in section
501(c)(3), it will be treated as a private
foundation unless it is described in sec-
tion 509(a) (1), (2), (3), or (4). Any trans-
fer made in connection with the cre-
ation of such separate trust or not-for-
profit organization, or to such entity,
will not be treated as being made ‘‘to’’
the community trust or one of its com-
ponents for purposes of sections
170(b)(1)(A) and 507(b)(1)(A) even though
a deduction with respect to such trans-
fer is allowable under § 1,170–1(e),
§ 20.2055–2(b), or § 25.2522(a)–2(b), unless
such treatment is permitted under
§ 1.170A–9(e)(4)(v)(b) or § 1.508–1(b)(4). In
the case of a fund which is ultimately
treated as not being a component part
of a community trust pursuant to para-
graph (e)(14) of this section, if the
Forms 990 filed annually by the com-
munity trust included financial infor-
mation with respect to such fund and
treated such fund in the same manner
as other component parts thereof, such
returns filed by the community trust
prior to the taxable year in which the
Commissioner notifies such fund that
it will not be treated as a component
part will be treated as its separate re-
turn for purpose of Subchapter A of
Chapter 61 of Subtitle F, and the first
such return filed by the community
trust will be treated as the notification
required of the separate entity for pur-
poses of section 508(a).

(ii) If a transfer is made in trust to a
community trust to make income or
other payments for a period of a life or
lives in being or a term of years to any
individual or for any noncharitable
purpose, followed by payments to or for
the use of the community trust (such
as in the case of a charitable remainder
annuity trust or a charitable remain-
der unitrust described in section 664 or
a pooled income fund described in sec-
tion 642(c)(5)), such trust will be treat-
ed as a component part of the commu-
nity trust upon the termination of all
intervening noncharitable interests
and rights to the actual possession or
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enjoyment of the property if such trust
satisfies the requirements of paragraph
(e)(11) of this section at such time.
Until such time, the trust will be treat-
ed as a separate trust. If a transfer is
made in trust to a community trust to
make income or other payments to or
for the use of the community trust, fol-
lowed by payments to any individual or
for any noncharitable purpose, such
trust will be treated as a separate trust
rather than as a component part of the
community trust. See section 4947(a)(2)
and the regulations thereunder for the
treatment of such split-interest trusts.
The provisions of this (ii) only provide
rules for determining when a chari-
table remainder trust or pooled income
fund may be treated as a component
part of a community trust and are not
intended to preclude a community
trust from maintaining a charitable re-
mainder trust or pooled income fund.
Thus, for purposes of grantors and con-
tributors, a pooled income fund of a
‘‘publicly supported’’ community trust
shall be treated no differently than a
pooled income fund of any other ‘‘pub-
licly supported’’ organization.

(iii) An organization described in sec-
tion 170(b)(1)(E)(iii) will not ordinarily
satisfy the requirements of paragraph
(e)(11)(ii) of this section because of the
unqualified right of the donor to des-
ignate the recipients of the income and
principal of the trust. Such organiza-
tion will therefore ordinarily be treat-
ed as other than a component part of a
community trust under paragraph
(e)(14)(i) of this section. However, see
section 170(b)(1)(E)(iii) and the regula-
tions thereunder with respect to the
treatment of contributions to such or-
ganizations.

(f) Private operating foundation. An or-
ganization is described in section
170(b)(1) (A)(vii) and (E)(i) if it is a pri-
vate ‘‘operating foundation’’ as defined
in section 4942(j)(3) and the regulations
thereunder.

(g) Private nonoperating foundation
distributing amount equal to all contribu-
tions received—(1) In general. (i) An or-
ganization is described in section
170(b)(1) (A)(vii) and (E)(ii) if it is a pri-
vate foundation which, not later than
the 15th day of the third month after
the close of its taxable year in which
any contributions are received, distrib-

utes an amount equal in value to 100
percent of all contributions received in
such year. Such distributions must be
qualifying distributions (as defined in
section 4942(g) without regard to para-
graph (3) thereof) which are treated,
after the application of section
4942(g)(3), as distributions out of corpus
in accordance with section 4942(h).
Qualifying distributions, as defined in
section 4942(g) without regard to para-
graph (3) thereof, cannot be made to (i)
an organization controlled directly or
indirectly by the foundation or by one
or more disqualified persons (as defined
in section 4946) with respect to the
foundation or (ii) a private foundation
which is not an operating foundation
(as defined in section 4942(j)(3)). The
phrase ‘‘after the application of section
4942(g)(3)’’ means that every contribu-
tion described in section 4942(g)(3) re-
ceived by a private foundation de-
scribed in this subparagraph in a par-
ticular taxable year must be distrib-
uted (within the meaning of section
4942(g)(3)(A)) by such foundation not
later than the 15th day of the third
month after the close of such taxable
year in order for any other distribution
by such foundation to be counted to-
ward the 100-percent requirement de-
scribed in this subparagraph.

(ii) In order for an organization to
meet the distribution requirements of
subdivision (i) of this subparagraph, it
must, not later than the 15th day of the
third month after the close of its tax-
able year in which any contributions
are received, distribute (within the
meaning of subdivision (i) of this sub-
paragraph) an amount equal in value to
100 percent of all contributions re-
ceived in such year and have no re-
maining undistributed income for such
year.

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. X is a private foundation on a
calendar year basis. As of January 1, 1971, X
had no undistributed income for 1970. X’s dis-
tributable amount for 1971 was $600,000. In
July 1971, A, an individual, contributed
$500,000 (fair market value determined at the
time of the contribution) of appreciated
property to X (which, if sold, would give rise
to long-term capital gain). X did not receive
any other contribution in either 1970 or 1971.
During 1971, X made qualifying distributions
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of $700,000 which were treated as made out of
the undistributed income for 1971 and $100,000
out of corpus. X will meet the requirements
of section 170(b)(1)(E)(ii) for 1971 if it makes
additional qualifying distributions of $400,000
out of corpus by March 15, 1972.

Example 2. Assume the facts as stated in
Example 1, except that as of January 1, 1971,
X had $100,000 of undistributed income for
1970. Under these circumstances, the $700,000
distributed by X in 1971 would be treated as
made out of the undistributed income for
1970 and 1971. X would therefore have to
make additional qualifying distributions of
$500,000 out of corpus between January 1,
1972, and March 15, 1972, in order to meet the
requirements of section 170(b)(1)(E)(ii) for
1971.

(2) Special rules. In applying subpara-
graph (1) of this paragraph:

(i) For purposes of section
170(b)(1)(A)(vii), an organization de-
scribed in section 170(b)(1)(E)(ii) must
distribute all contributions received in
any year, whether of cash or property.
However, solely for purposes of section
170(e)(1)(B)(ii), an organization de-
scribed in section 170(b)(1)(E)(ii) is re-
quired to distribute all contributions of
property only received in any year.
Contributions for purposes of this para-
graph do not include bequests, legacies,
devises, or transfers within the mean-
ing of section 2055 or 2106(a)(2) with re-
spect to which a deduction was not al-
lowed under section 170.

(ii) Any distributions made by a pri-
vate foundation pursuant to subpara-
graph (1) of this paragraph with respect
to a particular taxable year shall be
treated as made first out of contribu-
tions of property and then out of con-
tributions of cash received by such
foundation in such year.

(iii) A private foundation is not re-
quired to trace specific contributions
of property, or amounts into which
such contributions are converted, to
specific distributions.

(iv) For purposes of satisfying the re-
quirements of section 170(b)(1)(D)(ii),
except as provided to the contrary in
this subdivision (iv), the fair market
value of contributed property, deter-
mined on the date of contribution, is
required to be used for purposes of de-
termining whether an amount equal in
value to 100 percent of the contribution
received has been distributed. However,
reasonable selling expenses, if any, in-
curred by the foundation in the sale of

the contributed property may be de-
ducted from the fair market value of
the contributed property on the date of
contribution, and distribution of the
balance of the fair market value will
satisfy the 100 percent distribution re-
quirement. If a private foundation re-
ceives a contribution of property and,
within 30 days thereafter, either sells
the property or makes an in kind dis-
tribution of the property to a public
charity, then at the choice of the pri-
vate foundation the gross amount re-
ceived on the sale (less reasonable sell-
ing expenses incurred) or the fair mar-
ket value of the contributed property
at the date of its distribution to the
public charity, and not the fair market
value of the contributed property on
the sale of contribution (less reason-
able selling expenses, if any), is consid-
ered to be the amount of the fair mar-
ket value of the contributed property
for purposes of the requirements of sec-
tion 170(b)(1)(D)(ii).

(v) A private foundation may satisfy
the requirements of subparagraph (1) of
this paragraph for a particular taxable
year by electing (pursuant to section
4942(h)(2) and the regulations there-
under) to treat a portion or all of one
or more distributions, made not later
than the 15th day of the third month
after the close of such year, as made
out of corpus.

(3) Transitional rules—(i) Taxable years
beginning before January 1, 1970, and
ending after December 31, 1969. In order
for an organization to meet the dis-
tribution requirements of subpara-
graph (1)(i) of this paragraph for a tax-
able year which begins before January
1, 1970, and ends after December 31,
1969, it must, not later than the 15th
day of the third month after the close
of such taxable year, distribute (within
the meaning of subparagraph (1)(i) of
this paragraph) an amount equal in
value to 100 percent of all contribu-
tions (other than contributions de-
scribed in section 4942(g)(3)) which were
received between January 1, 1970, and
the last day of such taxable year. Be-
cause the organization is not subject to
the provisions of section 4942 for such
year, the organization need not satisfy
subparagraph (1)(ii) of this paragraph
or the phrase ‘‘after the application of
section 4942(g)(3)’’ for such year.
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(ii) Extension of period. For purposes
of section 170(b)(1)(A)(vii) and
170(e)(1)(B)(ii), in the case of a taxable
year ending in either 1970, 1971 or 1972,
the period referred to in section
170(b)(1)(E)(ii) for making distributions
shall not expire before April 2, 1973.

(4) Adequate records required. A tax-
payer claiming a deduction under sec-
tion 170 for a charitable contribution
to a foundation described in subpara-
graph (1) of this paragraph must obtain
adequate records or other sufficient
evidence from such foundation showing
that the foundation made the required
qualifying distributions within the
time prescribed. Such records or other
evidence must be attached to the tax-
payer’s return for the taxable year for
which the charitable contribution de-
duction is claimed. If necessary, an
amended income tax return or claim
for refund may be filed in accordance
with § 301.6402–2 and § 301.6402–3 of this
chapter (procedure and administration
regulations).

(h) Private foundation maintaining a
common fund—(1) Designation by sub-
stantial contributors. An organization is
described in section 170(b)(1) (A)(vii)
and (E)(iii) if it is a private foundation
all of the contributions to which are
pooled in a common fund and which
would be described in section 509(a)(3)
but for the right of any donor who is a
substantial contributor or his spouse
to designate annually the recipients,
from among public charities, of the in-
come attributable to the donor’s con-
tribution to the fund and to direct (by
deed or by will) the payment, to public
charities, of the corpus in the common
fund attributable to the donor’s con-
tribution. For purposes of this para-
graph, the private foundation is to be
treated as meeting the requirements of
section 509(a)(3) (A) and (B) even
though donors to the foundation, or
their spouses, retain the right to, and
in fact do, designate public charities to
receive income or corpus from the
fund.

(2) Distribution requirements. To qual-
ify under subparagraph (1) of this para-
graph, the private foundation described
therein must be required by its gov-
erning instrument to distribute, and it
must in fact distribute (including ad-
ministrative expenses):

(i) All of the adjusted net income (as
defined in section 4942(f)) of the com-
mon fund to one or more public char-
ities not later than the 15th day of the
third month after the close of the tax-
able year in which such income is real-
ized by the fund, and

(ii) All the corpus attributable to any
donor’s contribution to the fund to one
or more public charities not later than
1 year after the donor’s death or after
the death of the donor’s surviving
spouse if such surviving spouse has the
right to designate the recipients of
such corpus.

(3) Failure to designate. A private
foundation will not fail to qualify
under this paragraph merely because a
substantial contributor or his spouse
fails to exercise his right to designate
the recipients of income or corpus of
the fund, provided that the income and
corpus attributable to his contribution
are distributed as required by subpara-
graph (2) of this paragraph.

(4) Definitions. For purposes of this
paragraph:

(i) The term substantial contributor is
as defined in section 507(d)(2) and the
regulations thereunder.

(ii) The term public charity means an
organization described in section
170(b)(1)(A) (i) through (vi). If an orga-
nization is described in section
170(b)(1)(A) (i) through (vi), and is also
described in section 170(b)(1)(A)(viii), it
shall be treated as a public charity for
purposes of this paragraph.

(iii) The term income attributable to
means the income earned by the fund
which is properly allocable to the con-
tributed amount by any reasonable and
consistently applied method. See, for
example, § 1.642(c)–5(c).

(iv) The term corpus attributable to
means the portion of the corpus of the
fund attributable to the contributed
amount. Such portion may be deter-
mined by any reasonable and consist-
ently applied method.

(v) The term donor means any indi-
vidual who makes a contribution
(whether of cash or property) to the
private foundation, whether or not
such individual is a substantial con-
tributor.

(i) Section 509(a) (2) or (3) organization.
An organization is described in section
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170(b)(1)(A)(viii) if it is described in sec-
tion 509(a) (2) or (3) and the regulations
thereunder.

[T.D. 7242, 38 FR 12, Jan. 3, 1973; 38 FR 3598,
Feb. 8, 1973, as amended by T.D. 7406, 41 FR
7096, Feb. 17, 1976; T.D. 7440, 41 FR 50650, Nov.
17, 1976; T.D. 7456, 42 FR 4436, Jan. 25, 1977;
T.D. 7679, 45 FR 13452, Feb. 29, 1980; T.D. 8100,
51 FR 31614, Sept. 4, 1986]

§ 1.170A–10 Charitable contributions
carryovers of individuals.

(a) In general. (1) Section 170(d)(1), re-
lating to carryover of charitable con-
tributions in excess of 50 percent of
contribution base, and section
170(b)(1)(D)(ii), relating to carryover of
charitable contributions in excess of 30
percent of contribution base, provide
for excess charitable contributions
carryovers by individuals of charitable
contributions to section 170(b)(1)(A) or-
ganizations described in § 1.170A–9.
These carryovers shall be determined
as provided in paragraphs (b) and (c) of
this section. No excess charitable con-
tributions carryover shall be allowed
with respect to contributions ‘‘for the
use of,’’ rather than ‘‘to,’’ section
170(b)(1)(A) organizations or with re-
spect to contributions ‘‘to’’ or ‘‘for the
use of’’ organizations which are not
section 170(b)(1)(A) organizations. See
§ 1.170A–8(a)(2) for definitions of ‘‘to’’ or
‘‘for the use of’’ a charitable organiza-
tion.

(2) The carryover provisions apply
with respect to contributions made
during a taxable year in excess of the
applicable percentage limitation even
though the taxpayer elects under sec-
tion 144 to take the standard deduction
in that year instead of itemizing the
deduction allowable in computing tax-
able income for that year.

(3) For provisions requiring a reduc-
tion of the excess charitable contribu-
tion computed under paragraph (b)(1)
or (c)(1) of this section when there is a
net operating loss carryover to the tax-
able year, see paragraph (d)(1) of this
section.

(4) The provisions of section 170
(b)(1)(D)(ii) and (d)(1) and this section
do not apply to contributions by an es-
tate; nor do they apply to a trust un-
less the trust is a private foundation
which, pursuant to § 1.642(c)–4, is al-
lowed a deduction under section 170

subject to the provisions applicable to
individuals.

(b) 50-percent charitable contributions
carryover of individuals—(1) Computation
of excess of charitable contributions made
in a contribution year. Under section
170(d)(1), subject to certain conditions
and limitations, the excess of:

(i) The amount of the charitable con-
tributions made by an individual in a
taxable year (hereinafter) in this para-
graph referred to as the ‘‘contribution
year’’) to section 170(b)(1)(A) organiza-
tions described in § 1.170A–9, over

(ii) 50 percent of his contribution
base, as defined in section 170(b)(1)(F),
for such contribution year, shall be
treated as a charitable contribution
paid by him to a section 170(b)(1)(A) or-
ganization in each of the 5 taxable
years immediately succeeding the con-
tribution year in order of time. How-
ever, such excess to the extent it con-
sists of contributions of 30-percent cap-
ital gain property, as defined in
§ 1.170A–8(d)(3), shall be subject to the
rules of section 170(b)(1)(D)(ii) and
paragraph (c) of this section in the
years to which it is carried over. A
charitable contribution made in a tax-
able year beginning before January 1,
1970, to a section 170(b)(1)(A) organiza-
tion and carried over to a taxable year
beginning after December 31, 1969,
under section 170(b)(5) (before its
amendment by the Tax Reform Act of
1969) shall be treated in such taxable
year beginning after December 31, 1969,
as a charitable contribution of cash
subject to the limitations of this para-
graph, whether or not such carryover
consists of contributions of 30-percent
capital gain property or of ordinary in-
come property described in § 1.170A–
4(b)(1). For purposes of applying this
paragraph and paragraph (c) of this
section, such a carryover from a tax-
able year beginning before January 1,
1970, which is so treated as paid to a
section 170(b)(1)(A) organization in a
taxable year beginning after December
31, 1969, shall be treated as paid to such
an organization under section 170(d)(1)
and this section. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. Assume that H and W (husband
and wife) have a contribution base for 1970 of
$50,000 and for 1971 of $40,000 and file a joint
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return for each year. Assume further that in
1970 they make a charitable contribution in
cash of $26,500 to a church and $1,000 to X
(not a section 170(b)(1)(A) organization) and
in 1971 they make a charitable contribution
in cash of $19,000 to a church and $600 to X.
They may claim a charitable contributions
deduction of $25,000 in 1970, and the excess of
$26,500 (contribution to the church) over
$25,000 (50 percent of contribution base), or
$1,500, constitutes a charitable contributions
carryover which shall be treated as a chari-
table contribution paid by them to a section
170(b)(1)(A) organization in each of the 5 suc-
ceeding taxable years in order of time. No
carryover is allowed with respect to the
$1,000 contribution made to X in 1970. Since
50 percent of their contribution base for 1971
($20,000) exceeds the charitable contributions
of $19,000 made by them in 1971 to section
170(b)(1)(A) organizations (computed without
regard to section 170 (b)(1)(D)(ii) and (d)(1)
and this section), the portion of the 1970 car-
ryover equal to such excess of $1,000 ($20,000
minus $19,000) is treated, pursuant to the
provisions of subparagraph (2) of this para-
graph, as paid to a section 170(b)(1)(A) orga-
nization in 1971; the remaining $500 con-
stitutes an unused charitable contributions
carryover. No deduction for 1971, and no car-
ryover, are allowed with respect to the $600
contribution made to X in 1971.

Example 2. Assume the same facts as in Ex-
ample (1) except that H and W have a con-
tribution base for 1971 of $42,000. Since 50 per-
cent of their contribution base for 1971
($21,000) exceeds by $2,000 the charitable con-
tribution of $19,000 made by them in 1971 to
the section 170(b)(1)(A) organization (com-
puted without regard to section 170
(b)(1)(D)(ii) and (d)(1) and this section), the
full amount of the 1970 carryover of $1,500 is
treated, pursuant to the provisions of sub-
paragraph (2) of this paragraph, as paid to a
section 170(b)(1)(A) organization in 1971.
They may also claim a charitable contribu-
tion of $500 ($21,000 ¥$20,500[$19,000+$1,500])
with respect to the gift to X in 1971. No car-
ryover is allowed with respect to the $100
($600¥$500) of the contribution to X which is
not deductible in 1971.

(2) Determination of amount treated as
paid in taxable years succeeding contribu-
tion year. In applying the provisions of
subparagraph (1) of this paragraph, the
amount of the excess computed in ac-
cordance with the provisions of such
subparagraph and paragraph (d)(1) of
this section which is to be treated as
paid in any one of the 5 taxable years
immediately succeeding the contribu-
tion year to a section 170(b)(1)(A) orga-
nization shall not exceed the lesser of
the amounts computed under subdivi-

sions (i) to (iii), inclusive, of this sub-
paragraph:

(i) The amount by which 50 percent of
the taxpayer’s contribution base for
such succeeding taxable year exceeds
the sum of:

(a) The charitable contributions ac-
tually made (computed without regard
to the provisions of section 170
(b)(1)(D)(ii) and (d)(1) and this section)
by the taxpayer in such succeeding tax-
able year to section 170(b)(1)(A) organi-
zations, and

(b) The charitable contributions,
other than contributions of 30-percent
capital gain property, made to section
170(b)(1)(A) organizations in taxable
years preceding the contribution year
which, pursuant to the provisions of
section 170(d)(1) and this section, are
treated as having been paid to a sec-
tion 170(b)(1)(A) organization in such
succeeding year.

(ii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess charitable
contribution in the contribution year,
computed under subparagraph (1) of
this paragraph and paragraph (d)(1) of
this section.

(iii) In the case of the second, third,
fourth, and fifth taxable years suc-
ceeding the contribution year, the por-
tion of the excess charitable contribu-
tion in the contribution year, com-
puted under subparagraph (1) of this
paragraph and paragraph (d)(1) of this
section, which has not been treated as
paid to a section 170(b)(1)(A) organiza-
tion in a year intervening between the
contribution year and such succeeding
taxable year.
For purposes of applying subdivision
(i)(a) of this subparagraph, the amount
of charitable contributions of 30-per-
cent capital gain property actually
made in a taxable year succeeding the
contribution year shall be determined
by first applying the 30-percent limita-
tion of section 170(b)(1)(D)(i) and para-
graph (d) of § 1.170A–8. If a taxpayer, in
any one of the 4 taxable years suc-
ceeding a contribution year, elects
under section 144 to take the standard
deduction instead of itemizing the de-
ductions allowable in computing tax-
able income, there shall be treated as
paid (but not allowable as a deduction)
in such standard deduction year the
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lesser of the amounts determined under
subdivisions (i) to (iii), inclusive, of
this subparagraph. The provisions of
this subparagraph may be illustrated
by the following examples:

Example 1. Assume that B has a contribu-
tion base for 1970 of $20,000 and for 1971 of
$30,000. Assume further that in 1970 B con-
tributed $12,000 in cash to a church and in
1971 he contributed $13,500 in cash to the
church. B may claim a charitable contribu-
tions deduction of $10,000 in 1970, and the ex-
cess of $12,000 (contribution to the church)
over $10,000 (50 percent of B’s contribution
base), or $2,000, constitutes a charitable con-
tributions carryover which shall be treated
as a charitable contribution paid by B to a
section 170(b)(1)(A) organization in the 5 tax-
able years succeeding 1970 in order of time. B
may claim a charitable contributions deduc-
tion of $15,000 in 1971. Such $15,000 consists of
the $13,500 contribution to the church in 1971
and $1,500 carried over from 1970 and treated
as a charitable contribution paid to a section
170(b)(1)(A) organization in 1971. The $1,500
contribution treated as paid in 1971 is com-
puted as follows:
1970 excess contributions ..................................... $2,000

50 percent of B’s contribution base for 1971 ........ 15,000
Less:

Contributions actually made in
1971 to section 170(b)(1)(A)
organizations ........................... $13,500

Contributions made to section
170(b)(1)(A) organizations in
taxable years prior to 1970
treated as having been paid in
1971 ........................................ 0 13,500

Balance ........................ ................ 1,500

Amount of 1970 excess treated as paid in 1971—
the lesser of $2,000 (1970 excess contribu-
tions) or $1,500 (excess of 50 percent of con-
tribution base for 1971 ($15,000) over the sum
of the section 170(b)(1)(A) contributions actu-
ally made in 1971 ($13,500) and the section
170(b)(1)(A) contributions made in years prior
to 1970 treated as having been paid in 1971
($0)) .................................................................... 1,500

If the excess contributions made by B in 1970
had been $1,000 instead of $2,000, then, for
purposes of this example, the amount of the
1970 excess treated as paid in 1971 would be
$1,000 rather than $1,500.

Example 2. Assume the same facts as in Ex-
ample (1), and, in addition, that B has a con-
tribution base for 1972 of $10,000 and for 1973
of $20,000. Assume further with respect to
1972 that B elects under section 144 to take
the standard deduction in computing taxable
income and that his actual contributions to
section 170(b)(1)(A) organizations in that
year are $300 in cash. Assume further with
respect to 1973 that R itemizes his deduc-
tions, which include a $5,000 cash contribu-
tion to a church. B’s deductions for 1972 are
not increased by reason of the $500 available
as a charitable contributions carryover from
1970 (excess contributions made in 1970
($2,000) less the amount of such excess treat-
ed as paid in 1971 ($1,500)), since B elected to
take the standard deduction in 1972. How-
ever, for purposes of determining the amount
of the excess charitable contributions made
in 1970 which is available as a carryover to
1973, B is required to treat such $500 as a
charitable contribution paid in 1972—the
lesser of $500 or $4,700 (50 percent of contribu-
tion base ($5,000) over contributions actually
made in 1972 to section 170(b)(1)(A) organiza-
tions ($300)). Therefore, even though the
$5,000 contribution made by B in 1973 to a
church does not amount to 50 percent of B’s
contribution base for 1973 (50 percent of
$20,000), B may claim a charitable contribu-
tions deduction of only the $5,000 actually
paid in 1973 since the entire excess charitable
contribution made in 1970 ($2,000) has been
treated as paid in 1971 ($1,500) and 1972 ($500).

Example 3. Assume the following factual
situation for C who itemizes his deductions
in computing taxable income for each of the
years set forth in the example:

1970 1971 1972 1973 1974

Contribution base ......................................................................................... $10,000 $7,000 $15,000 $10,000 $9,000

Contributions of cash to section 170(b)(1)(A) organizations (no other con-
tributions) .................................................................................................. 6,000 4,400 8,000 3,000 1,500

Allowable charitable contributions deductions computed without regard to
carryover of contributions ......................................................................... 5,000 3,500 7,500 3,000 1,500

Excess contributions for taxable year to be treated as paid in 5 suc-
ceeding taxable years .............................................................................. 1,000 900 500 0 0

Since C’s contributions in 1973 and 1974 to
section 170(b)(1)(A) organizations are less
than 50 percent of his contribution base for

such years, the excess contributions for 1970,
1971, and 1972 are treated as having been paid

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00111 Fmt 8010 Sfmt 8003 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



116

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–10

to section 170(b)(1)(A) organizations in 1973
and 1974 as follows:

1973

Contribution year Total ex-
cess

Less:
Amount

treated as
paid in

year prior
to 1973

Available
charitable
contribu-

tions
carryovers

1970 .............................. $1,000 0 $1,000
1971 .............................. 900 0 900
1972 .............................. 500 0 500

Total ........................... ................ ................ 2,400
50 percent of B’s contribution base for 1973 ....... $5,000
Less: Charitable contributions made in 1973 to

section 170(b)(1)(A) organizations .................... 3,000

2,000

Amount of excess contributions treated as paid
in 1973—lesser of $2,400 (available carryovers
to 1973) or $2,000 (excess of 50 percent of
contribution base ($5,000) over contributions
actually made in 1973 to section 170(b)(1)(A)
organizations ($3,000)) ..................................... 2,000

1974

Contribution year Total ex-
cess

Less:
Amount

treated as
paid in

year prior
to 1974

Available
charitable
contribu-

tions
carryovers

1970 .............................. $1,000 $1,000
1971 .............................. 900 900
1972 .............................. 500 100 $40
1973 .............................. 0 0

Total ........................... ................ ................ 400
50 percent of B’s contribution base for 1974 ....... $4,500
Less: Charitable contributions made in 1974 to

section 170(b)(1)(A) organizations .................... 1,500

3,000

Amount of excess contributions treated as paid
in 1974—the lesser of $400 (available
carryovers to 1974) or $3,000 (excess of 50
percent of contribution base ($4,500) over con-
tributions actually made in 1974 to section
170(b)(1)(A) organizations ($1,500)) ................. 400

(c) 30-percent charitable contributions
carryover of individuals—(1) Computation
of excess of charitable contributions made
in a contribution year. Under section
170(b)(1)(D)(ii), subject to certain con-
ditions and limitations, the excess of:

(i) The amount of the charitable con-
tributions of 30-percent capital gain
property, as defined in § 1.170A–8(d)(3),
made by an individual in a taxable year
(hereinafter in this paragraph referred
to as the ‘‘contribution year’’) to sec-
tion 170(b)(1)(A) organizations de-
scribed in § 1.170A–9, over

(ii) 30 percent of his contribution
base for such contribution year, shall,
subject to section 170(b)(1)(A) and para-
graph (b) of § 1.170A–8, be treated as a
charitable contribution of 30-percent
capital gain property paid by him to a
section 170(b)(1)(A) organization in
each of the 5 taxable years imme-
diately succeeding the contribution
year in order of time. In addition, any
charitable contribution of 30-percent
capital gain property which is carried
over to such years under section
170(d)(1) and paragraph (b) of this sec-
tion shall also be treated as though it
were a carryover of 30-percent capital
gain property under section
170(b)(1)(D)(ii) and this paragraph. The
provisions of this subparagraph may be
illustrated by the following examples:

Example 1. Assume that H and W (husband
and wife) have a contribution base for 1970 of
$50,000 and for 1971 of $40,000 and file a joint
return for each year. Assume further that in
1970 they contribute $20,000 cash and $13,000
of 30-percent capital gain property to a
church, and that in 1971 they contribute
$5,000 cash and $10,000 of 30-percent capital
gain property to a church. They may claim a
charitable contributions deduction of $25,000
in 1970 and the excess of $33,000 (contributed
to the church) over $25,000 (50 percent of con-
tribution base), or $8,000, constitutes a chari-
table contributions carryover which shall be
treated as a charitable contribution of 30-
percent capital gain property paid by them
to a section 170(b)(1)(A) organization in each
of the 5 succeeding taxable years in order of
time. Since 30 percent of their contribution
base for 1971 ($12,000) exceeds the charitable
contributions of 30-percent capital gain prop-
erty ($10,000) made by them in 1971 to section
170(b)(1)(A) organizations (computed without
regard to section 170 (b)(1)(D)(ii) and (d)(1)
and this section), the portion of the 1970 car-
ryover equal to such excess of $2,000 ($12,000—
$10,000) is treated, pursuant to the provisions
of subparagraph (2) of this paragraph, as paid
to a section 170(b)(1)(A) organization in 1971;
the remaining $6,000 constitutes an unused
charitable contributions carryover in respect
of 30-percent capital gain property from 1970.

Example 2. Assume the same facts as in Ex-
ample (1) except the $33,000 of charitable con-
tributions in 1970 are all 30-percent capital
gain property. Since their charitable con-
tributions in 1970 exceed 30 percent of their
contribution base ($15,000) by $18,000
($33,000—$15,000), they may claim a chari-
table contributions deduction of $15,000 in
1970, and the excess of $33,000 over $15,000, or
$18,000, constitutes a charitable contribu-
tions carryover which shall be treated as a
charitable contribution of 30-percent capital
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gain property paid by them to a section
170(b)(1)(A) organization in each of the 5 suc-
ceeding taxable years in order of time. Since
they are allowed to treat only $2,000 of their
1970 contribution as paid in 1971, they have a
remaining unused charitable contributions
carryover of $16,000 in respect of 30-percent
capital gain property from 1970.

(2) Determination of amount treated as
paid in taxable years succeeding contribu-
tion year. In applying the provisions of
subparagraph (1) of this paragraph, the
amount of the excess computed in ac-
cordance with the provisions of such
subparagraph and paragraph (d)(1) of
this section which is to be treated as
paid in any one of the 5 taxable years
immediately succeeding the contribu-
tion year to a section 170(b)(1)(A) orga-
nization shall not exceed the least of
the amounts computed under subdivi-
sions (i) to (iv), inclusive, of this sub-
paragraph:

(i) The amount by which 30 percent of
the taxpayer’s contribution base for
such succeeding taxable year exceeds
the sum of:

(a) The charitable contributions of
30-percent capital gain property actu-
ally made (computed without regard to
the provisions of section 170
(b)(1)(D)(ii) and (d)(1) and this section)
by the taxpayer in such succeeding tax-
able year to section 170(b)(1)(A) organi-
zations, and

(b) The charitable contributions of
30-percent capital gain property made
to section 170(b)(1)(A) organizations in
taxable years preceding the contribu-
tion year, which, pursuant to the pro-
visions of section 170 (b)(1)(D)(ii) and
(d)(1) and this section, are treated as
having been paid to a section
170(b)(1)(A) organization in such suc-
ceeding year.

(ii) The amount by which 50 percent
of the taxpayer’s contribution base for
such succeeding taxable year exceeds
the sum of:

(a) The charitable contributions ac-
tually made (computed without regard
to the provisions of section 170
(b)(1)(D)(ii) and (d)(1) and this section)
by the taxpayer in such succeeding tax-
able year to section 170(b)(1)(A) organi-
zations,

(b) The charitable contributions of
30-percent capital gain property made
to section 170(b)(1)(A) organizations in
taxable years preceding the contribu-

tion year which, pursuant to the provi-
sions of section 170 (b)(1)(D)(ii) and
(d)(1) and this section, are treated as
having been paid to a section
170(b)(1)(A) organization in such suc-
ceeding year, and

(c) The charitable contributions,
other than contributions of 30-percent
capital gain property, made to section
170(b)(1)(A) organizations which, pursu-
ant to the provisions of section
170(d)(1) and paragraph (b) of this sec-
tion, are treated as having been paid to
a section 170(b)(1)(A) organization in
such succeeding year.

(iii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess charitable
contribution of 30-percent capital gain
property in the contribution year, com-
puted under subparagraph (1) of this
paragraph and paragraph (d)(1) of this
section.

(iv) In the case of the second, third,
fourth, and fifth succeeding taxable
years succeeding the contribution year,
the portion of the excess charitable
contribution of 30-percent capital gain
property in the contribution year
(computed under subparagraph (1) of
this paragraph and paragraph (d)(1) of
this section) which has not been treat-
ed as paid to a section 170(b)(1)(A) orga-
nization in a year intervening between
the contribution year and such suc-
ceeding taxable year.

For purposes of applying subdivisions
(i) and (ii) of this subparagraph, the
amount of charitable contributions of
30-percent capital gain property actu-
ally made in a taxable year succeeding
the contribution year shall be deter-
mined by first applying the 30-percent
limitation of section 170(b)(1)(D)(i) and
paragraph (d) of § 1.170A–8. If a tax-
payer, in any one of the four taxable
years succeeding a contribution year,
elects under section 144 to take the
standard deduction instead of
itemizing the deductions allowable in
computing taxable income, there shall
be treated as paid (but not allowable as
a deduction) in the standard deduction
year the least of the amounts deter-
mined under subdivisions (i) to (iv), in-
clusive, of this subparagraph. The pro-
visions of this subparagraph may be il-
lustrated by the following example:
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Example. Assume the following factual sit-
uation for C who itemizes his deductions in

computing taxable income for each of the
years set forth in the example:

1970 1971 1972 1973 1974

Contribution base ..................................................................... $10,000 $15,000 $20,000 $15,000 $33,000

Contributions of cash to section 170(b)(1)(A) organizations ... 2,000 8,500 0 14,000 700

Contributions of 30-percent capital gain property to section
170(b)(1)(A) organizations ................................................... 5,000 0 7,800 0 6,400

Allowable charitable contributions deductions (computed
without regard to carryover of contributions) subject to limi-
tations of:

50 percent ......................................................................... 2,000 7,500 0 7,500 700
30 percent ......................................................................... 3,000 0 6,000 0 6,400

Total ........................................................................... 5,000 7,500 6,000 7,500 7,100

Excess of contributions for taxable year to be treated as paid
in 5 succeeding taxable years:

Carryover of contributions of property other than 30-per-
cent capital gain property .............................................. 0 1,000 0 6,500

Carryover of contributions of 30-percent capital gain
property. ........................................................................ 2,000 0 1,800 0

C’s excess contributions for 1970, 1971, 1972, and 1973 which are treated as having been paid to section 170(b)(1)(A) organi-
zations in 1972, 1973, and 1974 are indicated below. The portion of the excess charitable contribution for 1972 of 30-percent
capital gain property which is not treated as paid in 1974 ($1,800–$900) is available as a carryover to 1975.

1971

Contribution

Total excess Less:
Amount

treated as
paid in

years prior
to 1971

Available charitable
contributions carryovers

50% 30% 50% 30%

1970 ......................................................................................... 0 $2,000 0 0 $2,000

50 percent of C’s contribution base for 1971 ............................................................................................ $7,500 ..................
30 percent of C’s contribution base for 1971 ............................................................................................ .................. 4,500
Less: Charitable contributions actually made in 1971 to section 170(b)(1)(A) organizations ($8,500,

but not to exceed 50% of contribution base) ......................................................................................... 7,500 0

Excess ......................................................................................................................................... 0 4,500

The amount of excess contributions for 1970 of 30-percent capital gain property which is treated as
paid in 1971 is the least of:

(i) Available carryover from 1970 to 1971 of contributions of 30-percent capital gain property ....... 2,000 ..................
(ii) Excess of 50 percent of contribution base for 1971 ($7,500) over sum of contributions actually

made in 1971 to section 170(b)(1)(A) organizations ($7,500) ....................................................... 0 ..................
(iii) Excess of 30 percent of contribution base for 1971 ($4,500) over contributions of 30 percent

capital gain property actually made in 1971 to section 170(b)(1)(A) organizations ($0) ............... 4,500 ..................

Amount treated as paid ............................................................................................................... .................. 0

1972

Contribution year

Total excess Less:
Amount

treated as
paid in

years prior
to 1972

Available charitable
contributions carryovers

50% 30% 50% 30%

1970 ......................................................................................... 0 $2,000 0 0 $2,000
1971 ......................................................................................... $1,000 0 0 $1,000 0

1,000 2,000

50 percent of C’s contribution base for 1972 ............................................................................................ 10,000 ..................
30 percent of C’s contribution base for 1972 ............................................................................................ .................. 6,000
Less: Charitable contributions actually made in 1972 to section 170(b)(1)(A) organizations ($7,800,

but not to exceed 30% of contribution base) ......................................................................................... 0 6,000

Excess ......................................................................................................................................... 10,000 0
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1972

Contribution year

Total excess Less:
Amount

treated as
paid in

years prior
to 1972

Available charitable
contributions carryovers

50% 30% 50% 30%

(1) The amount of excess contributions for 1971 of property other than 30-percent capital gain prop-
erty which is treated as paid in 1972 is the lesser of:

(i) Available carryover from 1971 to 1972 of contributions of property other than 30-percent cap-
ital gain property ............................................................................................................................. 1,000 ..................

(ii) Excess of 50 percent of contribution base for 1972 ($10,000) over contributions actually made
in 1972 to section 170(b)(1)(A) organizations ($6,000) ................................................................. 4,000 ..................

Amount treated as paid ............................................................................................................... .................. 1,000

(2) The amount of excess contributions for 1970 of 30-percent capital gain property which is treated
as paid in 1972 is the least of:

(i) Available carryover from 1970 to 1972 of contributions of 30-percent capital gain property ....... 2,000 ..................
(ii) Excess of 50 percent of contribution base for 1972 ($10,000) over sum of contributions actu-

ally made in 1972 to section 170(b)(1)(A) organizations ($6,000) and excess contributions for
1971 treated under item (1) above as paid in 1972 ($1,000) ........................................................ 3,000 ..................

(iii) Excess of 30 percent of contribution base for 1972 ($6,000) over contributions of 30-percent
capital gain property actually made in 1972 to section 170(b)(1)(A) organizations ($6,000) ........ 0 ..................

Amount treated as paid ............................................................................................................... .................. 0

1973

Contribution year

Total excess Less:
Amount

treated as
paid in

years prior
to 1973

Available charitable
contributions carryovers

50% 30% 50% 30%

1970 ......................................................................................... 0 $2,000 0 0 $2,000
1971 ......................................................................................... $1,000 0 $1,000 0 0
1972 ......................................................................................... 0 1,800 0 0 1,800

0 3,800

50 percent of C’s contribution base for 1973 ............................................................................................ $7,500 ..................
30 percent of C’s contribution base for 1973 ............................................................................................ .................. 4,500
Less: Charitable contributions actually made in 1973 to section 170(b)(1)(A) organizations ($14,000,

but not to exceed 50% of contribution base) ......................................................................................... 7,500 0

Excess ......................................................................................................................................... 0 4,500

(1) The amount of excess contributions for 1970 of 30-percent capital gain property which is treated
as paid in 1973 is the least of:

(i) Available carryover from 1970 to 1973 of contributions of 30-percent capital gain property ....... 2,000 ..................
(ii) Excess of 50 percent of contribution base for 1973 ($7,500) over contributions actually made

in 1973 to section 170(b)(1)(A) organizations ($7,500) ................................................................. 0 ..................
(iii) Excess of 30 percent of contribution base for 1973 ($4,500) over contributions of 30-percent

capital gain property actually made in 1973 to section 170(b)(1)(A) organizations ($0) ............... 4,500 ..................

Amount treated as paid ............................................................................................................... 0

(2) The amount of excess contributions for 1972 of 30-percent capital gain property which is treated
as paid in 1973 is the least of:

(i) Available carryover from 1972 to 1973 of contributions of 30-percent capital gain property ....... 1,800 ..................
(ii) Excess of 50 percent of contribution base for 1973 ($7,500) over contributions actually made

in 1973 to section 170(b)(1)(A) organizations ($7,500) ................................................................. 0 ..................
(iii) Excess of 30 percent of contribution base for 1973 ($4,500) over sum of contributions of 30-

percent capital gain property actually made in 1973 to section 170(b)(1)(A) organizations ($0)
and excess contributions for 1970 treated under item (1) above as paid in 1973 ($0) ................ 4,500 ..................

Amount treated as paid ............................................................................................................... 0 ..................
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1974

Contribution year

Total excess Less:
Amount

treated as
paid in

years prior
to 1974

Available charitable
contributions carryovers

50% 30% 50% 30%

1970 ......................................................................................... 0 $2,000 0 0 $2,000
1971 ......................................................................................... $1,000 0 $1,000 0 0
1972 ......................................................................................... 0 1,800 0 0 1,800
1973 ......................................................................................... 6,500 0 0 $6,500 0

6,500 3,800

50 percent of C’s contribution base for 1974 ............................................................................................ 16,500 ..................
30 percent of C’s contribution base for 1974 ............................................................................................ .................. 9,900
Less: Charitable contributions actually made in 1974 to section 170(b)(1)(A) organizations .................. 700 6,400

Excess ......................................................................................................................................... 15,800 3,500

(1) The amount of excess contributions for 1973 of property other than 30-percent capital gain prop-
erty which is treated as paid in 1974 is the lesser of:

(i) Available carryover from 1973 to 1974 of contributions of property other than 30-percent cap-
ital gain property ............................................................................................................................. 6,500 ..................

(ii) Excess of 50 percent of contribution base for 1974 ($16,500) over contributions actually made
in 1974 to section 170(b)(1)(A) organizations ($7,100) ................................................................. 9,400 ..................

Amount treated as paid ............................................................................................................... .................. 6,500

(2) The amount of excess contributions for 1970 of 30-percent capital gain property which is treated
as paid in 1974 is the least of:

(i) Available carryover from 1970 to 1974 of contributions of 30-percent capital gain property ....... $2,000 ..................
(ii) Excess of 50 percent of contribution base for 1974 ($16,500) over sum of contributions actu-

ally made in 1974 to section 170(b)(1)(A) organizations ($7,100) and excess contributions for
1973 of property other than 30-percent capital gain property treated under item (1) above as
paid in 1974 ($6,500) ...................................................................................................................... 2,900 ..................

(iii) Excess of 30 percent of contribution base for 1974 ($9,900) over contributions of 30-percent
capital gain property actually made in 1974 to section 170(b)(1)(A) organizations ($6,400) ........ 3,500 ..................

Amount treated as paid ............................................................................................................... .................. $2,000

(3) The amount of excess contributions for 1972 of 30-percent capital gain property which is treated
as paid in 1974 is the least of:

(i) Available carryover from 1972 to 1974 of contributions of 30-percent capital gain property ....... 1,800 ..................
(ii) Excess of 50 percent of contribution base for 1974 ($16,500) over sum of contributions actu-

ally made in 1974 to section 170(b)(1)(A) organizations ($7,100) and excess contributions for
1973 and 1970 treated under items (1) and (2) above as paid in 1974 ($8,500) ......................... 900 ..................

(iii) Excess of 30 percent of contribution base for 1974 ($9,900) over sum of contributions of 30-
percent capital gain property actually made in 1974 to section 170(b)(1)(A) organizations
($6,400) and excess contributions for 1970 of 30-percent capital gain property treated under
item (2) above as paid in 1974 ($2,000) ........................................................................................ 1,500 ..................

Amount treated as paid ............................................................................................................... .................. 900

(d) Adjustments—(1) Effect of net oper-
ating loss carryovers on carryover of ex-
cess contributions. An individual having
a net operating loss carryover from a
prior taxable year which is available as
a deduction in a contribution year
must apply the special rule of section
170(d)(1)(B) and this subparagraph in
computing the excess described in
paragraph (b)(1) or (c)(1) of this section
for such contribution year. In deter-
mining the amount of excess charitable
contributions that shall be treated as
paid in each of the 5 taxable years suc-
ceeding the contribution year, the ex-

cess charitable contributions described
in paragraph (b)(1) or (c)(1) of this sec-
tion must be reduced by the amount by
which such excess reduces taxable in-
come (for purposes of determining the
portion of a net operating loss which
shall be carried to taxable years suc-
ceeding the contribution year under
the second sentence of section 172(b)(2))
and increases the net operating loss
which is carried to a succeeding tax-
able year. In reducing taxable income
under the second sentence of section
172(b)(2), an individual who has made
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charitable contributions in the con-
tribution year to both section
170(b)(1)(A) organizations, as defined in
§ 1.170A–9, and to organizations which
are not section 170(b)(1)(A) organiza-
tions must first deduct contributions
made to the section 170(b)(1)(A) organi-
zations from his adjusted gross income
computed without regard to his net op-
erating loss deduction before any of the
contributions made to organizations
which are not section 170(b)(1)(A) orga-
nizations may be deducted from such
adjusted gross income. Thus, if the ex-
cess of the contributions made in the
contribution year to section
170(b)(1)(A) organizations over the
amount deductible in such contribu-
tion year is utilized to reduce taxable
income (under the provisions of section
172(b)(2)) for such year, thereby serving
to increase the amount of the net oper-
ating loss carryover to a succeeding
year or years, no part of the excess
charitable contributions made in such
contribution year shall be treated as
paid in any of the 5 immediately suc-
ceeding taxable years. If only a portion
of the excess charitable contributions
is so used, the excess charitable con-
tributions shall be reduced only to that
extent. The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. B, an individual, reports his in-
come on the calendar year basis and for the
year 1970 has adjusted gross income (com-
puted without regard to any net operating
loss deduction) of $50,000. During 1970 he
made charitable contributions of cash in the
amount of $30,000 all of which were to section
170(b)(1)(A) organizations. B has a net oper-
ating loss carryover from 1969 of $50,000. In
the absence of the net operating loss deduc-
tion B would have been allowed a deduction
for charitable contributions of $25,000. After
the application of the net operating loss de-
duction, B is allowed no deduction for chari-
table contributions, and there is (before ap-
plying the special rule of section 170(d)(1)(B)
and this subparagraph) a tentative excess
charitable contribution of $30,000. For pur-
poses of determining the net operating loss
which remains to be carried over to 1971, B
computes his taxable income for 1970 under
section 172(b)(2) by deducting the $25,000
charitable contribution. After the $50,000 net
operating loss carryover is applied against
the $25,000 of taxable income for 1970 (com-
puted in accordance with section 172(b)(2),
assuming no deductions other than the char-
itable contributions deduction are applicable

in making such computation), there remains
a $25,000 net operating loss carryover to 1971.
Since the application of the net operating
loss carryover of $50,000 from 1969 reduces the
1970 adjusted gross income (for purposes of
determining 1970 tax liability) to zero, no
part of the $25,000 of charitable contributions
in that year is deductible under section
170(b)(1). However, in determining the
amount of the excess charitable contribu-
tions which shall be treated as paid in tax-
able years 1971, 1972, 1973, 1974, and 1975, the
$30,000 must be reduced to $5,000 by the por-
tion of the excess charitable contributions
($25,000) which was used to reduce taxable in-
come for 1970 (as computed for purposes of
the second sentence of section 172(b)(2)) and
which thereby served to increase the net op-
erating loss carryover to 1971 from zero to
$25,000.

Example 2. Assume the same facts as in Ex-
ample (1), except that B’s total charitable
contributions of $30,000 in cash made during
1970 consisted of $25,000 to section 170(b)(1)(A)
organizations and $5,000 to organizations
other than section 170(b)(1)(A) organizations.
Under these facts there is a tentative excess
charitable contribution of $25,000, rather
than $30,000 as in Example (1). For purposes of
determining the net operating loss which re-
mains to be carried over to 1971, B computes
his taxable income for 1970 under section
172(b)(2) by deducting the $25,000 of chari-
table contributions made to section
170(b)(1)(A) organizations. Since the excess
charitable contribution of $25,000 determined
in accordance with paragraph (b)(1) of this
section was used to reduce taxable income
for 1970 (as computed for purposes of the sec-
ond sentence of section 172(b)(2)) and thereby
served to increase the net operating loss car-
ryover to 1971 from zero to $25,000, no part of
such excess charitable contributions made in
the contribution year shall be treated as
paid in any of the five immediately suc-
ceeding taxable years. No carryover is al-
lowed with respect to the $5,000 of charitable
contributions made in 1970 to organizations
other than section 170(b)(1)(A) organizations.

Example 3. Assume the same facts as in Ex-
ample (1), except that B’s total contributions
of $30,000 made during 1970 were of 30-percent
capital gain property. Under these facts
there is a tentative excess charitable con-
tribution of $30,000. For purposes of deter-
mining the net operating loss which remains
to be carried over to 1971, B computes his
taxable income for 1970 under section
172(b)(2)(B) by deducting the $15,000 (30% of
$50,000) contribution of 30-percent capital
gain property which would have been deduct-
ible in 1970 absent the net operating loss de-
duction. Since $15,000 of the excess chari-
table contribution of $30,000 determined in
accordance with paragraph (c)(1) of this sec-
tion was used to reduce taxable income for
1970 (as computed for purposes of the second
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sentence of section 172(b)(2)) and thereby
served to increase the net operating loss car-
ryover to 1971 from zero to $15,000, only
$15,000 ($30,000—$15,000) of such excess shall
be treated as paid in taxable years 1971, 1972,
1973, 1974, and 1975.

(2) Effect of net operating loss
carryback to contribution year. The
amount of the excess contribution for a
contribution year computed as pro-
vided in paragraph (b)(1) or (c)(1) of
this section and subparagraph (1) of
this paragraph shall not be increased
because a net operating loss carryback
is available as a deduction in the con-
tribution year. Thus, for example, as-
suming that in 1970 there is an excess
contribution of $50,000 (determined as
provided in paragraph (b)(1) of this sec-
tion) which is to be carried to the 5
succeeding taxable years and that in
1973 the taxpayer has a net operating
loss which may be carried back to 1970,
the excess contribution of $50,000 for
1970 is not increased by reason of the
fact that the adjusted gross income for
1970 (on which such excess contribution
was based) is subsequently decreased
by the carryback of the net operating
loss from 1973. In addition, in deter-
mining under the provisions of section
172(b)(2) the amount of the net oper-
ating loss for any year subsequent to
the contribution year which is a
carryback or carryover to taxable
years succeeding the contribution year,
the amount of contributions made to
section 170(b)(1)(A) organizations shall
be limited to the amount of such con-
tributions which did not exceed 50 per-
cent or, in the case of 30-percent cap-
ital gain property, 30 percent of the do-
nor’s contribution base, computed
without regard to any of the modifica-
tions referred to in section 172(d), for
the contribution year. Thus, for exam-
ple, assume that the taxpayer has a net
operating loss in 1973 which is carried
back to 1970 and in turn to 1971 and
that he has made charitable contribu-
tions in 1970 to section 170(b)(1)(A) or-
ganizations. In determining the max-
imum amount of such charitable con-
tributions which may be deducted in
1970 for purposes of determining the
taxable income for 1970 which is de-
ducted under section 172(b)(2) from the
1973 loss in order to ascertain the
amount of such loss which is carried

back to 1971, the 50-percent limitation
of section 170(b)(1)(A) is based upon the
adjusted gross income for 1970 com-
puted without taking into account the
net operating loss carryback from 1973
and without making any of the modi-
fications specified in section 172(d).

(3) Effect of net operating loss
carryback to taxable years succeeding the
contribution year. The amount of the
charitable contribution from a pre-
ceding taxable year which is treated as
paid, as provided in paragraph (b)(2) or
(c)(2) of this section, in a current tax-
able year (hereinafter referred to in
this subparagraph as the ‘‘deduction
year’’) shall not be reduced because a
net operating loss carryback is avail-
able as a deduction in the deduction
year. In addition, in determining under
the provisions of section 172(b)(2) the
amount of the net operating loss for
any taxable year subsequent to the de-
duction year which is a carryback or
carryover to taxable years succeeding
the deduction year, the amount of con-
tributions made to section 170(b)(1)(A)
organizations in the deduction year
shall be limited to the amount of such
contributions, which were actually
made in such year and those which
were treated as paid in such year,
which did not exceed 50 percent or, in
the case of 30-percent capital gain
property, 30 percent of the donor’s con-
tribution base, computed without re-
gard to any of the modifications re-
ferred to in section 172(d), for the de-
duction year.

(4) Husband and wife filing joint re-
turns—(i) Change from joint return to
separate returns. If a husband and wife:

(a) Make a joint return for a con-
tribution year and compute an excess
charitable contribution for such year
in accordance with the provisions of
paragraph (b)(1) or (c)(1) of this section
and subparagraph (1) of this paragraph,
and

(b) Make separate returns for one or
more of the 5 taxable years imme-
diately succeeding such contribution
year, any excess charitable contribu-
tion for the contribution year which is
unused at the beginning of the first
such taxable year for which separate
returns are filed shall be allocated be-
tween the husband and wife. For pur-
poses of the allocation, a computation
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shall be made of the amount of any ex-
cess charitable contribution which
each spouse would have computed in
accordance with paragraph (b)(1) or
(c)(1) of this section and subparagraph
(1) of this paragraph if separate returns
(rather than a joint return) had been
filed for the contribution year. The
portion of the total unused excess char-
itable contribution for the contribu-
tion year allocated to each spouse shall
be an amount which bears the same
ratio to such unused excess charitable
contribution as such spouse’s excess
contribution, based on the separate re-
turn computation, bears to the total
excess contributions of both spouses,
based on the separate return computa-
tion. To the extent that a portion of
the amount allocated to either spouse
in accordance with the foregoing provi-
sions of this subdivision is not treated
in accordance with the provisions of
paragraph (b)(2) or (c)(2) of this section
as a charitable contribution paid to a
section 170(b)(1)(A) organization in the
taxable year in which a separate return
or separate returns are filed, each
spouse shall for purposes of paragraph
(b)(2) or (c)(2) of this section treat his
respective unused portion as the avail-
able charitable contributions carryover
to the next succeeding taxable year in
which the joint excess charitable con-
tribution may be treated as paid in ac-
cordance with paragraph (b)(1) or (c)(1)
of this section. If such husband and
wife make a joint return in one of the
5 taxable years immediately suc-
ceeding the contribution year with re-
spect to which a joint excess charitable
contribution is computed and following
such first taxable year for which such
husband and wife filed a separate re-
turn, the amounts allocated to each
spouse in accordance with this subdivi-
sion for such first year reduced by the
portion of such amounts treated as
paid to a section 170(b)(1)(A) organiza-
tion in such first year and in any tax-
able year intervening between such
first year and the succeeding taxable
year in which the joint return is filed
shall be aggregated for purposes of de-
termining the amount of the available
charitable contributions carryover to
such succeeding taxable year. The pro-
visions of this subdivision may be illus-
trated by the following example:

Example. (a) H and W file joint returns for
1970, 1971, and 1972, and in 1973 they file sepa-
rate returns. In each such year H and W
itemize their deductions in computing tax-
able income. Assume the following factual
situation with respect to H and W for 1970:

1970

H W Joint re-
turn

Contribution base ................. $50,000 $40,000 $90,000

Contributions of cash to sec-
tion 170(b)(1)(A) organiza-
tions (no other contribu-
tions) ................................. 37,000 28,000 65,000

Allowable charitable con-
tributions deductions ........ 25,000 20,000 45,000

Excess contributions for tax-
able year to be treated as
paid in 5 succeeding tax-
able years ......................... 12,000 8,000 20,000

(b) The joint excess charitable contribu-
tion of $20,000 is to be treated as having been
paid to a section 170(b)(1)(A) organization in
the 5 succeeding taxable years. Assume that
in 1971 the portion of such excess treated as
paid by H and W is $3,000, and that in 1972 the
portion of such excess treated as paid is
$7,000. Thus, the unused portion of the excess
charitable contribution made in the con-
tribution year is $10,000 ($20,000 less $3,000
[amount treated as paid in 1971] and $7,000
[amount treated as paid in 1972]). Since H
and W file separate returns in 1973, $6,000 of
such $10,000 is allocable to H, and $4,000 is al-
locable to W. Such allocation is computed as
follows:

$12,000 (excess charitable contributions made
by H (based on separate return computa-
tion) in 1970)/$20,000 (total excess chari-
table contributions made by H and W
(based on separate return computation)
in 1970)×$10,000=$6,000

$8,000 (excess charitable contributions made
by W (based on separate return computa-
tion) in 1970)/$20,000 (total excess chari-
table contributions made by H and W
(based on separate return computation)
in 1970)×$10,000=$4,000

(c) In 1973 H has a contribution base of
$70,000, and he contributes $14,000 in cash to
a section 170(b)(1)(A) organization. In 1973 W
has a contribution base of $50,000, and she
contributes $10,000 in cash to a section
170(b)(1)(A) organization. Accordingly, H
may claim a charitable contributions deduc-
tion of $20,000 in 1973, and W may claim a
charitable contributions deduction of $14,000
in 1973. H’s $20,000 deduction consists of the
$14,000 contribution made to the section
170(b)(1)(A) organization in 1973 and the
$6,000 carried over from 1970 and treated as a
charitable contribution paid by him to a sec-
tion 170(b)(1)(A) organization in 1973. W’s

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00119 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



124

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–10

$14,000 deduction consists of the $10,000 con-
tribution made to a section 170(b)(1)(A) orga-
nization in 1973 and the $4,000 carried over
from 1970 and treated as a charitable con-
tribution paid by her to a section 170(b)(1)(A)
organization in 1973.

(d) The $6,000 contribution treated as paid
in 1973 by H, and the $4,000 contribution
treated as paid in 1973 by W, are computed as
follows:

H W

Available charitable contribution carry-
over (see computations in (b)) ........... $6,000 $4,000

50 percent of contribution base ............. 35,000 25,000
Contributions of cash made in 1973 to

section 170(b)(1)(A) organizations (no
other contributions) ............................ 14,000 10,000

21,000 15,000
Amount of excess contributions treated

as paid in 1973: The lesser of $6,000
(available carryover of H to 1973) or
$21,000 (excess of 50 percent of
contribution base ($35,000) over con-
tributions actually made in 1973 to
section 170(b)(1)(A) organizations
($14,000)) ........................................... $6,000

The lesser of $4,000 (available car-
ryover of W to 1973) or $15,000
(excess of 50 percent of con-
tribution base ($25,000) over
contributions actually made in
1973 to section 170(b)(1)(A) or-
ganizations ($10,000)) ................ .............. $4,000

(e) It is assumed that H and W made no
contributions of 30-percent capital gain prop-
erty during these years. If they had made
such contributions, there would have been
similar adjustments based on 30 percent of
the contribution base.

(ii) Change from separate returns to
joint return. If in the case of a husband
and wife:

(a) Either or both of the spouses
make a separate return for a contribu-
tion year and compute an excess chari-
table contribution for such year in ac-
cordance with the provisions of para-
graph (b)(1) or (c)(1) of this section and
subparagraph (1) of this paragraph, and

(b) Such husband and wife make a
joint return for one or more of the tax-
able years succeeding such contribu-
tion year, the excess charitable con-
tribution of the husband and wife for
the contribution year which is unused
at the beginning of the first taxable
year for which a joint return is filed
shall be aggregated for purposes of de-
termining the portion of such unused
charitable contribution which shall be
treated in accordance with paragraph

(b)(2) or (c)(2) of this section as a chari-
table contribution paid to a section
170(b)(1)(A) organization. The provi-
sions of this subdivision also apply in
the case of two single individuals who
are subsequently married and file a
joint return. A remarried taxpayer who
filed a joint return with a former
spouse in a contribution year with re-
spect to which an excess charitable
contribution was computed and who in
any one of the 5 taxable years suc-
ceeding such contribution year files a
joint return with his or her present
spouse shall treat the unused portion
of such excess charitable contribution
allocated to him or her in accordance
with subdivision (i) of this subpara-
graph in the same manner as the un-
used portion of an excess charitable
contribution computed in a contribu-
tion year in which he filed a separate
return, for purposes of determining the
amount which in accordance with para-
graph (b)(2) or (c)(2) of this section
shall be treated as paid to an organiza-
tion specified in section 170(b)(1)(A) in
such succeeding year.

(iii) Unused excess charitable contribu-
tion of deceased spouse. In case of the
death of one spouse, any unused por-
tion of an excess charitable contribu-
tion which is allocable in accordance
with subdivision (i) of this subpara-
graph to such spouse shall not be treat-
ed as paid in the taxable year in which
such death occurs or in any subsequent
taxable year except on a separate re-
turn made for the deceased spouse by a
fiduciary for the taxable year which
ends with the date of death or on a
joint return for the taxable year in
which such death occurs. The applica-
tion of this subdivision may be illus-
trated by the following example:

Example. Assume the same facts as in the
example in subdivision (i) of this subpara-
graph except that H dies in 1972 and W files
a separate return for 1973. W made a joint re-
turn for herself and H for 1972. In the exam-
ple, the unused excess charitable contribu-
tion as of January 1, 1973, was $10,000, $6,000
of which was allocable to H and $4,000 to W.
No portion of the $6,000 allocable to H may
be treated as paid by W or any other person
in 1973 or any subsequent year.

(e) Information required in support of a
deduction of an amount carried over and
treated as paid. If, in a taxable year, a
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deduction is claimed in respect of an
excess charitable contribution which,
in accordance with the provisions of
paragraph (b)(2) or (c)(2) of this section,
is treated (in whole or in part) as paid
in such taxable year, the taxpayer
shall attach to his return a statement
showing:

(1) The contribution year (or years)
in which the excess charitable con-
tributions were made,

(2) The excess charitable contribu-
tions made in each contribution year,
and the amount of such excess chari-
table contributions consisting of 30-
percent capital gain property,

(3) The portion of such excess, or of
each such excess, treated as paid in ac-
cordance with paragraph (b)(2) or (c)(2)
of this section in any taxable year in-
tervening between the contribution
year and the taxable year for which the
return is made, and the portion of such
excess which consists of 30-percent cap-
ital gain property.

(4) Whether or not an election under
section 170(b)(1)(D)(iii) has been made
which affects any of such excess con-
tributions of 30-percent capital gain
property, and

(5) Such other information as the re-
turn or the instructions relating there-
to may require.

(f) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969. For purposes of applying section
170(d)(1) with respect to contributions
paid in a taxable year beginning before
January 1, 1970, subsection (b)(1)(D),
subsection (e), and paragraphs (1), (2),
(3), and (4) of subsection (f) of section
170 shall not apply. See section
201(g)(1)(D) of the Tax Reform Act of
1969 (83 Stat. 564).

[T.D. 7207, 37 FR 20787, Oct. 4, 1972; 37 FR
22982, Oct. 27, 1972, as amended by T.D. 7340,
40 FR 1240, Jan. 7, 1975]

§ 1.170A–11 Limitation on, and carry-
over of, contributions by corpora-
tions.

(a) In general. The deduction by a cor-
poration in any taxable year for chari-
table contributions, as defined in sec-
tion 170(c), is limited to 5 percent of its
taxable income for the year, computed
without regard to:

(1) The deduction under section 170
for charitable contributions,

(2) The special deductions for cor-
porations allowed under Part VIII (ex-
cept section 248), Subchapter B, Chap-
ter 1 of the Code,

(3) Any net operating loss carryback
to the taxable year under section 172,
and

(4) Any capital loss carryback to the
taxable year under section 1212(a)(1).
A charitable contribution by a corpora-
tion to a trust, chest, fund, or founda-
tion described in section 170(c)(2) is de-
ductible under section 170 only if the
contribution is to be used in the United
States or its possessions exclusively for
religious, charitable, scientific, lit-
erary, or educational purposes or for
the prevention of cruelty to children or
animals. For the purposes of section
170, amounts excluded from the gross
income of a corporation under section
114, relating to sports programs con-
ducted for the American National Red
Cross, are not to be considered con-
tributions or gifts.

(b) Election by corporations on an ac-
crual method. (1) A corporation report-
ing its taxable income on an accrual
method may elect to have a charitable
contribution treated as paid during the
taxable year, if payment is actually
made on or before the 15th day of the
third month following the close of such
year and if, during such year, its board
of directors authorizes the charitable
contribution. If by reason of such an
election a charitable contribution
(other than a contribution of a letter,
memorandum, or property similar to a
letter or memorandum) paid in a tax-
able year beginning after December 31,
1969, is treated as paid during a taxable
year beginning before January 1, 1970,
the provisions of § 1.170A–4 shall not be
applied to reduce the amount of such
contribution. However, see section
170(e) before its amendment by the Tax
Reform Act of 1969.

(2) The election must be made at the
time the return for the taxable year is
filed, by reporting the contribution on
the return. There shall be attached to
the return when filed a written dec-
laration that the resolution author-
izing the contribution was adopted by
the board of directors during the tax-
able year, and the declaration shall be
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verified by a statement signed by an of-
ficer authorized to sign the return that
it is made under the penalties of per-
jury. There shall also be attached to
the return when filed a copy of the res-
olution of the board of directors au-
thorizing the contribution.

(c) Charitable contributions carryover
of corporations—(1) In general. Subject
to the reduction provided in subpara-
graph (2) of this paragraph, any chari-
table contributions made by a corpora-
tion in a taxable year (hereinafter in
this paragraph referred to as the ‘‘con-
tribution year’’) in excess of the
amount deductible in such contribu-
tion year under the 5-percent limita-
tion of section 170(b)(2) are deductible
in each of the five succeeding taxable
years in order of time, but only to the
extent of the lesser of the following
amounts:

(i) The excess of the maximum
amount deductible for such succeeding
taxable year under the 5-percent limi-
tation of section 170(b)(2) over the sum
of the charitable contributions made in
that year plus the aggregate of the ex-
cess contributions which were made in
taxable years before the contribution
year and which are deductible under
this paragraph in such succeeding tax-
able year; or

(ii) In the case of the first taxable
year succeeding the contribution year,
the amount of the excess charitable
contributions, and in the case of the
second, third, fourth, and fifth taxable
years succeeding the contribution year,
the portion of the excess charitable
contributions not deductible under this
subparagraph for any taxable year in-
tervening between the contribution
year and such succeeding taxable year.
This paragraph applies to excess chari-
table contributions by a corporation,
whether or not such contributions are
made to, or for the use of, the donee or-
ganization and whether or not such or-
ganization is a section 170(b)(1)(A) or-
ganization, as defined in § 1.170A–9. For
purposes of applying this paragraph, a
charitable contribution made in a tax-
able year beginning before January 1,
1970, which is carried over to taxable
year beginning after December 31, 1969,
under section 170(b)(2) (before its
amendment by the Tax Reform Act of
1969) and is deductible in such taxable

year beginning after December 31, 1969,
shall be treated as deductible under
section 170(d)(1) and this paragraph.
The application of this subparagraph
may be illustrated by the following ex-
ample:

Example. A corporation which reports its
income on the calendar year basis makes a
charitable contribution of $20,000 in 1970. Its
taxable income (determined without regard
to any deduction for charitable contribu-
tions) for 1970 is $100,000. Accordingly, the
charitable contributions deduction for that
year is limited to $5,000 (5 percent of
$100,000). The excess charitable contribution
not deductible in 1970 ($15,000) is a carryover
to 1971. The corporation has taxable income
(determined without regard to any deduction
for charitable contributions) of $150,000 in
1971 and makes a charitable contribution of
$5,000 in that year. For 1971 the corporation
may deduct as a charitable contribution the
amount of $7,500 (5 percent of $150,000). This
amount consists of the $5,000 contribution
made in 1971 and of the $2,500 carried over
from 1970. The remaining $12,500 carried over
from 1970 and not allowable as a deduction
for 1971 because of the 5-percent limitation
may be carried over to 1972. The corporation
has taxable income (determined without re-
gard to any deduction for charitable con-
tributions) of $200,000 in 1972 and makes a
charitable contribution of $5,000 in that year.
For 1972 the corporation may deduct the
amount of $10,000 (5 percent of $200,000). This
amount consists of the $5,000 contributed in
1972, and $5,000 of the $12,500 carried over
from 1970 to 1972. The remaining $7,500 of the
carryover from 1970 is available for purposes
of computing the charitable contributions
carryover from 1970 to 1973, 1974, and 1975.

(2) Effect of net operating loss
carryovers on carryover of excess con-
tributions. A corporation having a net
operating loss carryover from any tax-
able year must apply the special rule of
section 170(d)(2)(B) and this subpara-
graph before computing under subpara-
graph (1) of this paragraph the excess
charitable contributions carryover
from any taxable year. In determining
the amount of excess charitable con-
tributions that may be deducted in ac-
cordance with subparagraph (1) of this
paragraph in taxable years succeeding
the contribution year, the excess of the
charitable contributions made by a
corporation in the contributions year
over the amount deductible in such
year must be reduced by the amount by
which such excess reduces taxable in-
come for purposes of determining the
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net operating loss carryover under the
second sentence of section 172(b)(2))
and increases a net operating loss car-
ryover to a succeeding taxable year.
Thus, if the excess of the contributions
made in a taxable year over the
amount deductible in the taxable year
is utilized to reduce taxable income
(under the provisions of section
172(b)(2)) for such year, thereby serving
to increase the amount of the net oper-
ating loss carryover to a succeeding
taxable year or years, no charitable
contributions carryover will be al-
lowed. If only a portion of the excess
charitable contributions is so used, the
charitable contributions carryover will
be reduced only to that extent. The ap-
plication of this subparagraph may be
illustrated by the following example:

Example. A corporation, which reports its
income on the calendar year basis, makes a
charitable contribution of $10,000 during 1971.
Its taxable income for 1971 is $80,000 (com-
puted without regard to any net operating
loss deduction and computed in accordance
with section 170(b)(2) without regard to any
deduction for charitable contributions). The
corporation has a net operating loss carry-
over from 1970 of $80,000. In the absence of
the net operating loss deduction the corpora-
tion would have been allowed a deduction for
charitable contributions of $4,000 (5 percent
of $80,000). After the application of the net
operating loss deduction the corporation is
allowed no deduction for charitable con-
tributions, and there is a tentative chari-
table contribution carryover from 1971 of
$10,000. For purposes of determining the net
operating loss carryover to 1972 the corpora-
tion computes its taxable income for 1971
under section 172(b)(2) by deducting the
$4,000 charitable contribution. Thus, after
the $80,000 net operating loss carryover is ap-
plied against the $76,000 of taxable income
for 1971 (computed in accordance with sec-
tion 172(b)(2)), there remains a $4,000 net op-
erating loss carryover to 1972. Since the ap-
plication of the net operating loss carryover
of $80,000 from 1970 reduces the taxable in-
come for 1971 to zero, no part of the $10,000 of
charitable contributions in that year is de-
ductible under section 170(b)(2). However, in
determining the amount of the allowable
charitable contributions carryover from 1971
to 1972, 1973, 1974, 1975, and 1976, the $10,000
must be reduced by the portion thereof
($4,000) which was used to reduce taxable in-
come for 1971 (as computed for purposes of
the second sentence of section 172(b)(2)) and
which thereby served to increase the net op-
erating loss carryover from 1970 to 1972 from
zero to $4,000.

(3) Effect of net operating loss
carryback to contribution year. The
amount of the excess contribution for a
contribution year computed as pro-
vided in subparagraph (1) of this para-
graph shall not be increased because a
net operating loss carryback is avail-
able as a deduction in the contribution
year. In addition, in determining under
the provisions of section 172(b)(2) the
amount of the net operating loss for
any year subsequent to the contribu-
tion year which is a carryback or car-
ryover to taxable years succeeding the
contribution year, the amount of any
charitable contributions shall be lim-
ited to the amount of such contribu-
tions which did not exceed 5 percent of
the donor’s taxable income, computed
as provided in paragraph (a) of this sec-
tion and without regard to any of the
modifications referred to in section
172(d), for the contribution year. For il-
lustrations see paragraph (d)(2) of
§ 1.170A–10.

(4) Effect of net operating loss
carryback to taxable year succeeding the
contribution year. The amount of the
charitable contribution from a pre-
ceding taxable year which is deductible
(as provided in this paragraph) in a
current taxable year (hereinafter re-
ferred to in this subparagraph as the
‘‘deduction year’’) shall not be reduced
because a net operating loss carryback
is available as a deduction in the de-
duction year. In addition, in deter-
mining under the provisions of section
172(b)(2) the amount of the net oper-
ating loss for any taxable year subse-
quent to the deduction year which is a
carryback or a carryover to taxable
years succeeding the deduction year,
the amount of contributions made in
the deduction year shall be limited to
the amount of such contributions,
which were actually made in such year
and those which were deductible in
such year under section 170(d)(2), which
did not exceed 5 percent of the donor’s
taxable income, computed as provided
in paragraph (a) of this section and
without regard to any of the modifica-
tions referred to in section 172(d), for
the deduction year.

(5) Year contribution is made. For pur-
poses of this paragraph, contributions
made by a corporation in a contribu-
tion year include contributions which,
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in accordance with the provisions of
section 170(a)(2) and paragraph (b) of
this section, are considered as paid dur-
ing such contribution year.

(d) Effective date. This section applies
only to contributions paid in taxable
years beginning after December 31,
1969. For purposes of applying section
170(d)(2) with respect to contributions
paid, or treated under section 170(a)(2)
as paid, in a taxable year beginning be-
fore January 1, 1970, subsection (e), and
paragraphs (1), (2), (3), and (4) of sub-
section (f) of section 170 shall not
apply. See section 201(g)(1)(D) of the
Tax Reform Act of 1969 (83 Stat. 564).

[T.D. 7207, 37 FR 20793, Oct. 4, 1972, as amend-
ed by T.D. 7807, 47 FR 4512, Feb. 1, 1982]

§ 1.170A–12 Valuation of a remainder
interest in real property for con-
tributions made after July 31, 1969.

(a) In general. (1) Section 170(f)(4) pro-
vides that, in determining the value of
a remainder interest in real property
for purposes of section 170, depreciation
and depletion of such property shall be
taken into account. Depreciation shall
be computed by the straight line meth-
od and depletion shall be computed by
the cost depletion method. Section
170(f)(4) and this section apply only in
the case of a contribution, not made in
trust, of a remainder interest in real
property made after July 31, 1969, for
which a deduction is otherwise allow-
able under section 170.

(2) In the case of the contribution of
a remainder interest in real property
consisting of a combination of both de-
preciable and nondepreciable property,
or of both depletable and nondepletable
property, and allocation of the fair
market value of the property at the
time of the contribution shall be made
between the depreciable and nondepre-
ciable property, or the depletable and
nondepletable property, and deprecia-
tion or depletion shall be taken into
account only with respect to the depre-
ciable or depletable property. The ex-
pected value at the end of its ‘‘esti-
mated useful life’’ (as defined in para-
graph (d) of this section) of that part of
the remainder interest consisting of de-
preciable property shall be considered
to be nondepreciable property for pur-
poses of the required allocation. In the
case of the contribution of a remainder

interest in stock in a cooperative hous-
ing corporation (as defined in section
216(b)(1)), an allocation of the fair mar-
ket value of the stock at the time of
the contribution shall be made to re-
flect the respective values of the depre-
ciable and nondepreciable property un-
derlying such stock, and depreciation
on the depreciable part shall be taken
into account for purposes of valuing
the remainder interest in such stock.

(3) If the remainder interest that has
been contributed follows only one life,
the value of the remainder interest
shall be computed under the rules con-
tained in paragraph (b) of this section.
If the remainder interest that has been
contributed follows a term for years,
the value of the remainder interest
shall be computed under the rules con-
tained in paragraph (c) of this section.
If the remainder interest that has been
contributed is dependent upon the con-
tinuation or the termination of more
than one life or upon a term certain
concurrent with one or more lives, the
provisions of paragraph (e) of this sec-
tion shall apply. In every case where it
is provided in this section that the
rules contained in § 25.2512–5 (or, for
certain prior periods, § 25.2512–5A) of
this chapter (Gift Tax Regulations)
apply, such rules shall apply notwith-
standing the general effective date for
such rules contained in paragraph (a)
of such section. Except as provided in
§ 1.7520–3(b) of this chapter, for trans-
fers of remainder interests after April
30, 1989, the present value of the re-
mainder interest is determined under
§ 25.2512–5 of this chapter by use of the
interest rate component on the date
the interest is transferred unless an
election is made under section 7520 and
§ 1.7520–2 of this chapter to compute the
present value of the interest trans-
ferred by use of the interest rate com-
ponent for either of the 2 months pre-
ceding the month in which the interest
is transferred. In some cases, a reduc-
tion in the amount of a charitable con-
tribution of a remainder interest, after
the computation of its value under sec-
tion 170(f)(4) and this section, may be
required. See section 170(e) and
§ 1.170A–4.

(b) Valuation of a remainder interest
following only one life—(1) General rule.
The value of a remainder interest in
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real property following only one life is
determined under the rules provided in
§ 20.2031–7 (or for certain prior periods,
§ 20.2031–7A) of this chapter (Estate Tax
Regulations), using the interest rate
and life contingencies prescribed for
the date of the gift. See, however,
§ 1.7520–3(b) (relating to exceptions to
the use of prescribed tables under cer-
tain circumstances). However, if any
part of the real property is subject to
exhaustion, wear and tear, or obsoles-
cence, the special factor determined
under paragraph (b)(2) of this section
shall be used in valuing the remainder
interest in that part. Further, if any
part of the property is subject to deple-
tion of its natural resources, such de-
pletion is taken into account in deter-
mining the value of the remainder in-
terest.

(2) Computation of depreciation factor.
If the valuation of the remainder inter-
est in depreciable property is depend-
ent upon the continuation of one life, a
special factor must be used. The factor
determined under this paragraph (b)(2)
is carried to the fifth decimal place.
The special factor is to be computed on
the basis of the interest rate and life

contingencies prescribed in § 20.2031–7
(or for certain prior periods, § 20.2031–
7A) of this chapter (Estate Tax Regula-
tions) and on the assumption that the
property depreciates on a straight-line
basis over its estimated useful life. For
transfers for which the valuation date
is after April 30, 1989, special factors
for determining the present value of a
remainder interest following one life
and an example describing the com-
putation are contained in Internal Rev-
enue Service Publication 1459, ‘‘Actu-
arial Values, Gamma Volume,’’ (8–89).
This publication is no longer available
for purchase from the Superintendent
of Documents. However, it may be ob-
tained by requesting a copy from:
CC:DOM:CORP:T:R (IRS Publication
1459), room 5228, Internal Revenue
Service, POB 7604, Ben Franklin Sta-
tion, Washington, DC 20044. See, how-
ever, § 1.7520–3(b) (relating to excep-
tions to the use of prescribed tables
under certain circumstances). Other-
wise, in the case of the valuation of a
remainder interest following one life,
the special factor may be obtained
through use of the following formula:
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Where:

n=the estimated number of years of
useful life,

i=the applicable interest rate under
section 7520 of the Internal Rev-
enue Code,

v=1 divided by the sum of 1 plus the ap-
plicable interest rate under section
7520 of the Internal Revenue Code,

x=the age of the life tenant, and
lx=number of persons living at age x as

set forth in Table 80CNSMT of
§ 20.2031–7 (or, for prior periods, in
§ 20.2031–7A) of this chapter.

(3) The following example illustrates
the provisions of this paragraph (b):

Example. In June 1992, A, who is 62, donates
to Y University a remainder interest in a
personal residence, consisting of a house and
land, subject to a reserved life estate in A.

At the time of the gift, the land has a value
of $30,000 and the house has a value of
$100,000 with an estimated useful life of 45
years, at the end of which the value of the
house is expected to be $20,000. The portion
of the property considered to be depreciable
is $80,000 (the value of the house ($100,000)
less its expected value at the end of 45 years
($20,000)). The portion of the property consid-
ered to be nondepreciable is $50,000 (the value
of the land at the time of the gift ($20,000)
plus the expected value of the house at the
end of 45 years ($20,000)). The interest rate
prescribed under section 7520 for June 1992 is
8.4 percent. Based on an interest rate of 8.4
percent, the remainder factor for $1.00 pre-
scribed in § 20.2031–7 of this chapter for a per-
son age 62 is 0.29567. The value of the non-
depreciable remainder interest is $14,783.50
(0.29567 times $50,000). The value of the depre-
ciable remainder interest is $17,387.20
(0.21734, computed under the formula de-
scribed in paragraph (b)(2) of this section,
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times $80,000). Therefore, the value of the re-
mainder interest is $32,170.70.

(c) Valuation of a remainder interest
following a term for years. The value of
a remainder interest in real property
following a term for years shall be de-
termined under the rules provided in
§ 25.2512–5 (or, for certain prior periods,
§ 25.2512–5A) of this chapter (Gift Tax
Regulations) using Table B provided in
paragraph (f) of such sections. How-
ever, if any part of the real property is
subject to exhaustion, wear and tear,
or obsolescence, in valuing the remain-
der interest in that part the value of
such part is adjusted by subtracting
from the value of such part the amount
determined by multiplying such value
by a fraction, the numerator of which
is the number of years in the term or,
if less, the estimated useful life of the
property, and the denominator of
which is the estimated useful life of the
property. The resultant figure is the
value of the property to be used in
§ 25.2512–5 (or, for certain prior periods,
§ 25.2512–5A) of this chapter (Gift Tax
Regulations). Further, if any part of
the property is subject to depletion of
its natural resources, such depletion
shall be taken into account in deter-
mining the value of the remainder in-
terest. The provisions of this paragraph
as it relates to depreciation are illus-
trated by the following example:

Example. In 1972, B donates to Z University
a remainder interest in his personal resi-
dence, consisting of a house and land, subject
to a 20 year term interest provided for his
sister. At such time the house has a value of
$60,000, and an expected useful life of 45
years, at the end of which time it is expected
to have a value of $10,000, and the land has a
value of $8,000. The value of the portion of
the property considered to be depreciable is
$50,000 (the value of the house ($60,000) less
its expected value at the end of 45 years
($10,000)), and this is multiplied by the frac-
tion 20/45. The product, $22,222.22, is sub-
tracted from $68,000, the value of the entire
property, and the balance, $45,777.78, is mul-
tiplied by the factor .311805 (see § 25.2512–
5A(c)). The result, $14,273.74, is the value of
the remainder interest in the property.

(d) Definition of estimated useful life.
For the purposes of this section, the
determination of the estimated useful
life of depreciable property shall take
account of the expected use of such
property during the period of the life

estate or term for years. The term ‘‘es-
timated useful life’’ means the esti-
mated period (beginning with the date
of the contribution) over which such
property may reasonably be expected
to be useful for such expected use. This
period shall be determined by reference
to the experience based on any prior
use of the property for such purposes if
such prior experience is adequate. If
such prior experience is inadequate or
if the property has not been previously
used for such purposes, the estimated
useful life shall be determined by ref-
erence to the general experience of per-
sons normally holding similar property
for such expected use, taking into ac-
count present conditions and probable
future developments. The estimated
useful life of such depreciable property
is not limited to the period of the life
estate or term for years preceding the
remainder interest. In determining the
expected use and the estimated useful
life of the property, consideration is to
be given to the provisions of the gov-
erning instrument creating the life es-
tate or term for years or applicable
local law, if any, relating to use, pres-
ervation, and maintenance of the prop-
erty during the life estate or term for
years. In arriving at the estimated use-
ful life of the property, estimates, if
available, of engineers or other persons
skilled in estimating the useful life of
similar property may be taken into ac-
count. At the option of the taxpayer,
the estimated useful life of property
contributed after December 31, 1970, for
purposes of this section, shall be an
asset depreciation period selected by
the taxpayer that is within the permis-
sible asset depreciation range for the
relevant asset guideline class estab-
lished pursuant to § 1.167(a)–11(b) (4)(ii).
For purposes of the preceding sentence,
such period, range, and class shall be
those which are in effect at the time
that the contribution of the remainder
interest was made. At the option of the
taxpayer, in the case of property con-
tributed before January 1, 1971, the es-
timated useful life, for purposes of this
section, shall be the guideline life pro-
vided in Revenue Procedure 62–21 for
the relevant asset guideline class.

(e) Valuation of a remainder interest
following more than one life or a term cer-
tain concurrent with one or more lives.
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(1)(i) If the valuation of the remainder
interest in the real property is depend-
ent upon the continuation or the ter-
mination of more than one life or upon
a term certain concurrent with one or
more lives, a special factor must be
used.

(ii) The special factor is to be com-
puted on the basis of—

(A) Interest at the rate prescribed
under § 25.2512–5 (or, for certain prior
periods, § 25.2512–5A) of this chapter,
compounded annually;

(B) Life contingencies determined
from the values that are set forth in
the mortality table in § 20.2031–7 (or, for

certain prior periods, § 20.2031–7A) of
this chapter; and

(C) If depreciation is involved, the as-
sumption that the property depreciates
on a straight-line basis over its esti-
mated useful life.

(iii) If any part of the property is
subject to depletion of its natural re-
sources, such depletion must be taken
into account in determining the value
of the remainder interest.

(2) In the case of the valuation of a
remainder interest following two lives,
the special factor may be obtained
through use of the following formula:
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Where:

n=the estimated number of years of
useful life,

i=the applicable interest rate under
section 7520 of the Internal Rev-
enue Code,

v=1 divided by the sum of 1 plus the ap-
plicable interest rate under section
7520 of the Internal Revenue Code,

x and y=the ages of the life tenants,
and

lx and ly=the number of persons living
at ages x and y as set forth in Table
80CNSMT in § 20.2031–7 (or, for prior
periods, in § 20.2031–7A) of this chap-
ter.

(3) Notwithstanding that the tax-
payer may be able to compute the spe-
cial factor in certain cases under para-
graph (2), if a special factor is required
in the case of an actual contribution,
the Commissioner will furnish the fac-
tor to the donor upon request. The re-
quest must be accompanied by a state-
ment of the sex and date of birth of
each person the duration of whose life
may affect the value of the remainder
interest, copies of the relevant instru-
ments, and, if depreciation is involved,
a statement of the estimated useful life
of the depreciable property. However,
since remainder interests in that part
of any property which is depletable

cannot be valued on a purely actuarial
basis, special factors will not be fur-
nished with respect to such part. Re-
quests should be forwarded to the Com-
missioner of Internal Revenue, Atten-
tion: E:A:G, Washington, DC 20224.

[T.D. 7370, 40 FR 34337, Aug. 15, 1975, as
amended by T.D. 7955, 49 FR 19975, May 11,
1984; T.D. 8540, 59 FR 30102, 30104, June 10,
1994]

§ 1.170A–13 Recordkeeping and return
requirements for deductions for
charitable contributions.

(a) Charitable contributions of money
made in taxable years beginning after De-
cember 31, 1982—(1) In general. If a tax-
payer makes a charitable contribution
of money in a taxable year beginning
after December 31, 1982, the taxpayer
shall maintain for each contribution
one of the following:

(i) A cancelled check.
(ii) A receipt from the donee chari-

table organization showing the name of
the donee, the date of the contribution,
and the amount of the contribution. A
letter or other communication from
the donee charitable organization ac-
knowledging receipt of a contribution
and showing the date and amount of
the contribution constitutes a receipt
for purposes of this paragraph (a).
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(iii) In the absence of a canceled
check or receipt from the donee chari-
table organization, other reliable writ-
ten records showing the name of the
donee, the date of the contribution,
and the amount of the contribution.

(2) Special rules—(i) Reliability of
records. The reliability of the written
records described in paragraph
(a)(1)(iii) of this section is to be deter-
mined on the basis of all of the facts
and circumstances of a particular case.
In all events, however, the burden shall
be on the taxpayer to establish reli-
ability. Factors indicating that the
written records are reliable include,
but are not limited to:

(A) The contemporaneous nature of
the writing evidencing the contribu-
tion.

(B) The regularity of the taxpayer’s
recordkeeping procedures. For exam-
ple, a contemporaneous diary entry
stating the amount and date of the do-
nation and the name of the donee char-
itable organization made by a taxpayer
who regularly makes such diary entries
would generally be considered reliable.

(C) In the case of a contribution of a
small amount, the existence of any
written or other evidence from the
donee charitable organization evidenc-
ing receipt of a donation that would
not otherwise constitute a receipt
under paragraph (a)(1)(ii) of this sec-
tion (including an emblem, button, or
other token traditionally associated
with a charitable organization and reg-
ularly given by the organization to per-
sons making cash donations).

(ii) Information stated in income tax re-
turn. The information required by para-
graph (a)(1)(iii) of this section shall be
stated in the taxpayer’s income tax re-
turn if required by the return form or
its instructions.

(3) Taxpayer option to apply paragraph
(d)(1) to pre-1985 contribution. See para-
graph (d)(1) of this section with regard
to contributions of money made on or
before December 31, 1984.

(b) Charitable contributions of property
other than money made in taxable years
beginning after December 31, 1982—(1) In
general. Except in the case of certain
charitable contributions of property
made after December 31, 1984, to which
paragraph (c) of this section applies,
any taxpayer who makes a charitable

contribution of property other than
money in a taxable year beginning
after December 31, 1982, shall maintain
for each contribution a receipt from
the donee showing the following infor-
mation:

(i) The name of the donee.
(ii) The date and location of the con-

tribution.
(iii) A description of the property in

detail reasonably sufficient under the
circumstances. Although the fair mar-
ket value of the property is one of the
circumstances to be taken into account
in determining the amount of detail to
be included on the receipt, such value
need not be stated on the receipt.

A letter or other written communica-
tion from the donee acknowledging re-
ceipt of the contribution, showing the
date of the contribution, and con-
taining the required description of the
property contributed constitutes a re-
ceipt for purposes of this paragraph. A
receipt is not required if the contribu-
tion is made in circumstances where it
is impractical to obtain a receipt (e.g.,
by depositing property at a charity’s
unattended drop site). In such cases,
however, the taxpayer shall maintain
reliable written records with respect to
each item of donated property that in-
clude the information required by para-
graph (b)(2)(ii) of this section.

(2) Special rules—(i) Reliability of
records. The rules described in para-
graph (a)(2)(i) of this section also apply
to this paragraph (b) for determining
the reliability of the written records
described in paragraph (b)(1) of this
section

(ii) Content of records. The written
records described in paragraph (b)(1) of
this section shall include the following
information and such information shall
be stated in the taxpayers income tax
return if required by the return form or
its instructions:

(A) The name and address of the
donee organization to which the con-
tribution was made.

(B) The date and location of the con-
tribution.

(C) A description of the property in
detail reasonable under the cir-
cumstances (including the value of the
property), and, in the case of securi-
ties, the name of the issuer, the type of
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security, and whether or not such secu-
rity is regularly traded on a stock ex-
change or in an over-the-counter mar-
ket.

(D) The fair market value of the
property at the time the contribution
was made, the method utilized in deter-
mining the fair market value, and, if
the valuation was determined by ap-
praisal, a copy of the signed report of
the appraiser.

(E) In the case of property to which
section 170(e) applies, the cost or other
basis, adjusted as provided by section
1016, the reduction by reason of section
170(e)(1) in the amount of the chari-
table contribution otherwise taken
into account, and the manner in which
such reduction was determined. A tax-
payer who elects under paragraph (d)(2)
of § 1.170A–8 to apply section 170(e)(1) to
contributions and carryovers of 30 per-
cent capital gain property shall main-
tain a written record indicating the
years for which the election was made
and showing the contributions in the
current year and carryovers from pre-
ceding years to which it applies. For
the definition of the term ‘‘30-percent
capital gain property,’’ see paragraph
(d)(3) of § 1.170A–8.

(F) If less than the entire interest in
the property is contributed during the
taxable year, the total amount claimed
as a deduction for the taxable year due
to the contribution of the property,
and the amount claimed as a deduction
in any prior year or years for contribu-
tions of other interests in such prop-
erty, the name and address of each or-
ganization to which any such contribu-
tion was made, the place where any
such property which is tangible prop-
erty is located or kept, and the name of
any person, other than the organiza-
tion to which the property giving rise
to the deduction was contributed, hav-
ing actual possession of the property.

(G) The terms of any agreement or
understanding entered into by or on be-
half of the taxpayer which relates to
the use, sale, or other disposition of
the property contributed, including for
example, the terms of any agreement
or understanding which:

(1) Restricts temporarily or perma-
nently the donee’s right to use or dis-
pose of the donated property,

(2) Reserves to, or confers upon, any-
one (other than the donee organization
or an organization participating with
the donee organization in cooperative
fundraising) any right to the income
from the donated property or to the
possession of the property, including
the right to vote donated securities, to
acquire the property by purchase or
otherwise, or to designate the person
having such income, possession, or
right to acquire, or

(3) Earmarks donated property for a
particular use.

(3) Deductions in excess of $500 claimed
for a charitable contribution of property
other than money—(i) In general. In ad-
dition to the information required
under paragraph (b)(2)(ii) of this sec-
tion, if a taxpayer makes a charitable
contribution of property other than
money in a taxable year beginning
after December 31, 1982, and claims a
deduction in excess of $500 in respect of
the contribution of such item, the tax-
payer shall maintain written records
that include the following information
with respect to such item of donated
property, and shall state such informa-
tion in his or her income tax return if
required by the return form or its in-
structions:

(A) The manner of acquisition, as for
example by purchase, gift bequest, in-
heritance, or exchange, and the approx-
imate date of acquisition of the prop-
erty by the taxpayer or, if the property
was created, produced, or manufac-
tured by or for the taxpayer, the ap-
proximate date the property was sub-
stantially completed.

(B) The cost or other basis, adjusted
as provided by section 1016, of property,
other than publicly traded securities,
held by the taxpayer for a period of less
than 12 months (6 months for property
contributed in taxable years beginning
after December 31, 1982, and on or be-
fore June 6, 1988, immediately pre-
ceding the date on which the contribu-
tion was made and, when the informa-
tion is available, of property, other
than publicly traded securities, held
for a period of 12 months or more (6
months or more for property contrib-
uted in taxable years beginning after
December 31, 1982, and on or before
June 6, 1988, preceding the date on
which the contribution was made.
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(ii) Information on acquisition date or
cost basis not available. If the return
form or its instructions require the
taxpayer to provide information on ei-
ther the acquisition date of the prop-
erty or the cost basis as described in
paragraph (b)(3)(i) (A) and (B), respec-
tively, of this section, and the taxpayer
has reasonable cause for not being able
to provide such information, the tax-
payer shall attach an explanatory
statement to the return. If a taxpayer
has reasonable cause for not being able
to provide such information, the tax-
payer shall not be disallowed a chari-
table contribution deduction under sec-
tion 170 for failure to comply with
paragraph (b)(3)(i) (A) and (B) of the
section.

(4) Taxpayer option to apply paragraph
(d) (1) and (2) to pre-1985 contributions.
See paragraph (d) (1) and (2) of this sec-
tion with regard to contributions of
property made on or before December
31, 1984.

(c) Deductions in excess of $5,000 for
certain charitable contributions of prop-
erty made after December 31, 1984—(1)
General Rule—(i) In general. This para-
graph applies to any charitable con-
tribution made after December 31, 1984,
by an individual, closely held corpora-
tion, personal service corporation,
partnership, or S corporation of an
item of property (other than money
and publicly traded securities to which
§ 1.170A–13(c)(7)(xi)(B) does not apply if
the amount claimed or reported as a
deduction under section 170 with re-
spect to such item exceeds $5,000. This
paragraph also applies to charitable
contributions by C corporations (as de-
fined in section 1361(a)(2) of the Code)
to the extent described in paragraph
(c)(2)(ii) of this section. No deduction
under section 170 shall be allowed with
respect to a charitable contribution to
which this paragraph applies unless the
substantiation requirements described
in paragraph (c)(2) of this section are
met. For purposes of this paragraph (c),
the amount claimed or reported as a
deduction for an item of property is the
aggregate amount claimed or reported
as a deduction for a charitable con-
tribution under section 170 for such
items of property and all similar items
of property (as defined in paragraph
(c)(7)(iii) of this section) by the same

donor for the same taxable year
(whether or not donated to the same
donee).

(ii) Special rule for property to which
section 170(e) (3) or (4) applies. For pur-
poses of this paragraph (c), in com-
puting the amount claimed or reported
as a deduction for donated property to
which section 170(e) (3) or (4) applies
(pertaining to certain contributions of
inventory and scientific equipment)
there shall be taken into account only
the amount claimed or reported as a
deduction in excess of the amount
which would have been taken into ac-
count for tax purposes by the donor as
costs of goods sold if the donor had sold
the contributed property to the donee.
For example, assume that a donor
makes a contribution from inventory
of clothing for the care of the needy to
which section 170(e)(3) applies. The cost
of the property to the donor was $5,000,
and, pursuant to section 170(e)(3)(B),
the donor claims a charitable contribu-
tion deduction of $8,000 with respect to
the property. Therefore, $3,000 ($8,000–
$5,000) is the amount taken into ac-
count for purposes of determining
whether the $5,000 threshold of this
paragraph (c)(1) is met.

(2) Substantiation requirements—(i) In
general. Except as provided in para-
graph (c)(2)(ii) of this section, a donor
who claims or reports a deduction with
respect to a charitable contribution to
which this paragraph (c) applies must
comply with the following three re-
quirements:

(A) Obtain a qualified appraisal (as
defined in paragraph (c) (3) of this sec-
tion) for such property contributed. If
the contributed property is a partial
interest, the appraisal shall be of the
partial interest.

(B) Attach a fully completed ap-
praisal summary (as defined in para-
graph (c) (4) of this section) to the tax
return (or, in the case of a donor that
is a partnership or S corporation, the
information return) on which the de-
duction for the contribution is first
claimed (or reported) by the donor.

(C) Maintain records containing the
information required by paragraph (b)
(2) (ii) of this section.
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(ii) Special rules for certain nonpublicly
traded stock, certain publicly traded secu-
rities, and contributions by certain C cor-
porations. (A) In cases described in
paragraph (c)(2)(ii)(B) of this section, a
qualified appraisal is not required, and
only a partially completed appraisal
summary form (as described in para-
graph (c)(4)(iv)(A) of this section) is re-
quired to be attached to the tax or in-
formation return specified in para-
graph (c)(2)(i)(B) of this section. How-
ever, in all cases donors must maintain
records containing the information re-
quired by paragraph (b)(2)(ii) of this
section.

(B) This paragraph (c)(2)(ii) applies in
each of the following cases:

(1) The contribution of nonpublicly
traded stock, if the amount claimed or
reported as a deduction for the chari-
table contribution of such stock is
greater than $5,000 but does not exceed
$10,000;

(2) The contribution of a security to
which paragraph (c)(7)(xi)(B) of this
section applies; and

(3) The contribution of an item of
property or of similar items of prop-
erty described in paragraph (c)(1) of
this section made after June 6, 1988, by
a C corporation (as defined in section
1361(a)(2) of the Code), other than a
closely held corporation or a personal
service corporation.

(3) Qualified appraisal—(i) In general.
For purposes of this paragraph (c), the
term ‘‘qualified appraisal’’ means an
appraisal document that—

(A) Relates to an appraisal that is
made not earlier than 60 days prior to
the date of contribution of the ap-
praised property nor later than the
date specified in paragraph (c)(3)(iv)(B)
of this section;

(B) Is prepared, signed, and dated by
a qualified appraiser (within the mean-
ing of paragraph (c)(5) of this section);

(C) Includes the information required
by paragraph (c)(3)(ii) of this section;
and

(D) Does not involve an appraisal fee
prohibited by paragraph (c)(6) of this
section.

(ii) Information included in qualified
appraisal. A qualified appraisal shall
include the following information:

(A) A description of the property in
sufficient detail for a person who is not

generally familiar with the type of
property to ascertain that the property
that was appraised is the property that
was (or will be) contributed;

(B) In the case of tangible property,
the physical condition of the property;

(C) The date (or expected date) of
contribution to the donee;

(D) The terms of any agreement or
understanding entered into (or ex-
pected to be entered into) by or on be-
half of the donor or donee that relates
to the use, sale, or other disposition of
the property contributed, including, for
example, the terms of any agreement
or understanding that—

(1) Restricts temporarily or perma-
nently a donee’s right to use or dispose
of the donated property,

(2) Reserves to, or confers upon, any-
one (other than a donee organization or
an organization participating with a
donee organization in cooperative
fundraising) any right to the income
from the contributed property or to the
possession of the property, including
the right to vote donated securities, to
acquire the property by purchase or
otherwise, or to designate the person
having such income, possession, or
right to acquire, or

(3) Earmarks donated property for a
particular use;

(E) The name, address, and (if a tax-
payer identification number is other-
wise required by section 6109 and the
regulations thereunder) the identifying
number of the qualified appraiser; and,
if the qualified appraiser is acting in
his or her capacity as a partner in a
partnership, an employee of any person
(whether an individual, corporation, or
partnerships), or an independent con-
tractor engaged by a person other than
the donor, the name, address, and tax-
payer identification number (if a num-
ber is otherwise required by section
6109 and the regulations thereunder) of
the partnership or the person who em-
ploys or engages the qualified ap-
praiser;

(F) The qualifications of the qualified
appraiser who signs the appraisal, in-
cluding the appraiser’s background, ex-
perience, education, and membership,
if any, in professional appraisal asso-
ciations;

(G) A statement that the appraisal
was prepared for income tax purposes;
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(H) The date (or dates) on which the
property was appraised;

(I) The appraised fair market value
(within the meaning of § 1.170A–1 (c)(2))
of the property on the date (or ex-
pected date) of contribution;

(J) The method of valuation used to
determine the fair market value, such
as the income approach, the market-
data approach, and the replacement-
cost-less-depreciation approach; and

(K) The specific basis for the valu-
ation, such as specific comparable sales
transactions or statistical sampling,
including a justification for using sam-
pling and an explanation of the sam-
pling procedure employed.

(iii) Effect of signature of the qualified
appraiser. Any appraiser who falsely or
fraudulently overstates the value of
the contributed property referred to in
a qualified appraisal or appraisal sum-
mary (as defined in paragraphs (c) (3)
and (4), respectively, of this section)
that the appraiser has signed may be
subject to a civil penalty under section
6701 for aiding and abetting an under-
statement of tax liability and, more-
over, may have appraisals disregarded
pursuant to 31 U.S.C. 330(c).

(iv) Special rules—(A) Number of quali-
fied appraisals. For purposes of para-
graph (c)(2)(i)(A) of this section, a sepa-
rate qualified appraisal is required for
each item of property that is not in-
cluded in a group of similar items of
property. See paragraph (c)(7)(iii) of
this section for the definition of simi-
lar items of property. Only one quali-
fied appraisal is required for a group of
similar items of property contributed
in the same taxable year of the donor,
although a donor may obtain separate
qualified appraisals for each item of
property. A qualified appraisal pre-
pared with respect to a group of similar
items of property shall provide all the
information required by paragraph
(c)(3)(ii) of this section for each item of
similar property, except that the ap-
praiser may select any items whose ag-
gregate value is appraised at $100 or
less and provide a group description of
such items.

(B) Time of receipt of qualified ap-
praisal. The qualified appraisal must be
received by the donor before the due
date (including extensions) of the re-
turn on which a deduction is first

claimed (or reported in the case of a
donor that is a partnership or S cor-
poration) under section 170 with re-
spect to the donated property, or, in
the case of a deduction first claimed
(or reported) on an amended return,
the date on which the return is filed.

(C) Retention of qualified appraisal.
The donor must retain the qualified ap-
praisal in the donor’s records for so
long as it may be relevant in the ad-
ministration of any internal revenue
law.

(D) Appraisal disregarded pursuant to
31 U.S.C. 330(c). If an appraisal is dis-
regarded pursuant to 31 U.S.C. 330(c) it
shall have no probative effect as to the
value of the appraised property. Such
appraisal will, however, otherwise con-
stitute a ‘‘qualified appraisal’’ for pur-
poses of this paragraph (c) if the ap-
praisal summary includes the declara-
tion described in paragraph
(c)(4)(ii)(L)(2) and the taxpayer had no
knowledge that such declaration was
false as of the time described in para-
graph (c)(4)(i)(B) of this section.

(4) Appraisal summary—(i) In general.
For purposes of this paragraph (c), ex-
cept as provided in paragraph
(c)(4)(iv)(A) of this section, the term
appraisal summary means a summary of
a qualified appraisal that—

(A) Is made on the form prescribed by
the Internal Revenue Service;

(B) Is signed and dated (as described
in paragraph (c)(4)(iii) of this section)
by the donee (or presented to the donee
for signature in cases described in
paragraph (c)(4)(iv)(C)(2) of this sec-
tion);

(C) Is signed and dated by the quali-
fied appraiser (within the meaning of
paragraph (c)(5) of this section) who
prepared the qualified appraisal (with-
in the meaning of paragraph (c)(3) of
this section); and

(D) Includes the information required
by paragraph (c)(4)(ii) of this section.

(ii) Information included in an ap-
praisal summary. An appraisal summary
shall include the following informa-
tion:

(A) The name and taxpayer identi-
fication number of the donor (social se-
curity number if the donor is an indi-
vidual or employer identification num-
ber if the donor is a partnership or cor-
poration);
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(B) A description of the property in
sufficient detail for a person who is not
generally familiar with the type of
property to ascertain that the property
that was appraised is the property that
was contributed;

(C) In the case of tangible property, a
brief summary of the overall physical
condition of the property at the time of
the contribution;

(D) The manner of acquisition (e.g.,
purchase, exchange, gift, or bequest)
and the date of acquisition of the prop-
erty by the donor, or, if the property
was created, produced, or manufac-
tured by or for the donor, a statment
to that effect and the approximate date
the property was substantially com-
pleted;

(E) The cost or other basis of the
property adjusted as provided by sec-
tion 1016;

(F) The name, address, and taxpayer
identification number of the donee;

(G) The date the donee received the
property;

(H) For charitable contributions
made after June 6, 1988, a statement
explaining whether or not the chari-
table contribution was made by means
of a bargain sale and the amount of
any consideration received from the
donee for the contribution;

(I) The name, address, and (if a tax-
payer identification number is other-
wise required by section 6109 and the
regulations thereunder) the identifying
number of the qualified appraiser who
signs the appraisal summary and of
other persons as required by paragraph
(c)(3)(ii)(E) of this section;

(J) The appraised fair market value
of the property on the date of contribu-
tion;

(K) The declaration by the appraiser
described in paragraph (c)(5)(i) of this
section;

(L) A declaration by the appraiser
stating that—

(1) The fee charged for the appraisal
is not of a type prohibited by para-
graph (c)(6) of this section; and

(2) Appraisals prepared by the ap-
praiser are not being disregarded pur-
suant to 31 U.S.C. 330(c) on the date the
appraisal summary is signed by the ap-
praiser; and

(M) Such other information as may
be specified by the form.

(iii) Signature of the original donee.
The person who signs the appraisal
summary for the donee shall be an offi-
cial authorized to sign the tax or infor-
mation returns of the donee, or a per-
son specifically authorized to sign ap-
praisal summaries by an official au-
thorized to sign the tax or information
returns of such done. In the case of a
donee that is a governmental unit, the
person who signs the appraisal sum-
mary for such donee shall be the offi-
cial authorized by such donee to sign
appraisal summaries. The signature of
the donee on the appraisal summary
does not represent concurrence in the
appraised value of the contributed
property. Rather, it represents ac-
knowledgment of receipt of the prop-
erty described in the appraisal sum-
mary on the date specified in the ap-
praisal summary and that the donee
understands the information reporting
requirements imposed by section 6050L
and § 1.6050L–1. In general, § 1.6050L–1
requires the donee to file an informa-
tion return with the Internal Revenue
Service in the event the donee sells, ex-
changes, consumes, or otherwise dis-
poses of the property (or any portion
thereof) described in the appraisal
summary within 2 years after the date
of the donor’s contribution of such
property.

(iv) Special rules—(A) Content of ap-
praisal summary required in certain cases.
With respect to contributions of non-
publicly traded stock described in
paragraph (c)(2)(ii)(B)(1) of this section,
contributions of securities described in
paragraph (c)(7)(xi)(B) of this section,
and contributions by C corporations
described in paragraph (c)(2)(ii)(B)(3) of
this section, the term appraisal sum-
mary means a document that—

(1) Complies with the requirements of
paragraph (c)(4)(i) (A) and (B) of this
section,

(2) Includes the information required
by paragraph (c)(4)(ii) (A) through (H)
of this section,

(3) Includes the amount claimed or
reported as a charitable contribution
deduction, and
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(4) In the case of securities described
in paragraph (c)(7)(xi)(B) of this sec-
tion, also includes the pertinent aver-
age trading price (as described in para-
graph (c)(7)(xi)(B)(2)(iii) of this sec-
tion).

(B) Number of appraisal summaries. A
separate appraisal summary for each
item of property described in para-
graph (c)(1) of this section must be at-
tached to the donor’s return. If, during
the donor’s taxable year, the donor
contributes similar items of property
described in paragraph (c)(1) of this
section to more than one donee, the
donor shall attach to the donor’s re-
turn a separate appraisal summary for
each donee. See paragraph (c)(7)(iii) of
this section for the definition of simi-
lar items of property. If, however, dur-
ing the donor’s taxable year, a donor
contributes similar items of property
described in paragraph (c)(1) of this
section to the same donee, the donor
may attach to the donor’s return a sin-
gle appraisal summary with respect to
all similar items of property contrib-
uted to the same donee. Such an ap-
praisal summary shall provide all the
information required by paragraph
(c)(4)(ii) of this section for each item of
property, except that the appraiser
may select any items whose aggregate
value is appraised at $100 or less and
provide a group description for such
items.

(C) Manner of acquisition, cost basis
and donee’s signature. (1) If a taxpayer
has reasonable cause for being unable
to provide the information required by
paragraph (c)(4)(ii) (D) and (E) of this
section (relating to the manner of ac-
quisition and basis of the contributed
property), an appropriate explanation
should be attached to the appraisal
summary. The taxpayer’s deduction
will not be disallowed simply because
of the inability (for reasonable cause)
to provide these items of information.

(2) In rare and unusual circumstances
in which it is impossible for the tax-
payer to obtain the signature of the
donee on the appraisal summary as re-
quired by paragraph (c)(4)(i)(B) of this
section, the taxpayer’s deduction will
not be disallowed for that reason pro-
vided that the taxpayer attaches a
statement to the appraisal summary
explaining, in detail, why it was not

possible to obtain the donee’s signa-
ture. For example, if the donee ceases
to exist as an entity subsequent to the
date of the contribution and prior to
the date when the appraisal summary
must be signed, and the donor acted
reasonably in not obtaining the donee’s
signature at the time of the contribu-
tion, relief under this paragraph
(c)(4)(iv)(C)(2) would generally be ap-
propriate.

(D) Information excluded from certain
appraisal summaries. The information
required by paragraph (c)(4)(i)(C), para-
graph (c)(4)(ii) (D), (E), (H) through
(M), and paragraph (c)(4)(iv)(A)(3), and
the average trading price referred to in
paragraph (c)(4)(iv)(A)(4) of this section
do not have to be included on the ap-
praisal summary at the time it is
signed by the donee or a copy is pro-
vided to the donee pursuant to para-
graph (c)(4)(iv)(E) of this section.

(E) Statement to be furnished by donors
to donees. Every donor who presents an
appraisal summary to a donee for sig-
nature after June 6, 1988, in order to
comply with paragraph (c)(4)(i)(B) of
this section shall furnish a copy of the
appraisal summary to such donee.

(F) Appraisal summary required to be
provided to partners and S corporation
shareholders. If the donor is a partner-
ship or S corporation, the donor shall
provide a copy of the appraisal sum-
mary to every partner or shareholder,
respectively, who receives an alloca-
tion of a charitable contribution deduc-
tion under section 170 with respect to
the property described in the appraisal
summary.

(G) Partners and S corporation share-
holders. A partner of a partnership or
shareholder of an S corporation who re-
ceives an allocation of a deduction
under section 170 for a charitable con-
tribution of property to which this
paragraph (c) applies must attach a
copy of the partnership’s or S corpora-
tion’s appraisal summary to the tax re-
turn on which the deduction for the
contribution is first claimed. If such
appraisal summary is not attached, the
partner’s or shareholder’s deduction
shall not be allowed except as provided
for in paragraph (c)(4)(iv)(H) of this
section.

(H) Failure to attach appraisal sum-
mary. In the event that a donor fails to
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attach to the donor’s return an ap-
praisal summary as required by para-
graph (c)(2)(i)(B) of this section, the In-
ternal Revenue Service may request
that the donor submit the appraisal
summary within 90 days of the request.
If such a request is made and the donor
complies with the request within the
90-day period, the deduction under sec-
tion 170 shall not be disallowed for fail-
ure to attach the appraisal summary,
provided that the donor’s failure to at-
tach the appraisal summary was a good
faith omission and the requirements of
paragraph (c) (3) and (4) of this section
are met (including the completion of
the qualified appraisal prior to the date
specified in paragraph (c)(3)(iv)(B) of
this section).

(5) Qualified appraiser—(i) In general.
The term qualified appraiser means an
individual (other than a person de-
scribed in paragraph (c)(5)(iv) of this
section) who includes on the appraisal
summary (described in paragraph (c)(4)
of this section), a declaration that—

(A) The individual either holds him-
self or herself out to the public as an
appraiser or performs appraisals on a
regular basis;

(B) Because of the appraiser’s quali-
fications as described in the appraisal
(pursuant to paragraph (c)(3)(ii)(F) of
this section), the appraiser is qualified
to make appraisals of the type of prop-
erty being valued;

(C) The appraiser is not one of the
persons described in paragraph
(c)(5)(iv) of this section; and

(D) The appraiser understands that
an intentionally false or fraudulent
overstatement of the value of the prop-
erty described in the qualified ap-
praisal or appraisal summary may sub-
ject the appraiser to a civil penalty
under section 6701 for aiding and abet-
ting an understatement of tax liability,
and, moreover, the appraiser may have
appraisals disregarded pursuant to 31
U.S.C. 330(c) (see paragraph (c)(3)(iii) of
this section).

(ii) Exception. An individual is not a
qualified appraiser with respect to a
particular donation, even if the dec-
laration specified in paragraph (c)(5)(i)
of this section is provided in the ap-
praisal summary, if the donor had
knowledge of facts that would cause a
reasonable person to expect the ap-

praiser falsely to overstate the value of
the donated property (e.g., the donor
and the appraiser make an agreement
concerning the amount at which the
property will be valued and the donor
knows that such amount exceeds the
fair market value of the property).

(iii) Numbers of appraisers. More than
one appraiser may appraise the do-
nated property. If more than one ap-
praiser appraises the property, the
donor does not have to use each ap-
praiser’s appraisal for purposes of sub-
stantiating the charitable contribution
deduction pursuant to this paragraph
(c). If the donor uses the appraisal of
more than one appraiser, or if two or
more appraisers contribute to a single
appraisal, each appraiser shall comply
with the requirements of this para-
graph (c), including signing the quali-
fied appraisal and appraisal summary
as required by paragraphs (c)(3)(i)(B)
and (c)(4)(i)(C) of this section, respec-
tively.

(iv) Qualified appraiser exclusions. The
following persons cannot be qualified
appraisers with respect to particular
property:

(A) The donor or the taxpayer who
claims or reports a deductions under
section 170 for the contribution of the
property that is being appraised.

(B) A party to the transaction in
which the donor acquired the property
being appraised (i.e., the person who
sold, exchanged, or gave the property
to the donor, or any person who acted
as an agent for the transferor or for the
donor with respect to such sale, ex-
change, or gift), unless the property is
donated within 2 months of the date of
acquisition and its appraised value
does not exceed its acquisition price.

(C) The donee of the property.
(D) Any person employed by any of

the foregoing persons (e.g., if the donor
acquired a painting from an art dealer,
neither the art dealer nor persons em-
ployed by the dealer can be qualified
appraisers with respect to that paint-
ing).

(E) Any person related to any of the
foregoing persons under section 267(b),
or, with respect to appraisals made
after June 6, 1988, married to a person
who is in a relationship described in
section 267(b) with any of the foregoing
persons.
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(F) An appraiser who is regularly
used by any person described in para-
graph (c)(5)(iv) (A), (B), or (C) of this
section and who does not perform a
majority of his or her appraisals made
during his or her taxable year for other
persons.

(6) Appraisal fees—(i) In general. Ex-
cept as otherwise provided in para-
graph (c)(6)(ii) of this section, no part
of the fee arrangement for a qualified
appraisal can be based, in effect, on a
percentage (or set of percentages) of
the appraised value of the property. If
a fee arrangement for an appraisal is
based in whole or in part on the
amount of the appraised value of the
property, if any, that is allowed as a
deduction under section 170, after In-
ternal Revenue Service examination or
otherwise, it shall be treated as a fee
based on a percentage of the appraised
value of the property. For example, an
appraiser’s fee that is subject to reduc-
tion by the same percentage as the ap-
praised value may be reduced by the
Internal Revenue Service would be
treated as a fee that violates this para-
graph (c)(6).

(ii) Exception. Paragraph (c)(6)(i) of
this section does not apply to a fee paid
to a generally recognized association
that regulates appraisers provided all
of the following requirements are met:

(A) The association is not organized
for profit and no part of the net earn-
ings of the association inures to the
benefit of any private shareholder or
individual (these terms have the same
meaning as in section 501(c)),

(B) The appraiser does not receive
any compensation from the association
or any other persons for making the
appraisal, and

(C) The fee arrangement is not based
in whole or in part on the amount of
the appraised value of the donated
property, if any, that is allowed as a
deduction under section 170 after Inter-
nal Revenue Service examination or
otherwise.

(7) Meaning of terms. For purposes of
this paragraph (c)—

(i) Closely held corporation. The term
closely held corporation means any cor-
poration (other than an S corporation)
with respect to which the stock owner-
ship requirement of paragraph (2) of
section 542(a) of the Code is met.

(ii) Personal service corporation. The
term personal service corporation means
any corporation (other than an S cor-
poration) which is a service organiza-
tion (within the meaning of section
414(m)(3) of the Code).

(iii) Similar items of property. The
phrase similar items of property means
property of the same generic category
or type, such as stamp collections (in-
cluding philatelic supplies and books
on stamp collecting), coin collections
(including numismatic supplies and
books on coin collecting), lithographs,
paintings, photographs, books, nonpub-
licly traded stock, nonpublicly traded
securities other than nonpublicly trade
stock, land, buildings, clothing, jew-
elry, funiture, electronic equipment,
household appliances, toys, everyday
kitchenware, china, crystal, or silver.
For example, if a donor claims on her
return for the year deductions of $2,000
for books given by her to College A,
$2,500 for books given by her to College
B, and $900 for books given by her to
College C, the $5,000 threshold of para-
graph (c)(1) of this section is exceeded.
Therefore, the donor must obtain a
qualified appraisal for the books and
attach to her return three appraisal
summaries for the books donated to A,
B, and C. For rules regarding the num-
ber of qualified appraisals and ap-
praisal summaries required when simi-
lar items of property are contributed,
see paragraphs (c)(3)(iv)(A) and
(c)(4)(iv)(B), respectively, of this sec-
tion.

(iv) Donor. The term donor means a
person or entity (other than an organi-
zation described in section 170(c) to
which the donated property was pre-
viously contributed) that makes a
charitable contribution of property.

(v) Donee. The term donee means—
(A) Except as provided in paragraph

(c)(7)(v) (B) and (C) of this section, an
organization described in section 170(c)
to which property is contributed,

(B) Except as provided in paragraph
(c)(7)(v)(C) of this section, in the case
of a charitable contribution of property
placed in trust for the benefit of an or-
ganization described in section 170(c),
the trust, or

(C) In the case of a charitable con-
tribution of property placed in trust
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for the benefit of an organization de-
scribed in section 170(c) made on or be-
fore June 6, 1988, the beneficiary that is
an organization described in section
170(c), or if the trust has assumed the
duties of a donee by signing the ap-
praisal summary pursuant to para-
graph (c)(4)(i)(B) of this section, the
trust.

In general, the term, refers only to the
original donee. However, with respect
to paragraph (c)(3)(ii)(D), the last sen-
tence of paragraph (c)(4)(iii), and para-
graph (c)(5)(iv)(C) of this section, the
term donee means the original donee
and all successor donees in cases where
the original donee transfers the con-
tributed property to a successor donee
after July 5, 1988.

(vi) Original donee. The term original
donee means the donee to or for which
property is initially donated by a
donor.

(vii) Successor donee. The term suc-
cessor donee means any donee of prop-
erty other than its original donee (i.e.,
a transferee of property for less than
fair market value from an original
donee or another successor donee).

(viii) Fair market value. For the mean-
ing of the term fair market value, see
section 1.170A–1(c)(2).

(ix) Nonpublicly traded securities. The
term nonpublicly traded securities means
securities (within the meaning of sec-
tion 165(g)(2) of the Code) which are not
publicly traded securities as defined in
paragraph (c)(7)(xi) of this section.

(x) Nonpublicly traded stock. The term
nonpublicly traded stock means any
stock of a corporation (evidence by a
stock certificate) which is not a pub-
licly traded security. The term stock
does not include a debenture or any
other evidence of indebtedness.

(xi) Publicly traded securities—(A) In
general. Except as provided in para-
graph (c)(7)(xi)(C) of this section, the
term publicly traded securities means se-
curities (within the meaning of section
165(g)(2) of the Code) for which (as of
the date of the contribution) market
quotations are readily available on an
established securities market. For pur-
poses of this section, market
quotations are readily available on an
established securities market with re-
spect to a security if:

(1) The security is listed on the New
York Stock Exchange, the American
Stock Exchange, or any city or re-
gional exchange in which quotations
are published on a daily basis, includ-
ing foreign securities listed on a recog-
nized foreign, national, or regional ex-
change in which quotations are pub-
lished on a daily basis;

(2) The security is regularly traded in
the national or regional over-the-
counter market, for which published
quotations are available; or

(3) The security is a share of an open-
end investment company (commonly
known as a mutual fund) registered
under the Investment Company Act of
1940, as amended (15 U.S.C. 80a–1 to 80b–
2), for which quotations are published
on a daily basis in a newspaper of gen-
eral circulation throughout the United
States.
(If the market value of an issue of a se-
curity is reflected only on an inter-
dealer quotation system, the issue
shall not be considered to be publicly
traded unless the special rule described
in paragraph (c)(7)(xi)(B) of this section
is satisfied.)

(B) Special rule—(1) In General. An
issue of a security that does not satisfy
the requirements of paragraph
(c)(7)(xi)(A) (1), (2), or (3) of this section
shall nonetheless be considered to have
market quotations readily available on
an established securities market for
purposes of paragraph (c)(7)(xi)(A) of
this section if all of the following five
requirements are met:

(i) The issue is regularly traded dur-
ing the computational period (as de-
fined in paragraph (c)(7)(xi)(B)(2)(iv) of
this section) in a market that is re-
flected by the existence of an inter-
dealer quotation system for the issue,

(ii) The issuer or an agent of the
issuer computes the average trading
price (as defined in paragraph
(c)(7)(xi)(B)(2)(iii) of this section) for
the issue for the computational period,

(iii) The average trading price and
total volume of the issue during the
computational period are published in
a newspaper of general circulation
throughout the United States not later
than the last day of the month fol-
lowing the end of the calendar quarter
in which the computational period
ends,
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(iv) The issuer or its agent keeps
books and records that list for each
transaction during the computational
period involving each issue covered by
this procedure the date of the settle-
ment of the transaction, the name and
address of the broker or dealer making
the market in which the transaction
occurred, and the trading price and vol-
ume, and

(v) The issuer or its agent permits
the Internal Revenue Service to review
the books and records described in
paragraph (c)(7)(xi)(B)(1)(iv) of this sec-
tion with respect to transactions dur-
ing the computational period upon giv-
ing reasonable notice to the issuer or
agent.

(2) Definitions. For purposes of this
paragraph (c)(7)(xi)(B)—

(i) Issue of a security. The term issue
of a security means a class of debt secu-
rities with the same obligor and iden-
tical terms except as to their relative
denominations (amounts) or a class of
stock having identical rights.

(ii) Interdealer quotation system. The
term interdealer quotation system means
any system of general circulation to
brokers and dealers that regularly dis-
seminates quotations of obligations by
two or more identified brokers or deal-
ers, who are not related to either the
issuer of the security or to the issuer’s
agent, who compute the average trad-
ing price of the security. A quotation
sheet prepared and distributed by a
broker or dealer in the regular course
of its business and containing only
quotations of such broker or dealer is
not an interdealer quotation system.

(iii) Average trading price. The term
average trading price means the mean
price of all transactions (weighted by
volume), other than original issue or
redemption transactions, conducted
through a United States office of a
broker or dealer who maintains a mar-
ket in the issue of the security during
the computational period. For this pur-
pose, bid and asked quotations are not
taken into account.

(iv) Computational period. For cal-
endar quarters beginning on or after
June 6, 1988, the term computational pe-
riod means weekly during October
through December (beginning with the
first Monday in October and ending
with the first Sunday following the

last Monday in December) and monthly
during January through September
(beginning January 1). For calendar
quarters beginning before June 6, 1988,
the term computational period means
weekly during October through Decem-
ber and monthly during January
through September.

(C) Exception. Securities described in
paragraph (c)(7)(xi) (A) or (B) of this
section shall not be considered publicly
traded securities if—

(1) The securities are subject to any
restrictions that materially affect the
value of the securities to the donor or
prevent the securities from being free-
ly traded, or

(2) If the amount claimed or reported
as a deduction with respect to the con-
tribution of the securities is different
than the amount listed in the market
quotations that are readily available
on an established securities market
pursuant to paragraph (c)(7)(xi) (A) or
(B) of this section.

(D) Market quotations and fair market
value. The fair market value of a pub-
licly traded security, as defined in this
paragraph (c)(7)(xi), is not necessarily
equal to its market quotation, its aver-
age trading price (as defined in para-
graph (c)(7)(xi)(B)(2)(iii) of this sec-
tion), or its face value, if any. See sec-
tion 1.170A–1(c)(2) for the definition of
fair market value.

(d) Charitable contributions; informa-
tion required in support of deductions for
taxable years beginning before January 1,
1983—(1) In general. This paragraph
(d)(1) shall apply to deductions for
charitable contributions made in tax-
able years beginning before January 1,
1983. At the option of the taxpayer the
requirements of this paragraph (d)(1)
shall also apply to all charitable con-
tributions made on or before December
31, 1984 (in lieu of the requirements of
paragraphs (a) and (b) of this section).
In connection with claims for deduc-
tions for charitable contributions, tax-
payers shall state in their income tax
returns the name of each organization
to which a contribution was made and
the amount and date of the actual pay-
ment of each contribution. If a con-
tribution is made in property other
than money, the taxpayer shall state
the kind of property contributed, for
example, used clothing, paintings, or
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securities, the method utilized in de-
termining the fair market value of the
property at the time the contribution
was made, and whether or not the
amount of the contribution was re-
duced under section 170(e). If a tax-
payer makes more than one cash con-
tribution to an organization during the
taxable year, then in lieu of listing
each cash contribution and the date of
payment the taxpayer may state the
total cash payments made to such or-
ganization during the taxable year. A
taxpayer who elects under paragraph
(d)(2) of § 1.170A–8 to apply section
170(e)(1) to his contributions and
carryovers of 30-percent capital gain
property must file a statement with his
return indicating that he has made the
election and showing the contributions
in the current year and carryovers
from preceding years to which it ap-
plies. For the definition of the term 30-
percent capital gain property, see para-
graph (d)(3) of § 1.170A–8.

(2) Contribution by individual of prop-
erty other than money. This paragraph
(d)(2) shall apply to deductions for
charitable contributions made in tax-
able years beginning before January 1,
1983. At the option of the taxpayer, the
requirements of this paragraph (d)(2)
shall also apply to contributions of
property made on or before December
31, 1984 (in lieu of the requirements of
paragraph (b) of this section). If an in-
dividual taxpayer makes a charitable
contribution of an item of property
other than money and claims a deduc-
tion in excess of $200 in respect of his
contribution of such item, he shall at-
tach to his income tax return the fol-
lowing information with respect to
such item:

(i) The name and address of the orga-
nization to which the contribution was
made.

(ii) The date of the actual contribu-
tion.

(iii) A description of the property in
sufficient detail to identify the par-
ticular property contributed, including
in the case of tangible property the
physical condition of the property at
the time of contribution, and, in the
case of securities, the name of the
issuer, the type of security, and wheth-
er or not such security is regularly

traded on a stock exchange or in an
over-the-counter market.

(iv) The manner of acquisition, as,
for example, by purchase, gift, bequest,
inheritance, or exchange, and the ap-
proximate date of acquisition of the
property by the taxpayer or, if the
property was created, produced, or
manufactured by or for the taxpayer,
the approximate date the property was
substantially completed.

(v) The fair market value of the prop-
erty at the time the contribution was
made, the method utilized in deter-
mining the fair market value, and, if
the valuation was determined by ap-
praisal, a copy of the signed report of
the appraiser.

(vi) The cost or other basis, adjusted
as provided by section 1016, of property,
other than securities, held by the tax-
payer for a period of less than 5 years
immediately preceding the date on
which the contribution was made and,
when the information is available, of
property, other than securities, held
for a period of 5 years or more pre-
ceding the date on which the contribu-
tion was made.

(vii) In the case of property to which
section 170(e) applies, the cost or other
basis, adjusted as provided by section
1016, the reduction by reason of section
170(e)(1) in the amount of the chari-
table contribution otherwise taken
into account, and the manner in which
such reduction was determined.

(viii) The terms of any agreement or
understanding entered into by or on be-
half of the taxpayer which relates to
the use, sale, or disposition of the prop-
erty contributed, as, for example, the
terms of any agreement or under-
standing which:

(A) Restricts temporarily or perma-
nently the donee’s right to dispose of
the donated property,

(B) Reserves to, or confers upon, any-
one other than the donee organization
or other than an organization partici-
pating with such organization in coop-
erative fundraising, any right to the
income from such property, to the pos-
session of the property, including the
right to vote securities, to acquire such
property by purchase or otherwise, or
to designate the person to have such
income, possession, or right to acquire,
or
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(C) Earmarks contributed property
for a particular charitable use, such as
the use of donated furniture in the
reading room of the donee organiza-
tion’s library.

(ix) The total amount claimed as a
deduction for the taxable year due to
the contribution of the property and, if
less than the entire interest in the
property is contributed during the tax-
able year, the amount claimed as a de-
duction in any prior year or years for
contributions of other interests in such
property, the name and address of each
organization to which any such con-
tribution was made, the place where
any such property which is tangible
property is located or kept, and the
name of any person, other than the or-
ganization to which the property giv-
ing rise to the deduction was contrib-
uted, having actual possession of the
property.

(3) Statement from donee organization.
Any deduction for a charitable con-
tribution must be substantiated, when
required by the district director, by a
statement from the organization to
which the contribution was made indi-
cating whether the organization is a
domestic organization, the name and
address of the contributor, the amount
of the contribution, the date of actual
receipt of the contribution, and such
other information as the district direc-
tor may deem necessary. If the con-
tribution includes an item of property,
other than money or securities which
are regularly traded on a stock ex-
change or in an over-the-counter mar-
ket, which the donee deems to have a
fair market value in excess of $500 ($200
in the case of a charitable contribution
made in a taxable year beginning be-
fore January 1, 1983) at the time of re-
ceipt, such statement shall also indi-
cate for each such item its location if
it is retained by the organization, the
amount received by the organization
on any sale of the property and the
date of sale or, in case of any other dis-
position of the property, the method of
disposition. In the case of any con-
tribution of tangible personal property,
the statement shall indicate the use of
the property by the organization and
whether or not it is used for a purpose
or function constituting the basis for
the donee organization’s exemption

from income tax under section 501 or,
in the case of a governmental unit,
whether or not it is used for exclu-
sively public purposes.

(e) [Reserved]
(f) Substantiation of charitable con-

tributions of $250 or more—(1) In general.
No deduction is allowed under section
170(a) for all or part of any contribu-
tion of $250 or more unless the tax-
payer substantiates the contribution
with a contemporaneous written ac-
knowledgment from the donee organi-
zation. A taxpayer who makes more
than one contribution of $250 or more
to a donee organization in a taxable
year may substantiate the contribu-
tions with one or more contempora-
neous written acknowledgments. Sec-
tion 170(f)(8) does not apply to a pay-
ment of $250 or more if the amount
contributed (as determined under
§ 1.170A–1(h)) is less than $250. Separate
contributions of less than $250 are not
subject to the requirements of section
170(f)(8), regardless of whether the sum
of the contributions made by a tax-
payer to a donee organization during a
taxable year equals $250 or more.

(2) Written acknowledgment. Except as
otherwise provided in paragraphs (f)(8)
through (f)(11) and (f)(13) of this sec-
tion, a written acknowledgment from a
donee organization must provide the
following information—

(i) The amount of any cash the tax-
payer paid and a description (but not
necessarily the value) of any property
other than cash the taxpayer trans-
ferred to the donee organization;

(ii) A statement of whether or not
the donee organization provides any
goods or services in consideration, in
whole or in part, for any of the cash or
other property transferred to the donee
organization;

(iii) If the donee organization pro-
vides any goods or services other than
intangible religious benefits (as de-
scribed in section 170(f)(8)), a descrip-
tion and good faith estimate of the
value of those goods or services; and

(iv) If the donee organization pro-
vides any intangible religious benefits,
a statement to that effect.

(3) Contemporaneous. A written ac-
knowledgment is contemporaneous if it
is obtained by the taxpayer on or be-
fore the earlier of—
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(i) The date the taxpayer files the
original return for the taxable year in
which the contribution was made; or

(ii) The due date (including exten-
sions) for filing the taxpayer’s original
return for that year.

(4) Donee organization. For purposes
of this paragraph (f), a donee organiza-
tion is an organization described in
section 170(c).

(5) Goods or services. Goods or services
means cash, property, services, bene-
fits, and privileges.

(6) In consideration for. A donee orga-
nization provides goods or services in
consideration for a taxpayer’s payment
if, at the time the taxpayer makes the
payment to the donee organization, the
taxpayer receives or expects to receive
goods or services in exchange for that
payment. Goods or services a donee or-
ganization provides in consideration
for a payment by a taxpayer include
goods or services provided in a year
other than the year in which the tax-
payer makes the payment to the donee
organization.

(7) Good faith estimate. For purposes
of this section, good faith estimate
means a donee organization’s estimate
of the fair market value of any goods
or services, without regard to the man-
ner in which the organization in fact
made that estimate. See § 1.170A–1(h)(4)
for rules regarding when a taxpayer
may treat a donee organization’s esti-
mate of the value of goods or services
as the fair market value.

(8) Certain goods or services dis-
regarded—(i) In general. For purposes of
section 170(f)(8), the following goods or
services are disregarded—

(A) Goods or services that have in-
substantial value under the guidelines
provided in Revenue Procedures 90–12,
1990–1 C.B. 471, 92–49, 1992-1 C.B. 987, and
any successor documents. (See
§ 601.601(d)(2)(ii) of the Statement of
Procedural Rules, 26 CFR part 601.);
and

(B) Annual membership benefits of-
fered to a taxpayer in exchange for a
payment of $75 or less per year that
consist of—

(1) Any rights or privileges, other
than those described in section 170(l),
that the taxpayer can exercise fre-
quently during the membership period.
Examples of such rights and privileges

may include, but are not limited to,
free or discounted admission to the or-
ganization’s facilities or events, free or
discounted parking, preferred access to
goods or services, and discounts on the
purchase of goods or services; and

(2) Admission to events during the
membership period that are open only
to members of a donee organization
and for which the donee organization
reasonably projects that the cost per
person (excluding any allocable over-
head) attending each such event is
within the limits established for ‘‘low
cost articles’’ under section 513(h)(2).
The projected cost to the donee organi-
zation is determined at the time the
organization first offers its member-
ship package for the year (using sec-
tion 3.07 of Revenue Procedure 90–12, or
any successor documents, to determine
the cost of any items or services that
are donated).

(ii) Examples. The following examples
illustrate the rules of this paragraph
(f)(8).

Example 1. Membership benefits disregarded.
Performing Arts Center E is an organization
described in section 170(c). In return for a
payment of $75, E offers a package of basic
membership benefits that includes the right
to purchase tickets to performances one
week before they go on sale to the general
public, free parking in E’s garage during
evening and weekend performances, and a
10% discount on merchandise sold in E’s gift
shop. In return for a payment of $150, E offers
a package of preferred membership benefits
that includes all of the benefits in the $75
package as well as a poster that is sold in E’s
gift shop for $20. The basic membership and
the preferred membership are each valid for
twelve months, and there are approximately
50 performances of various productions at E
during a twelve-month period. E’s gift shop
is open for several hours each week and at
performance times. F, a patron of the arts, is
solicited by E to make a contribution. E of-
fers F the preferred membership benefits in
return for a payment of $150 or more. F
makes a payment of $300 to E. F can satisfy
the substantiation requirement of section
170(f)(8) by obtaining a contemporaneous
written acknowledgment from E that in-
cludes a description of the poster and a good
faith estimate of its fair market value ($20)
and disregards the remaining membership
benefits.

Example 2. Contemporaneous written ac-
knowledgment need not mention rights or privi-
leges that can be disregarded. The facts are the
same as in Example 1, except that F made a
payment of $300 and received only a basic

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00141 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



146

26 CFR Ch. I (4–1–99 Edition)§ 1.170A–13

membership. F can satisfy the section
170(f)(8) substantiation requirement with a
contemporaneous written acknowledgment
stating that no goods or services were pro-
vided.

Example 3. Rights or privileges that cannot
be exercised frequently.

Community Theater Group G is an organi-
zation described in section 170(c). Every sum-
mer, G performs four different plays. Each
play is performed two times. In return for a
membership fee of $60, G offers its members
free admission to any of its performances.
Non-members may purchase tickets on a per-
formance by performance basis for $15 a tick-
et. H, an individual who is a sponsor of the
theater, is solicited by G to make a contribu-
tion. G tells H that the membership benefit
will be provided in return for any payment of
$60 or more. H chooses to make a payment of
$350 to G and receives in return the member-
ship benefit. G’ s membership benefit of free
admission is not described in paragraph
(f)(8)(i)(B) of this section because it is not a
privilege that can be exercised frequently
(due to the limited number of performances
offered by G). Therefore, to meet the require-
ments of section 170(f)(8), a contemporaneous
written acknowledgment of H’s $350 payment
must include a description of the free admis-
sion benefit and a good faith estimate of its
value.

Example 4. Multiple memberships. In Decem-
ber of each year, K, an individual, gives each
of her six grandchildren a junior membership
in Dinosaur Museum, an organization de-
scribed in section 170(c). Each junior mem-
bership costs $50, and K makes a single pay-
ment of $300 for all six memberships. A jun-
ior member is entitled to free admission to
the museum and to weekly films, slide
shows, and lectures about dinosaurs. In addi-
tion, each junior member receives a bi-
monthly, non-commercial quality newsletter
with information about dinosaurs and up-
coming events. K’s contemporaneous written
acknowledgment from Dinosaur Museum
may state that no goods or services were
provided in exchange for K’s payment.

(9) Goods or services provided to em-
ployees or partners of donors—(i) Certain
goods or services disregarded. For pur-
poses of section 170(f)(8), goods or serv-
ices provided by a donee organization
to employees of a donor, or to partners
of a partnership that is a donor, in re-
turn for a payment to the organization
may be disregarded to the extent that
the goods or services provided to each
employee or partner are the same as
those described in paragraph (f)(8)(i) of
this section.

(ii) No good faith estimate required for
other goods or services. If a taxpayer

makes a contribution of $250 or more to
a donee organization and, in return,
the donee organization offers the tax-
payer’s employees or partners goods or
services other than those described in
paragraph (f)(9)(i) of this section, the
contemporaneous written acknowledg-
ment of the taxpayer’s contribution is
not required to include a good faith es-
timate of the value of such goods or
services but must include a description
of those goods or services.

(iii) Example. The following example
illustrates the rules of this paragraph
(f)(9).

Example. Museum J is an organization de-
scribed in section 170(c). For a payment of
$40, J offers a package of basic membership
benefits that includes free admission and a
10% discount on merchandise sold in J’s gift
shop. J’s other membership categories are for
supporters who contribute $100 or more. Cor-
poration K makes a payment of $50,000 to J
and, in return, J offers K’s employees free ad-
mission for one year, a tee-shirt with J’s logo
that costs J $4.50, and a gift shop discount of
25% for one year. The free admission for K’s
employees is the same as the benefit made
available to holders of the $40 membership
and is otherwise described in paragraph
(f)(8)(i)(B) of this section. The tee-shirt given
to each of K’s employees is described in para-
graph (f)(8)(i)(A) of this section. Therefore,
the contemporaneous written acknowledg-
ment of K’s payment is not required to in-
clude a description or good faith estimate of
the value of the free admission or the tee-
shirts. However, because the gift shop dis-
count offered to K’s employees is different
than that offered to those who purchase the
$40 membership, the discount is not de-
scribed in paragraph (f)(8)(i) of this section.
Therefore, the contemporaneous written ac-
knowledgment of K’s payment is required to
include a description of the 25% discount of-
fered to K’s employees.

(10) Substantiation of out-of-pocket ex-
penses. A taxpayer who incurs unreim-
bursed expenditures incident to the
rendition of services, within the mean-
ing of § 1.170A–1(g), is treated as having
obtained a contemporaneous written
acknowledgment of those expenditures
if the taxpayer—

(i) Has adequate records under para-
graph (a) of this section to substan-
tiate the amount of the expenditures;
and

(ii) Obtains by the date prescribed in
paragraph (f)(3) of this section a state-
ment prepared by the donee organiza-
tion containing—
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(A) A description of the services pro-
vided by the taxpayer;

(B) A statement of whether or not
the donee organization provides any
goods or services in consideration, in
whole or in part, for the unreimbursed
expenditures; and

(C) The information required by para-
graphs (f)(2) (iii) and (iv) of this sec-
tion.

(11) Contributions made by payroll de-
duction—(i) Form of substantiation. A
contribution made by means of with-
holding from a taxpayer’s wages and
payment by the taxpayer’s employer to
a donee organization may be substan-
tiated, for purposes of section 170(f)(8),
by both—

(A) A pay stub, Form W–2, or other
document furnished by the employer
that sets forth the amount withheld by
the employer for the purpose of pay-
ment to a donee organization; and

(B) A pledge card or other document
prepared by or at the direction of the
donee organization that includes a
statement to the effect that the orga-
nization does not provide goods or serv-
ices in whole or partial consideration
for any contributions made to the or-
ganization by payroll deduction.

(ii) Application of $250 threshold. For
the purpose of applying the $250 thresh-
old provided in section 170(f)(8)(A) to
contributions made by the means de-
scribed in paragraph (f)(11)(i) of this
section, the amount withheld from
each payment of wages to a taxpayer is
treated as a separate contribution.

(12) Distributing organizations as
donees. An organization described in
section 170(c), or an organization de-
scribed in 5 CFR 950.105 (a Principal
Combined Fund Organization for pur-
poses of the Combined Federal Cam-
paign) and acting in that capacity,
that receives a payment made as a con-
tribution is treated as a donee organi-
zation solely for purposes of section
170(f)(8), even if the organization (pur-
suant to the donor’s instructions or
otherwise) distributes the amount re-
ceived to one or more organizations de-
scribed in section 170(c). This para-
graph (f)(12) does not apply, however,
to a case in which the distributee orga-
nization provides goods or services as
part of a transaction structured with a
view to avoid taking the goods or serv-

ices into account in determining the
amount of the deduction to which the
donor is entitled under section 170.

(13) Transfers to certain trusts. Section
170(f)(8) does not apply to a transfer of
property to a trust described in section
170(f)(2)(B), a charitable remainder an-
nuity trust (as defined in section
664(d)(1)), or a charitable remainder
unitrust (as defined in section 664(d)(2)
or (d)(3) or § 1.664(3)(a)(1)(i)(b)). Section
170(f)(8) does apply, however, to a
transfer to a pooled income fund (as de-
fined in section 642(c)(5)); for such a
transfer, the contemporaneous written
acknowledgment must state that the
contribution was transferred to the
donee organization’s pooled income
fund and indicate whether any goods or
services (in addition to an income in-
terest in the fund) were provided in ex-
change for the transfer. The contem-
poraneous written acknowledgment is
not required to include a good faith es-
timate of the income interest.

(14) Substantiation of payments to a
college or university for the right to pur-
chase tickets to athletic events. For pur-
poses of paragraph (f)(2)(iii) of this sec-
tion, the right to purchase tickets for
seating at an athletic event in ex-
change for a payment described in sec-
tion 170(l) is treated as having a value
equal to twenty percent of such pay-
ment. For example, when a taxpayer
makes a payment of $312.50 for the
right to purchase tickets for seating at
an athletic event, the right to purchase
tickets is treated as having a value of
$62.50. The remaining $250 is treated as
a charitable contribution, which the
taxpayer must substantiate in accord-
ance with the requirements of this sec-
tion.

(15) Substantiation of charitable con-
tributions made by a partnership or an S
corporation. If a partnership or an S
corporation makes a charitable con-
tribution of $250 or more, the partner-
ship or S corporation will be treated as
the taxpayer for purposes of section
170(f)(8). Therefore, the partnership or
S corporation must substantiate the
contribution with a contemporaneous
written acknowledgment from the
donee organization before reporting the
contribution on its income tax return
for the year in which the contribution
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was made and must maintain the con-
temporaneous written acknowledgment
in its records. A partner of a partner-
ship or a shareholder of an S corpora-
tion is not required to obtain any addi-
tional substantiation for his or her
share of the partnership’s or S corpora-
tion’s charitable contribution.

(16) Purchase of an annuity. If a tax-
payer purchases an annuity from a
charitable organization and claims a
charitable contribution deduction of
$250 or more for the excess of the
amount paid over the value of the an-
nuity, the contemporaneous written
acknowledgment must state whether
any goods or services in addition to the
annuity were provided to the taxpayer.
The contemporaneous written ac-
knowledgment is not required to in-
clude a good faith estimate of the value
of the annuity. See § 1.170A–1(d)(2) for
guidance in determining the value of
the annuity.

(17) Substantiation of matched pay-
ments—(i) In general. For purposes of
section 170, if a taxpayer’s payment to
a donee organization is matched, in
whole or in part, by another payor, and
the taxpayer receives goods or services
in consideration for its payment and
some or all of the matching payment,
those goods or services will be treated
as provided in consideration for the
taxpayer’s payment and not in consid-
eration for the matching payment.

(ii) Example. The following example
illustrates the rules of this paragraph
(f)(17).

Example Taxpayer makes a $400 payment to
Charity L, a donee organization. Pursuant to
a matching payment plan, Taxpayer’s em-
ployer matches Taxpayer’s $400 payment
with an additional payment of $400. In con-
sideration for the combined payments of
$800, L gives Taxpayer an item that it esti-
mates has a fair market value of $100. L does
not give the employer any goods or services
in consideration for its contribution. The
contemporaneous written acknowledgment
provided to the employer must include a
statement that no goods or services were
provided in consideration for the employer’s
$400 payment. The contemporaneous written
acknowledgment provided to Taxpayer must
include a statement of the amount of Tax-
payer’s payment, a description of the item
received by Taxpayer, and a statement that
L’s good faith estimate of the value of the
item received by Taxpayer is $100.

(18) Effective date. This paragraph (f)
applies to contributions made on or
after December 16, 1996. However, tax-
payers may rely on the rules of this
paragraph (f) for contributions made on
or after January 1, 1994.

[T.D. 8002, 49 FR 50664 and 50666, Dec. 31, 1984,
as amended by T.D. 8003, 49 FR 50659, Dec. 31,
1984; T.D. 8199, 53 FR 16080, May 5, 1988; 53 FR
18372, May 23, 1988; T.D. 8623, 60 FR 53128, Oct.
12, 1995; T.D. 8690, 61 FR 65952, Dec. 16, 1996]

§ 1.170A–14 Qualified conservation
contributions.

(a) Qualified conservation contribu-
tions. A deduction under section 170 is
generally not allowed for a charitable
contribution of any interest in prop-
erty that consists of less than the do-
nor’s entire interest in the property
other than certain transfers in trust
(see § 1.170A–6 relating to charitable
contributions in trust and § 1.170A–7 re-
lating to contributions not in trust of
partial interests in property). However,
a deduction may be allowed under sec-
tion 170(f)(3)(B)(iii) for the value of a
qualified conservation contribution if
the requirements of this section are
met. A qualified conservation contribu-
tion is the contribution of a qualified
real property interest to a qualified or-
ganization exclusively for conservation
purposes. To be eligible for a deduction
under this section, the conservation
purpose must be protected in per-
petuity.

(b) Qualified real property interest—(1)
Entire interest of donor other than quali-
fied mineral interest. (i) The entire inter-
est of the donor other than a qualified
mineral interest is a qualified real
property interest. A qualified mineral
interest is the donor’s interest in sub-
surface oil, gas, or other minerals and
the right of access to such minerals.

(ii) A real property interest shall not
be treated as an entire interest other
than a qualified mineral interest by
reason of section 170(h)(2)(A) and this
paragraph (b)(1) if the property in
which the donor’s interest exists was
divided prior to the contribution in
order to enable the donor to retain con-
trol of more than a qualified mineral
interest or to reduce the real property
interest donated. See Treasury regula-
tions § 1.170A–7(a)(2)(i). An entire inter-
est in real property may consist of an
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undivided interest in the property. But
see section 170(h)(5)(A) and the regula-
tions thereunder (relating to the re-
quirement that the conservation pur-
pose which is the subject of the dona-
tion must be protected in perpetuity).
Minor interests, such as rights-of-way,
that will not interfere with the con-
servation purposes of the donation,
may be transferred prior to the con-
servation contribution without affect-
ing the treatment of a property inter-
est as a qualified real property interest
under this paragraph (b)(1).

(2) Perpetual conservation restriction. A
‘‘perpetual conservation restriction’’ is
a qualified real property interest. A
‘‘perpetual conservation restriction’’ is
a restriction granted in perpetuity on
the use which may be made of real
property—including, an easement or
other interest in real property that
under state law has attributes similar
to an easement (e.g., a restrictive cov-
enant or equitable servitude). For pur-
poses of this section, the terms ease-
ment, conservation restriction, and per-
petual conservation restriction have the
same meaning. The definition of per-
petual conservation restriction under this
paragraph (b)(2) is not intended to pre-
clude the deductibility of a donation of
affirmative rights to use a land or
water area under § 1.170A–13(d)(2). Any
rights reserved by the donor in the do-
nation of a perpetual conservation re-
striction must conform to the require-
ments of this section. See e.g., para-
graph (d)(4)(ii), (d)(5)(i), (e)(3), and
(g)(4) of this section.

(c) Qualified organization—(1) Eligible
donee. To be considered an eligible
donee under this section, an organiza-
tion must be a qualified organization,
have a commitment to protect the con-
servation purposes of the donation, and
have the resources to enforce the re-
strictions. A conservation group orga-
nized or operated primarily or substan-
tially for one of the conservation pur-
poses specified in section 170(h)(4)(A)
will be considered to have the commit-
ment required by the preceding sen-
tence. A qualified organization need
not set aside funds to enforce the re-
strictions that are the subject of the
contribution. For purposes of this sec-
tion, the term qualified organization
means:

(i) A governmental unit described in
section 170(b)(1)(A)(v);

(ii) An organization described in sec-
tion 170(b)(1)(A)(vi);

(iii) A charitable organization de-
scribed in section 501(c)(3) that meets
the public support test of section
509(a)(2);

(iv) A charitable organization de-
scribed in section 501(c)(3) that meets
the requirements of section 509(a)(3)
and is controlled by an organization
described in paragraphs (c)(1) (i), (ii),
or (iii) of this section.

(2) Transfers by donee. A deduction
shall be allowed for a contribution
under this section only if in the instru-
ment of conveyance the donor pro-
hibits the donee from subsequently
transferring the easement (or, in the
case of a remainder interest or the res-
ervation of a qualified mineral inter-
est, the property), whether or not for
consideration, unless the donee organi-
zation, as a condition of the subsequent
transfer, requires that the conserva-
tion purposes which the contribution
was originally intended to advance
continue to be carried out. Moreover,
subsequent transfers must be restricted
to organizations qualifying, at the
time of the subsequent transfer, as an
eligible donee under paragraph (c)(1) of
this section. When a later unexpected
change in the conditions surrounding
the property that is the subject of a do-
nation under paragraph (b)(1), (2), or (3)
of this section makes impossible or im-
practical the continued use of the prop-
erty for conservation purposes, the re-
quirement of this paragraph will be
met if the property is sold or ex-
changed and any proceeds are used by
the donee organization in a manner
consistent with the conservation pur-
poses of the original contribution. In
the case of a donation under paragraph
(b)(3) of this section to which the pre-
ceding sentence applies, see also para-
graph (g)(5)(ii) of this section.

(d) Conservation purposes—(1) In gen-
eral. For purposes of section 170(h) and
this section, the term conservation pur-
poses means—

(i) The preservation of land areas for
outdoor recreation by, or the education
of, the general public, within the mean-
ing of paragraph (d)(2) of this section,
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(ii) The protection of a relatively
natural habitat of fish, wildlife, or
plants, or similar ecosystem, within
the meaning of paragraph (d)(3) of this
section,

(iii) The preservation of certain open
space (including farmland and forest
land) within the meaning of paragraph
(d)(4) of this section, or

(iv) The preservation of a historically
important land area or a certified his-
toric structure, within the meaning of
paragraph (d)(5) of this section.

(2) Recreation or education—(i) In gen-
eral. The donation of a qualified real
property interest to preserve land
areas for the outdoor recreation of the
general public or for the education of
the general public will meet the con-
servation purposes test of this section.
Thus, conservation purposes would in-
clude, for example, the preservation of
a water area for the use of the public
for boating or fishing, or a nature or
hiking trail for the use of the public.

(ii) Access. The preservation of land
areas for recreation or education will
not meet the test of this section unless
the recreation or education is for the
substantial and regular use of the gen-
eral public.

(3) Protection of environmental system—
(i) In general. The donation of a quali-
fied real property interest to protect a
significant relatively natural habitat
in which a fish, wildlife, or plant com-
munity, or similar ecosystem normally
lives will meet the conservation pur-
poses test of this section. The fact that
the habitat or environment has been
altered to some extent by human activ-
ity will not result in a deduction being
denied under this section if the fish,
wildlife, or plants continue to exist
there in a relatively natural state. For
example, the preservation of a lake
formed by a man-made dam or a salt
pond formed by a man-made dike would
meet the conservation purposes test if
the lake or pond were a nature feeding
area for a wildlife community that in-
cluded rare, endangered, or threatened
native species.

(ii) Significant habitat or ecosystem.
Significant habitats and ecosystems
include, but are not limited to, habi-
tats for rare, endangered, or threatened
species of animal, fish, or plants; nat-
ural areas that represent high quality

examples of a terrestrial community or
aquatic community, such as islands
that are undeveloped or not intensely
developed where the coastal ecosystem
is relatively intact; and natural areas
which are included in, or which con-
tribute to, the ecological viability of a
local, state, or national park, nature
preserve, wildlife refuge, wilderness
area, or other similar conservation
area.

(iii) Access. Limitations on public ac-
cess to property that is the subject of a
donation under this paragraph (d)(3)
shall not render the donation non-
deductible. For example, a restriction
on all public access to the habitat of a
threatened native animal species pro-
tected by a donation under this para-
graph (d)(3) would not cause the dona-
tion to be nondeductible.

(4) Preservation of open space—(i) In
general. The donation of a qualified real
property interest to preserve open
space (including farmland and forest
land) will meet the conservation pur-
poses test of this section if such preser-
vation is—

(A) Pursuant to a clearly delineated
Federal, state, or local governmental
conservation policy and will yield a
significant public benefit, or

(B) For the scenic enjoyment of the
general public and will yield a signifi-
cant public benefit.

An open space easement donated on or
after December 18, 1980, must meet the
requirements of section 170(h) in order
to be deductible.

(ii) Scenic enjoyment—(A) Factors. A
contribution made for the preservation
of open space may be for the scenic en-
joyment of the general public. Preser-
vation of land may be for the scenic en-
joyment of the general public if devel-
opment of the property would impair
the scenic character of the local rural
or urban landscape or would interfere
with a scenic panorama that can be en-
joyed from a park, nature preserve,
road, waterbody, trail, or historic
structure or land area, and such area or
transportation way is open to, or uti-
lized by, the public. ‘‘Scenic enjoy-
ment’’ will be evaluated by considering
all pertinent facts and circumstances
germane to the contribution. Regional
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variations in topography, geology, biol-
ogy, and cultural and economic condi-
tions require flexibility in the applica-
tion of this test, but do not lessen the
burden on the taxpayer to demonstrate
the scenic characteristics of a donation
under this paragraph. The application
of a particular objective factor to help
define a view as scenic in one setting
may in fact be entirely inappropriate
in another setting. Among the factors
to be considered are:

(1) The compatibility of the land use
with other land in the vicinity;

(2) The degree of contrast and variety
provided by the visual scene;

(3) The openness of the land (which
would be a more significant factor in
an urban or densely populated setting
or in a heavily wooded area);

(4) Relief from urban closeness;
(5) The harmonious variety of shapes

and textures;
(6) The degree to which the land use

maintains the scale and character of
the urban landscape to preserve open
space, visual enjoyment, and sunlight
for the surrounding area;

(7) The consistency of the proposed
scenic view with a methodical state
scenic identification program, such as
a state landscape inventory; and

(8) The consistency of the proposed
scenic view with a regional or local
landscape inventory made pursuant to
a sufficiently rigorous review process,
especially if the donation is endorsed
by an appropriate state or local gov-
ernmental agency.

(B) Access. To satisfy the requirement
of scenic enjoyment by the general
public, visual (rather than physical) ac-
cess to or across the property by the
general public is sufficient. Under the
terms of an open space easement on
scenic property, the entire property
need not be visible to the public for a
donation to qualify under this section,
although the public benefit from the
donation may be insufficient to qualify
for a deduction if only a small portion
of the property is visible to the public.

(iii) Governmental conservation pol-
icy—(A) In general. The requirement
that the preservation of open space be
pursuant to a clearly delineated Fed-
eral, state, or local governmental pol-
icy is intended to protect the types of
property identified by representatives

of the general public as worthy of pres-
ervation or conservation. A general
declaration of conservation goals by a
single official or legislative body is not
sufficient. However, a governmental
conservation policy need not be a cer-
tification program that identifies par-
ticular lots or small parcels of individ-
ually owned property. This require-
ment will be met by donations that
further a specific, identified conserva-
tion project, such as the preservation
of land within a state or local land-
mark district that is locally recognized
as being significant to that district;
the preservation of a wild or scenic
river, the preservation of farmland pur-
suant to a state program for flood pre-
vention and control; or the protection
of the scenic, ecological, or historic
character of land that is contiguous to,
or an integral part of, the surroundings
of existing recreation or conservation
sites. For example, the donation of a
perpetual conservation restriction to a
qualified organization pursuant to a
formal resolution or certification by a
local governmental agency established
under state law specifically identifying
the subject property as worthy of pro-
tection for conservation purposes will
meet the requirement of this para-
graph. A program need not be funded to
satisfy this requirement, but the pro-
gram must involve a significant com-
mitment by the government with re-
spect to the conservation project. For
example, a governmental program ac-
cording preferential tax assessment or
preferential zoning for certain property
deemed worthy of protection for con-
servation purposes would constitute a
significant commitment by the govern-
ment.

(B) Effect of acceptance by govern-
mental agency. Acceptance of an ease-
ment by an agency of the Federal Gov-
ernment or by an agency of a state or
local government (or by a commission,
authority, or similar body duly con-
stituted by the state or local govern-
ment and acting on behalf of the state
or local government) tends to establish
the requisite clearly delineated govern-
mental policy, although such accept-
ance, without more, is not sufficient.
The more rigorous the review process
by the governmental agency, the more
the acceptance of the easement tends
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to establish the requisite clearly delin-
eated governmental policy. For exam-
ple, in a state where the legislature has
established an Environmental Trust to
accept gifts to the state which meet
certain conservation purposes and to
submit the gifts to a review that re-
quires the approval of the state’s high-
est officials, acceptance of a gift by the
Trust tends to establish the requisite
clearly delineated governmental pol-
icy. However, if the Trust merely ac-
cepts such gifts without a review proc-
ess, the requisite clearly delineated
governmental policy is not established.

(C) Access. A limitation on public ac-
cess to property subject to a donation
under this paragraph (d)(4)(iii) shall
not render the deduction nondeductible
unless the conservation purpose of the
donation would be undermined or frus-
trated without public access. For ex-
ample, a donation pursuant to a gov-
ernmental policy to protect the scenic
character of land near a river requires
visual access to the same extent as
would a donation under paragraph
(d)(4)(ii) of this section.

(iv) Significant public benefit—(A) Fac-
tors. All contributions made for the
preservation of open space must yield a
significant public benefit. Public ben-
efit will be evaluated by considering all
pertinent facts and circumstances ger-
mane to the contribution. Factors ger-
mane to the evaluation of public ben-
efit from one contribution may be ir-
relevant in determining public benefit
from another contribution. No single
factor will necessarily be determina-
tive. Among the factors to be consid-
ered are:

(1) The uniqueness of the property to
the area;

(2) The intensity of land development
in the vicinity of the property (both ex-
isting development and foreseeable
trends of development);

(3) The consistency of the proposed
open space use with public programs
(whether Federal, state or local) for
conservation in the region, including
programs for outdoor recreation, irri-
gation or water supply protection,
water quality maintenance or enhance-
ment, flood prevention and control,
erosion control, shoreline protection,
and protection of land areas included
in, or related to, a government ap-

proved master plan or land manage-
ment area;

(4) The consistency of the proposed
open space use with existing private
conservation programs in the area, as
evidenced by other land, protected by
easement or fee ownership by organiza-
tions referred to in § 1.170A–14(c)(1), in
close proximity to the property;

(5) The likelihood that development
of the property would lead to or con-
tribute to degradation of the scenic,
natural, or historic character of the
area;

(6) The opportunity for the general
public to use the property or to appre-
ciate its scenic values;

(7) The importance of the property in
preserving a local or regional land-
scape or resource that attracts tourism
or commerce to the area;

(8) The likelihood that the donee will
acquire equally desirable and valuable
substitute property or property rights;

(9) The cost to the donee of enforcing
the terms of the conservation restric-
tion;

(10) The population density in the
area of the property; and

(11) The consistency of the proposed
open space use with a legislatively
mandated program identifying par-
ticular parcels of land for future pro-
tection.

(B) Illustrations. The preservation of
an ordinary tract of land would not in
and of itself yield a significant public
benefit, but the preservation of ordi-
nary land areas in conjunction with
other factors that demonstrate signifi-
cant public benefit or the preservation
of a unique land area for public em-
ployment would yield a significant
public benefit. For example, the preser-
vation of a vacant downtown lot would
not by itself yield a significant public
benefit, but the preservation of the
downtown lot as a public garden would,
absent countervailing factors, yield a
significant public benefit. The fol-
lowing are other examples of contribu-
tions which would, absent counter-
vailing factors, yield a significant pub-
lic benefit: The preservation of farm-
land pursuant to a state program for
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flood prevention and control; the pres-
ervation of a unique natural land for-
mation for the enjoyment of the gen-
eral public; the preservation of wood-
land along a public highway pursuant
to a government program to preserve
the appearance of the area so as to
maintain the scenic view from the
highway; and the preservation of a
stretch of undeveloped property lo-
cated between a public highway and
the ocean in order to maintain the sce-
nic ocean view from the highway.

(v) Limitation. A deduction will not be
allowed for the preservation of open
space under section 170(h)(4)(A)(iii), if
the terms of the easement permit a de-
gree of intrusion or future development
that would interfere with the essential
scenic quality of the land or with the
governmental conservation policy that
is being furthered by the donation. See
§ 1.170A–14(e)(2) for rules relating to in-
consistent use.

(vi) Relationship of requirements—(A)
Clearly delineated governmental policy
and significant public benefit. Although
the requirements of ‘‘clearly delineated
governmental policy’’ and ‘‘significant
public benefit’’ must be met independ-
ently, for purposes of this section the
two requirements may also be related.
The more specific the governmental
policy with respect to the particular
site to be protected, the more likely
the governmental decision, by itself,
will tend to establish the significant
public benefit associated with the do-
nation. For example, while a statute in
State X permitting preferential assess-
ment for farmland is, by definition,
governmental policy, it is distinguish-
able from a state statute, accompanied
by appropriations, naming the X River
as a valuable resource and articulating
the legislative policy that the X River
and the relatively natural quality of
its surrounding be protected. On these
facts, an open space easement on farm-
land in State X would have to dem-
onstrate additional factors to establish
‘‘significant public benefit.’’ The speci-
ficity of the legislative mandate to
protect the X River, however, would by
itself tend to establish the significant
public benefit associated with an open
space easement on land fronting the X
River.

(B) Scenic enjoyment and significant
public benefit. With respect to the rela-
tionship between the requirements of
‘‘scenic enjoyment’’ and ‘‘significant
public benefit,’’ since the degrees of
scenic enjoyment offered by a variety
of open space easements are subjective
and not as easily delineated as are in-
creasingly specific levels of govern-
mental policy, the significant public
benefit of preserving a scenic view
must be independently established in
all cases.

(C) Donations may satisfy more than
one test. In some cases, open space ease-
ments may be both for scenic enjoy-
ment and pursuant to a clearly delin-
eated governmental policy. For exam-
ple, the preservation of a particular
scenic view identified as part of a sce-
nic landscape inventory by a rigorous
governmental review process will meet
the tests of both paragraphs (d)(4)(i)(A)
and (d)(4)(i)(B) of this section.

(5) Historic preservation—(i) In general.
The donation of a qualified real prop-
erty interest to preserve an histori-
cally important land area or a certified
historic structure will meet the con-
servation purposes test of this section.
When restrictions to preserve a build-
ing or land area within a registered
historic district permit future develop-
ment on the site, a deduction will be
allowed under this section only if the
terms of the restrictions require that
such development conform with appro-
priate local, state, or Federal stand-
ards for construction or rehabilitation
within the district. See also, § 1.170A–
14(h)(3)(ii).

(ii) Historically important land area.
The term historically important land
area includes:

(A) An independently significant land
area including any related historic re-
sources (for example, an archaeological
site or a Civil War battlefield with re-
lated monuments, bridges, cannons, or
houses) that meets the National Reg-
ister Criteria for Evaluation in 36 CFR
60.4 (Pub. L. 89–665, 80 Stat. 915);

(B) Any land area within a registered
historic district including any build-
ings on the land area that can reason-
ably be considered as contributing to
the significance of the district; and
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(C) Any land area (including related
historic resources) adjacent to a prop-
erty listed individually in the National
Register of Historic Places (but not
within a registered historic district) in
a case where the physical or environ-
mental features of the land area con-
tribute to the historic or cultural in-
tegrity of the property.

(iii) Certified historic structure. The
term certified historic structure, for pur-
poses of this section, means any build-
ing, structure or land area which is—

(A) Listed in the National Register,
or

(B) Located in a registered historic
district (as defined in section
48(g)(3)(B)) and is certified by the Sec-
retary of the Interior (pursuant to 36
CFR 67.4) to the Secretary of the
Treasury as being of historic signifi-
cance to the district.
A structure for purposes of this section
means any structure, whether or not it
is depreciable. Accordingly easements
on private residences may qualify
under this section. In addition, a struc-
ture would be considered to be a cer-
tified historic structure if it were cer-
tified either at the time the transfer
was made or at the due date (including
extensions) for filing the donor’s return
for the taxable year in which the con-
tribution was made.

(iv) Access. (A) In order for a con-
servation contribution described in
section 170(h)(4)(A)(iv) and this para-
graph (d)(5) to be deductible, some vis-
ual public access to the donated prop-
erty is required. In the case of an his-
torically important land area, the en-
tire property need not be visible to the
public for a donation to qualify under
this section. However, the public ben-
efit from the donation may be insuffi-
cient to qualify for a deduction if only
a small portion of the property is so
visible. Where the historic land area or
certified historic structure which is the
subject of the donation is not visible
from a public way (e.g., the structure is
hidden from view by a wall or
shrubbery, the structure is too far from
the public way, or interior characteris-
tics and features of the structure are
the subject of the easement), the terms
of the easement must be such that the
general public is given the opportunity
on a regular basis to view the charac-

teristics and features of the property
which are preserved by the easement to
the extent consistent with the nature
and condition of the property.

(B) Factors to be considered in deter-
mining the type and amount of public
access required under paragraph
(d)(5)(iv)(A) of this section include the
historical significance of the donated
property, the nature of the features
that are the subject of the easement,
the remoteness or accessibility of the
site of the donated property, the possi-
bility of physical hazards to the public
visiting the property (for example, an
unoccupied structure in a dilapidated
condition), the extent to which public
access would be an unreasonable intru-
sion on any privacy interests of indi-
viduals living on the property, the de-
gree to which public access would im-
pair the preservation interests which
are the subject of the donation, and the
availability of opportunities for the
public to view the property by means
other than visits to the site.

(C) The amount of access afforded the
public by the donation of an easement
shall be determined with reference to
the amount of access permitted by the
terms of the easement which are estab-
lished by the donor, rather than the
amount of access actually provided by
the donee organization. However, if the
donor is aware of any facts indicating
that the amount of access that the
donee organization will provide is sig-
nificantly less than the amount of ac-
cess permitted under the terms of the
easement, then the amount of access
afforded the public shall be determined
with reference to this lesser amount.

(v) Examples. The provisions of para-
graph (d)(5)(iv) of this section may be
illustrated by the following examples:

Example 1. A and his family live in a house
in a certified historic district in the State of
X. The entire house, including its interior,
has architectural features representing clas-
sic Victorian period architecture. A donates
an exterior and interior easement on the
property to a qualified organization but con-
tinues to live in the house with his family.
A’s house is surrounded by a high stone wall
which obscures the public’s view of it from
the street. Pursuant to the terms of the ease-
ment, the house may be opened to the public
from 10:00 a.m. to 4:00 p.m. on one Sunday in
May and one Sunday in November each year
for house and garden tours. These tours are
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to be under the supervision of the donee and
open to members of the general public upon
payment of a small fee. In addition, under
the terms of the easement, the donee organi-
zation is given the right to photograph the
interior and exterior of the house and dis-
tribute such photographs to magazines,
newsletters, or other publicly available pub-
lications. The terms of the easement also
permit persons affiliated with educational
organizations, professional architectural as-
sociations, and historical societies to make
an appointment through the donee organiza-
tion to study the property. The donor is not
aware of any facts indicating that the public
access to be provided by the donee organiza-
tion will be significantly less than that per-
mitted by the terms of the easement. The 2
opportunities for public visits per year, when
combined with the ability of the general pub-
lic to view the architectural characteristics
and features that are the subject of the ease-
ment through photographs, the opportunity
for scholarly study of the property, and the
fact that the house is used as an occupied
residence, will enable the donation to satisfy
the requirement of public access.

Example 2. B owns an unoccupied farm-
house built in the 1840’s and located on a
property that is adjacent to a Civil War bat-
tlefield. During the Civil War the farmhouse
was used as quarters for Union troops. The
battlefield is visited year round by the gen-
eral public. The condition of the farmhouse
is such that the safety of visitors will not be
jeopardized and opening it to the public will
not result in significant deterioration. The
farmhouse is not visible from the battlefield
or any public way. It is accessible only by
way of a private road owned by B. B donates
a conservation easement on the farmhouse
to a qualified organization. The terms of the
easement provide that the donee organiza-
tion may open the property (via B’s road) to
the general public on four weekends each
year from 8:30 a.m. to 4:00 p.m. The donation
does not meet the public access requirement
because the farmhouse is safe, unoccupied,
and easily accessible to the general public
who have come to the site to visit Civil War
historic land areas (and related resources),
but will only be open to the public on four
weekends each year. However, the donation
would meet the public access requirement if
the terms of the easement permitted the
donee organization to open the property to
the public every other weekend during the
year and the donor is not aware of any facts
indicating that the donee organization will
provide significantly less access than that
permitted.

(e) Exclusively for conservation pur-
poses—(1) In general. To meet the re-
quirements of this section, a donation
must be exclusively for conservation
purposes. See paragraphs (c)(1) and

(g)(1) through (g)(6)(ii) of this section.
A deduction will not be denied under
this section when incidental benefit in-
ures to the donor merely as a result of
conservation restrictions limiting the
uses to which the donor’s property may
be put.

(2) Inconsistent use. Except as pro-
vided in paragraph (e)(4) of this sec-
tion, a deduction will not be allowed if
the contribution would accomplish one
of the enumerated conservation pur-
poses but would permit destruction of
other significant conservation inter-
ests. For example, the preservation of
farmland pursuant to a State program
for flood prevention and control would
not qualify under paragraph (d)(4) of
this section if under the terms of the
contribution a significant naturally oc-
curring ecosystem could be injured or
destroyed by the use of pesticides in
the operation of the farm. However,
this requirement is not intended to
prohibit uses of the property, such as
selective timber harvesting or selective
farming if, under the circumstances,
those uses do not impair significant
conservation interests.

(3) Inconsistent use permitted. A use
that is destructive of conservation in-
terests will be permitted only if such
use is necessary for the protection of
the conservation interests that are the
subject of the contribution. For exam-
ple, a deduction for the donation of an
easement to preserve an archaeological
site that is listed on the National Reg-
ister of Historic Places will not be dis-
allowed if site excavation consistent
with sound archaeological practices
may impair a scenic view of which the
land is a part. A donor may continue a
pre-existing use of the property that
does not conflict with the conservation
purposes of the gift.

(f) Examples. The provisions of this
section relating to conservation pur-
poses may be illustrated by the fol-
lowing examples.

Example 1. State S contains many large
tract forests that are desirable recreation
and scenic areas for the general public. The
forests’ scenic values attract millions of peo-
ple to the State. However, due to the in-
creasing intensity of land development in
State S, the continued existence of
forestland parcels greater than 45 acres is
threatened. J grants a perpetual easement
on a 100-acre parcel of forestland that is part
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of one of the State’s scenic areas to a quali-
fying organization. The easement imposes
restrictions on the use of the parcel for the
purpose of maintaining its scenic values. The
restrictions include a requirement that the
parcel be maintained forever as open space
devoted exclusively to conservation purposes
and wildlife protection, and that there be no
commercial, industrial, residential, or other
development use of such parcel. The law of
State S recognizes a limited public right to
enter private land, particularly for rec-
reational pursuits, unless such land is posted
or the landowner objects. The easement spe-
cifically restricts the landowner from post-
ing the parcel, or from objecting, thereby
maintaining public access to the parcel ac-
cording to the custom of the State. J’s par-
cel provides the opportunity for the public to
enjoy the use of the property and appreciate
its scenic values. Accordingly, J’s donation
qualifies for a deduction under this section.

Example 2. A qualified conservation organi-
zation owns Greenacre in fee as a nature pre-
serve. Greenacre contains a high quality ex-
ample of a tall grass prairie ecosystem.
Farmacre, an operating farm, adjoins
Greenacre and is a compatible buffer to the
nature preserve. Conversion of Farmacre to a
more intense use, such as a housing develop-
ment, would adversely affect the continued
use of Greenacre as a nature preserve be-
cause of human traffic generated by the de-
velopment. The owner of Farmacre donates
an easement preventing any future develop-
ment on Farmacre to the qualified conserva-
tion organization for conservation purposes.
Normal agricultural uses will be allowed on
Farmacre. Accordingly, the donation quali-
fies for a deduction under this section.

Example 3. H owns Greenacre, a 900-acre
parcel of woodland, rolling pasture, and or-
chards on the crest of a mountain. All of
Greenacre is clearly visible from a nearby
national park. Because of the strict enforce-
ment of an applicable zoning plan, the high-
est and best use of Greenacre is as a subdivi-
sion of 40-acre tracts. H wishes to donate a
scenic easement on Greenacre to a quali-
fying conservation organization, but H would
like to reserve the right to subdivide
Greenacre into 90-acre parcels with no more
than one single-family home allowable on
each parcel. Random building on the prop-
erty, even as little as one home for each 90
acres, would destroy the scenic character of
the view. Accordingly, no deduction would be
allowable under this section.

Example 4. Assume the same facts as in ex-
ample (3), except that not all of Greenacre is
visible from the park and the deed of ease-
ment allows for limited cluster development
of no more than five nine-acre clusters (with
four houses on each cluster) located in areas
generally not visible from the national park
and subject to site and building plan ap-
proval by the donee organization in order to

preserve the scenic view from the park. The
donor and the donee have already identified
sites where limited cluster development
would not be visible from the park or would
not impair the view. Owners of homes in the
clusters will not have any rights with re-
spect to the surrounding Greenacre property
that are not also available to the general
public. Accordingly, the donation qualifies
for a deduction under this section.

Example 5. In order to protect State S’s de-
clining open space that is suited for agricul-
tural use from increasing development pres-
sure that has led to a marked decline in such
open space, the Legislature of State S passed
a statute authorizing the purchase of ‘‘agri-
cultural land development rights’’ on open
acreage. Agricultural land development
rights allow the State to place agricultural
preservation restrictions on land designated
as worthy of protection in order to preserve
open space and farm resources. Agricultural
preservation restrictions prohibit or limit
construction or placement of buildings ex-
cept those used for agricultural purposes or
dwellings used for family living by the farm-
er and his family and employees; removal of
mineral substances in any manner that ad-
versely affects the land’s agricultural poten-
tial; or other uses detrimental to retention
of the land for agricultural use. Money has
been appropriated for this program and some
landowners have in fact sold their ‘‘agricul-
tural land development rights’’ to State S. K
owns and operates a small dairy farm in
State S located in an area designated by the
Legislature as worthy of protection. K de-
sires to preserve his farm for agricultural
purposes in perpetuity. Rather than selling
the development rights to State S, K grants
to a qualified organization an agricultural
preservation restriction on his property in
the form of a conservation easement. K re-
serves to himself, his heirs and assigns the
right to manage the farm consistent with
sound agricultural and management prac-
tices. The preservation of K’s land is pursu-
ant to a clearly delineated governmental
policy of preserving open space available for
agricultural use, and will yield a significant
public benefit by preserving open space
against increasing development pressures.

(g) Enforceable in perpetuity—(1) In
general. In the case of any donation
under this section, any interest in the
property retained by the donor (and
the donor’s successors in interest)
must be subject to legally enforceable
restrictions (for example, by recorda-
tion in the land records of the jurisdic-
tion in which the property is located)
that will prevent uses of the retained
interest inconsistent with the con-
servation purposes of the donation. In
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the case of a contribution of a remain-
der interest, the contribution will not
qualify if the tenants, whether they are
tenants for life or a term of years, can
use the property in a manner that di-
minishes the conservation values
which are intended to be protected by
the contribution.

(2) Protection of a conservation purpose
in case of donation of property subject to
a mortgage. In the case of conservation
contributions made after February 13,
1986, no deducion will be permitted
under this section for an interest in
property which is subject to a mort-
gage unless the mortgagee subordi-
nates its rights in the property to the
right of the qualified organization to
enforce the conservation purposes of
the gift in perpetuity. For conservation
contributions made prior to February
14, 1986, the requirement of section 170
(h)(5)(A) is satisfied in the case of
mortgaged property (with respect to
which the mortgagee has not subordi-
nated its rights) only if the donor can
demonstrate that the conservation pur-
pose is protected in perpetuity without
subordination of the mortgagee’s
rights.

(3) Remote future event. A deduction
shall not be disallowed under section
170(f)(3)(B)(iii) and this section merely
because the interest which passes to, or
is vested in, the donee organization
may be defeated by the performance of
some act or the happening of some
event, if on the date of the gift it ap-
pears that the possibility that such act
or event will occur is so remote as to
be negligible. See paragraph (e) of
§ 1.170A–1. For example, a state’s statu-
tory requirement that use restrictions
must be rerecorded every 30 years to
remain enforceable shall not, by itself,
render an easement nonperpetual.

(4) Retention of qualified mineral inter-
est—(i) In general. Except as otherwise
provided in paragraph (g)(4)(ii) of this
section, the requirements of this sec-
tion are not met and no deduction shall
be allowed in the case of a contribution
of any interest when there is a reten-
tion by any person of a qualified min-
eral interest (as defined in paragraph
(b)(1)(i) of this section) if at any time
there may be extractions or removal of
minerals by any surface mining meth-
od. Moreover, in the case of a qualified

mineral interest gift, the requirement
that the conservation purposes be pro-
tected in perpetuity is not satisfied if
any method of mining that is incon-
sistent with the particular conserva-
tion purposes of a contribution is per-
mitted at any time. See also § 1.170A–
14(e)(2). However, a deduction under
this section will not be denied in the
case of certain methods of mining that
may have limited, localized impact on
the real property but that are not irre-
mediably destructive of significant
conservation interests. For example, a
deduction will not be denied in a case
where production facilities are con-
cealed or compatible with existing to-
pography and landscape and when sur-
face alteration is to be restored to its
original state.

(ii) Exception for qualified conservation
contributions after July 1984. (A) A con-
tribution made after July 18, 1984, of a
qualified real property interest de-
scribed in section 170(h)(2)(A) shall not
be disqualified under the first sentence
of paragraph (g)(4)(i) of this section if
the following requirements are satis-
fied.

(1) The ownership of the surface es-
tate and mineral interest were sepa-
rated before June 13, 1976, and remain
so separated up to and including the
time of the contribution.

(2) The present owner of the mineral
interest is not a person whose relation-
ship to the owner of the surface estate
is described at the time of the con-
tribution in section 267(b) or section
707(b), and

(3) The probability of extraction or
removal of minerals by any surface
mining method is so remote as to be
negligible.
Whether the probability of extraction
or removal of minerals by surface min-
ing is so remote as to be negligible is a
question of fact and is to be made on a
case by case basis. Relevant factors to
be considered in determining if the
probability of extraction or removal of
minerals by surface mining is so re-
mote as to be negligible include: Geo-
logical, geophysical or economic data
showing the absence of mineral re-
serves on the property, or the lack of
commercial feasibility at the time of
the contribution of surface mining the
mineral interest.
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(B) If the ownership of the surface es-
tate and mineral interest first became
separated after June 12, 1976, no deduc-
tion is permitted for a contribution
under this section unless surface min-
ing on the property is completely pro-
hibited.

(iii) Examples. The provisions of para-
graph (g)(4)(i) and (ii) of this section
may be illustrated by the following ex-
amples:

Example 1. K owns 5,000 acres of bottomland
hardwood property along a major watershed
system in the southern part of the United
States. Agencies within the Department of
the Interior have determined that southern
bottomland hardwoods are a rapidly dimin-
ishing resource and a critical ecosystem in
the south because of the intense pressure to
cut the trees and convert the land to agricul-
tural use. These agencies have further deter-
mined (and have indicated in correspondence
with K) that bottomland hardwoods provide
a superb habitat for numerous species and
play an important role in controlling floods
and purifying rivers. K donates to a qualified
organization his entire interest in this prop-
erty other than his interest in the gas and
oil deposits that have been identified under
K’s property. K covenants and can ensure
that, although drilling for gas and oil on the
property may have some temporary localized
impact on the real property, the drilling will
not interfere with the overall conservation
purpose of the gift, which is to protect the
unique bottomland hardwood ecosystem. Ac-
cordingly, the donation qualifies for a deduc-
tion under this section.

Example 2. Assume the same facts as in Ex-
ample (1), except that in 1979, K sells the min-
eral interest to A, an unrelated person, in an
arm’s-length transaction, subject to a re-
corded prohibition on the removal of any
minerals by any surface mining method and
a recorded prohibition against any mining
technique that will harm the bottomland
hardwood ecosystem. After the sale to A, K
donates a qualified real property interest to
a qualified organization to protect the bot-
tomland hardwood ecosystem. Since at the
time of the transfer, surface mining and any
mining technique that will harm the bottom-
land hardwood ecosystem are completely
prohibited, the donation qualifies for a de-
duction under this section.

(5) Protection of conservation purpose
where taxpayer reserves certain rights—(i)
Documentation. In the case of a dona-
tion made after February 13, 1986, of
any qualified real property interest
when the donor reserves rights the ex-
ercise of which may impair the con-
servation interests associated with the

property, for a deduction to be allow-
able under this section the donor must
make available to the donee, prior to
the time the donation is made, docu-
mentation sufficient to establish the
condition of the property at the time of
the gift. Such documentation is de-
signed to protect the conservation in-
terests associated with the property,
which although protected in perpetuity
by the easement, could be adversely af-
fected by the exercise of the reserved
rights. Such documentation may in-
clude:

(A) The appropriate survey maps
from the United States Geological Sur-
vey, showing the property line and
other contiguous or nearby protected
areas;

(B) A map of the area drawn to scale
showing all existing man-made im-
provements or incursions (such as
roads, buildings, fences, or gravel pits),
vegetation and identification of flora
and fauna (including, for example, rare
species locations, animal breeding and
roosting areas, and migration routes),
land use history (including present
uses and recent past disturbances), and
distinct natural features (such as large
trees and aquatic areas);

(C) An aerial photograph of the prop-
erty at an appropriate scale taken as
close as possible to the date the dona-
tion is made; and

(D) On-site photographs taken at ap-
propriate locations on the property. If
the terms of the donation contain re-
strictions with regard to a particular
natural resource to be protected, such
as water quality or air quality, the
condition of the resource at or near the
time of the gift must be established.
The documentation, including the
maps and photographs, must be accom-
panied by a statement signed by the
donor and a representative of the donee
clearly referencing the documentation
and in substance saying ‘‘This natural
resources inventory is an accurate rep-
resentation of [the protected property]
at the time of the transfer.’’.

(ii) Donee’s right to inspection and
legal remedies. In the case of any dona-
tion referred to in paragraph (g)(5)(i) of
this section, the donor must agree to
notify the donee, in writing, before ex-
ercising any reserved right, e.g. the
right to extract certain minerals which
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may have an adverse impact on the
conservation interests associated with
the qualified real property interest.
The terms of the donation must pro-
vide a right of the donee to enter the
property at reasonable times for the
purpose of inspecting the property to
determine if there is compliance with
the terms of the donation. Addition-
ally, the terms of the donation must
provide a right of the donee to enforce
the conservation restrictions by appro-
priate legal proceedings, including but
not limited to, the right to require the
restoration of the property to its con-
dition at the time of the donation.

(6) Extinguishment. (i) In general. If a
subsequent unexpected change in the
conditions surrounding the property
that is the subject of a donation under
this paragraph can make impossible or
impractical the continued use of the
property for conservation purposes, the
conservation purpose can nonetheless
be treated as protected in perpetuity if
the restrictions are extinguished by ju-
dicial proceeding and all of the donee’s
proceeds (determined under paragraph
(g)(6)(ii) of this section) from a subse-
quent sale or exchange of the property
are used by the donee organization in a
manner consistent with the conserva-
tion purposes of the original contribu-
tion.

(ii) Proceeds. In case of a donation
made after February 13, 1986, for a de-
duction to be allowed under this sec-
tion, at the time of the gift the donor
must agree that the donation of the
perpetual conservation restriction
gives rise to a property right, imme-
diately vested in the donee organiza-
tion, with a fair market value that is
at least equal to the proportionate
value that the perpetual conservation
restriction at the time of the gift,
bears to the value of the property as a
whole at that time. See § 1.170A–
14(h)(3)(iii) relating to the allocation of
basis. For purposes of this paragraph
(g)(6)(ii), that proportionate value of
the donee’s property rights shall re-
main constant. Accordingly, when a
change in conditions give rise to the
extinguishment of a perpetual con-
servation restriction under paragraph
(g)(6)(i) of this section, the donee orga-
nization, on a subsequent sale, ex-
change, or involuntary conversion of

the subject property, must be entitled
to a portion of the proceeds at least
equal to that proportionate value of
the perpetual conservation restriction,
unless state law provides that the
donor is entitled to the full proceeds
from the conversion without regard to
the terms of the prior perpetual con-
servation restriction.

(h) Valuation—(1) Entire interest of
donor other than qualified mineral inter-
est. The value of the contribution under
section 170 in the case of a contribution
of a taxpayer’s entire interest in prop-
erty other than a qualified mineral in-
terest is the fair market value of the
surface rights in the property contrib-
uted. The value of the contribution
shall be computed without regard to
the mineral rights. See paragraph
(h)(4), example (1), of this section.

(2) Remainder interest in real property.
In the case of a contribution of any re-
mainder interest in real property, sec-
tion 170(f)(4) provides that in deter-
mining the value of such interest for
purposes of section 170, depreciation
and depletion of such property shall be
taken into account. See § 1.170A–12. In
the case of the contribution of a re-
mainder interest for conservation pur-
poses, the current fair market value of
the property (against which the limita-
tions of § 1.170A–12 are applied) must
take into account any pre-existing or
contemporaneously recorded rights
limiting, for conservation purposes, the
use to which the subject property may
be put.

(3) Perpetual conservation restriction—
(i) In general. The value of the con-
tribution under section 170 in the case
of a charitable contribution of a per-
petual conservation restriction is the
fair market value of the perpetual con-
servation restriction at the time of the
contribution. See § 1.170A–7(c). If there
is a substantial record of sales of ease-
ments comparable to the donated ease-
ment (such as purchases pursuant to a
governmental program), the fair mar-
ket value of the donated easement is
based on the sales prices of such com-
parable easements. If no substantial
record of market-place sales is avail-
able to use as a meaningful or valid
comparison, as a general rule (but not
necessarily in all cases) the fair mar-
ket value of a perpetual conservation
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restriction is equal to the difference
between the fair market value of the
property it encumbers before the
granting of the restriction and the fair
market value of the encumbered prop-
erty after the granting of the restric-
tion. The amount of the deduction in
the case of a charitable contribution of
a perpetual conservation restriction
covering a portion of the contiguous
property owned by a donor and the do-
nor’s family (as defined in section
267(c)(4)) is the difference between the
fair market value of the entire contig-
uous parcel of property before and after
the granting of the restriction. If the
granting of a perpetual conservation
restriction after January 14, 1986, has
the effect of increasing the value of
any other property owned by the donor
or a related person, the amount of the
deduction for the conservation con-
tribution shall be reduced by the
amount of the increase in the value of
the other property, whether or not
such property is contiguous. If, as a re-
sult of the donation of a perpetual con-
servation restriction, the donor or a re-
lated person receives, or can reason-
ably expect to receive, financial or eco-
nomic benefits that are greater than
those that will inure to the general
public from the transfer, no deduction
is allowable under this section. How-
ever, if the donor or a related person
receives, or can reasonably expect to
receive, a financial or economic benefit
that is substantial, but it is clearly
shown that the benefit is less than the
amount of the transfer, then a deduc-
tion under this section is allowable for
the excess of the amount transferred
over the amount of the financial or
economic benefit received or reason-
ably expected to be received by the
donor or the related person. For pur-
poses of this paragraph (h)(3)((i), re-
lated person shall have the same mean-
ing as in either section 267(b) or section
707(b). (See Example (10) of paragraph
(h)(4) of this section.)

(ii) Fair market value of property before
and after restriction. If before and after
valuation is used, the fair market
value of the property before contribu-
tion of the conservation restriction
must take into account not only the
current use of the property but also an
objective assessment of how immediate

or remote the likelihood is that the
property, absent the restriction, would
in fact be developed, as well as any ef-
fect from zoning, conservation, or his-
toric preservation laws that already re-
strict the property’s potential highest
and best use. Further, there may be in-
stances where the grant of a conserva-
tion restriction may have no material
effect on the value of the property or
may in fact serve to enhance, rather
than reduce, the value of property. In
such instances no deduction would be
allowable. In the case of a conservation
restriction that allows for any develop-
ment, however limited, on the property
to be protected, the fair maket value of
the property after contribution of the
restriction must take into account the
effect of the development. In the case
of a conservation easement such as an
easement on a certified historic struc-
ture, the fair market value of the prop-
erty after contribution of the restric-
tion must take into account the
amount of access permitted by the
terms of the easement. Additionally, if
before and after valuation is used, an
appraisal of the property after con-
tribution of the restriction must take
into account the effect of restrictions
that will result in a reduction of the
potential fair market value rep-
resented by highest and best use but
will, nevertheless, permit uses of the
property that will increase its fair
market value above that represented
by the property’s current use. The
value of a perpetual conservation re-
striction shall not be reduced by reason
of the existence of restrictions on
transfer designed solely to ensure that
the conservation restriction will be
dedicated to conservation purposes.
See § 1.170A–14 (c)(3).

(iii) Allocation of basis. In the case of
the donation of a qualified real prop-
erty interest for conservation purposes,
the basis of the property retained by
the donor must be adjusted by the
elimination of that part of the total
basis of the property that is properly
allocable to the qualified real property
interest granted. The amount of the
basis that is allocable to the qualified
real property interest shall bear the
same ratio to the total basis of the
property as the fair market value of
the qualified real property interest
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bears to the fair market value of the
property before the granting of the
qualified real property interest. When a
taxpayer donates to a qualifying con-
servation organization an easement on
a structure with respect to which de-
ductions are taken for depreciation,
the reduction required by this para-
graph (h)(3)(ii) in the basis of the prop-
erty retained by the taxpayer must be
allocated between the structure and
the underlying land.

(4) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples. In examples illus-
trating the value or deductibility of do-
nations, the applicable restrictions and
limitations of § 1.170A–4, with respect
to reduction in amount of charitable
contributions of certain appreciated
property, and § 1.170A–8, with respect to
limitations on charitable deductions by
individuals. must also be taken into ac-
count.

Example 1. A owns Goldacre, a property ad-
jacent to a state park. A wants to donate
Goldacre to the state to be used as part of
the park, but A wants to reserve a qualified
mineral interest in the property, to exploit
currently and to devise at death. The fair
market value of the surface rights in
Goldacre is $200,000 and the fair market
value of the mineral rights in $100.000. In
order to ensure that the quality of the park
will not be degraded, restrictions must be
imposed on the right to extract the minerals
that reduce the fair market value of the min-
eral rights to $80,000. Under this section, the
value of the contribution is $200,000 (the
value of the surface rights).

Example 2. In 1984 B, who is 62, donates a
remainder interest in Greenacre to a quali-
fying organization for conservation purposes.
Greenacre is a tract of 200 acres of undevel-
oped woodland that is valued at $200,000 at
its highest and best use. Under § 1.170A–12(b),
the value of a remainder interest in real
property following one life is determined
under § 25.2512–5 of this chapter (Gift Tax
Regulations). (See § 25.2512–5A of this chapter
with respect to the valuation of annuities,
interests for life or term of years, and re-
mainder or reversionary interests trans-
ferred before December 1, 1983.) Accordingly,
the value of the remainder interest, and thus
the amount eligible for an income tax deduc-
tion under section 170(f), is $55,996
($200,000×.27998).

Example 3. Assume the same facts as in Ex-
ample (2), except that Greenacre is B’s 200-
acre estate with a home built during the co-
lonial period. Some of the acreage around
the home is cleared; the balance of

Greenacre, except for access roads, is wooded
and undeveloped. See section 170(f)(3)(B)(i).
However, B would like Greenacre to be main-
tained in its current state after his death, so
he donates a remainder interest in Greenacre
to a qualifying organization for conservation
purposes pursunt to section 170 (f)(3)(B)(iii)
and (h)(2)(B). At the time of the gift the land
has a value of $200,000 and the house has a
value of $100,000. The value of the remainder
interest, and thus the amount eligible for an
income tax deduction under section 170(f), is
computed pursuant to § 1.170A–12. See
§ 1.170A–12(b)(3).

Example 4. Assume the same facts as in Ex-
ample (2), except that at age 62 instead of do-
nating a remainder interest B donates an
easement in Greenacre to a qualifying orga-
nization for conservation purposes. The fair
market value of Greenacre after the dona-
tion is reduced to $110,000. Accordingly, the
value of the easement, and thus the amount
eligible for a deduction under section 170(f),
is $90,000 ($200,000 less $110,000).

Example 5. Assume the same facts as in Ex-
ample (4), and assume that three years later,
at age 65, B decides to donate a remainder in-
terest in Greenacre to a qualifying organiza-
tion for conservation purposes. Increasing
real estate values in the area have raised the
fair market value of Greenacre (subject to
the easement) to $130,000. Accordingly, the
value of the remainder interest, and thus the
amount eligible for a deduction under sec-
tion 170(f), is $41,639 ($130,000×.32030).

Example 6. Assume the same facts as in Ex-
ample (2), except that at the time of the do-
nation of a remainder interest in Greenacre,
B also donates an easement to a different
qualifying organization for conservation pur-
poses. Based on all the facts and cir-
cumstances, the value of the easement is de-
termined to be $100,000. Therefore, the value
of the property after the easement is $100,000
and the value of the remainder interest, and
thus the amount eligible for deduction under
section 170(f), is $27,998 ($100,000×.27998).

Example 7. C owns Greenacre, a 200-acre es-
tate containing a house built during the co-
lonial period. At its highest and best use, for
home development, the fair market value of
Greenacre is $300,000. C donates an easement
(to maintain the house and Green acre in
their current state) to a qualifying organiza-
tion for conservation purposes. The fair mar-
ket value of Greenacre after the donation is
reduced to $125,000. Accordingly, the value of
the easement and the amount eligible for a
deduction under section 170(f) is $175.000
($300,000 less $125,000).

Example 8. Assume the same facts as in Ex-
ample (7) and assume that three years later,
C decides to donate a remainder interest in
Greenacre to a qualifying organization for
conservation purposes. Increasing real estate
values in the area have raised the fair mar-
ket value of Greenacre to $180.000. Assume
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that because of the perpetual easement pro-
hibiting any development of the land, the
value of the house is $120,000 and the value of
the land is $60,000. The value of the remain-
der interest, and thus the amount eligible for
an income tax deduction under section 170(f),
is computed pursuant to § 1.170A–12. See
§ 1.170A–12(b)(3).

Example 9. D owns property with a basis of
$20,000 and a fair market value of $80,000. D
donates to a qualifying organization an ease-
ment for conservation purposes that is deter-
mined under this section to have a fair mar-
ket value of $60,000. The amount of basis al-
locable to the easement is $15,000 ($60,000/
$80,000=$15,000/$20,000). Accordingly, the basis
of the property is reduced to $5,000 ($20,000
minus $15,000).

Example 10. E owns 10 one-acre lots that are
currently woods and parkland. The fair mar-
ket value of each of E’s lots is $15,000 and the
basis of each lot is $3,000. E grants to the
county a perpetual easement for conserva-
tion purposes to use and maintain eight of
the acres as a public park and to restrict any
future development on those eight acres. As
a result of the restrictions, the value of the
eight acres is reduced to $1,000 an acre. How-
ever, by perpetually restricting development
on this portion of the land, E has ensured
that the two remaining acres will always be
bordered by parkland, thus increasing their
fair market value to $22,500 each. If the eight
acres represented all of E’s land, the fair
market value of the easement would be
$112,000, an amount equal to the fair market
value of the land before the granting of the
easement (8×$15,000=$120,000) minus the fair
market value of the encumbered land after
the granting of the easement
(8×$1,000=$8,000). However, because the ease-
ment only covered a portion of the tax-
payer’s contiguous land, the amount of the
deduction under section 170 is reduced to
$97,000 ($150,000–$53,000), that is, the dif-
ference between the fair market value of the
entire tract of land before ($150,000) and after
((8×$1,000)+(2× $22,500)) the granting of the
easement.

Example 11. Assume the same facts as in ex-
ample (10). Since the easement covers a por-
tion of E’s land, only the basis of that por-
tion is adjusted. Therefore, the amount of
basis allocable to the easement is $22,400
((8×$3,000)×($112,000/$120,000)). Accordingly,
the basis of the eight acres encumbered by
the easement is reduced to $1,600 ($24,000–
$22,400), or $200 for each acre. The basis of the
two remaining acres is not affected by the
donation.

Example 12. F owns and uses as professional
offices a two-story building that lies within
a registered historic district. F’s building is
an outstanding example of period architec-
ture with a fair market value of $125,000. Re-
stricted to its current use, which is the high-
est and best use of the property without

making changes to the facade, the building
and lot would have a fair market value of
$100,000, of which $80,000 would be allocable
to the building and $20,000 woud be allocable
to the lot. F’s basis in the property is $50,000,
of which $40,000 is allocable to the building
and $10,000 is allocable to the lot. F’s neigh-
borhood is a mix of residential and commer-
cial uses, and it is possible that F (or an-
other owner) could enlarge the building for
more extensive commercial use, which is its
highest and best use. However, this would re-
quire changes to the facade. F would like to
donate to a qualifying preservation organiza-
tion an easement restricting any changes to
the facade and promising to maintain the fa-
cade in perpetuity. The donation would qual-
ify for a deduction under this section. The
fair market value of the easement is $25,000
(the fair market value of the property before
the easement, $125,000, minus the fair market
value of the property after the easement,
$100,000). Pursuant to § 1.170A–14(h)(3)(iii), the
basis allocable to the easement is $10,000 and
the basis of the underlying property (build-
ing and lot) is reduced to $40,000.

(i) Substantiation requirement. If a tax-
payer makes a qualified conservation
contribution and claims a deduction,
the taxpayer must maintain written
records of the fair market value of the
underlying property before and after
the donation and the conservation pur-
pose furthered by the donation and
such information shall be stated in the
taxpayer’s income tax return if re-
quired by the return or its instruc-
tions. See also § 1.170A–13(c) (relating
to substantiation requirements for de-
ductions in excess of $5,000 for chari-
table contributions made after 1984),
and section 6659 (relating to additions
to tax in the case of valuation over-
statements).

(j) Effective date. Except as otherwise
provided in § 1.170A–14(g)(4)(ii), this sec-
tion applies only to contributions made
on or after December 18, 1980.

[T.D. 8069, 51 FR 1499, Jan. 14, 1986; 51 FR
5322, Feb. 13, 1986; 51 FR 6219, Feb. 21, 1986, as
amended by T.D. 8199, 53 FR 16085, May 5,
1988; T.D. 8540, 59 FR 30105, June 10, 1994]

§ 1.171–1 Bond premium.

(a) Overview—(1) In general. This sec-
tion and §§ 1.171–2 through 1.171–5 pro-
vide rules for the determination and
amortization of bond premium by a
holder. In general, a holder amortizes
bond premium by offsetting the inter-
est allocable to an accrual period with
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the premium allocable to that period.
Bond premium is allocable to an ac-
crual period based on a constant yield.
The use of a constant yield to amortize
bond premium is intended to generally
conform the treatment of bond pre-
mium to the treatment of original
issue discount under sections 1271
through 1275. Unless otherwise pro-
vided, the terms used in this section
and §§ 1.171–2 through 1.171–5 have the
same meaning as those terms in sec-
tions 1271 through 1275 and the cor-
responding regulations. Moreover, un-
less otherwise provided, the provisions
of this section and §§ 1.171–2 through
1.171–5 apply in a manner consistent
with those of sections 1271 through 1275
and the corresponding regulations. In
addition, the anti-abuse rule in § 1.1275–
2(g) applies for purposes of this section
and §§ 1.171–2 through 1.171–5.

(2) Cross-references. For rules dealing
with the adjustments to a holder’s
basis to reflect the amortization of
bond premium, see § 1.1016–5(b). For
rules dealing with the treatment of
bond issuance premium by an issuer,
see § 1.163–13.

(b) Scope—(1) In general. Except as
provided in paragraph (b)(2) of this sec-
tion and § 1.171–5, this section and
§§ 1.171–2 through 1.171–4 apply to any
bond that, upon its acquisition by the
holder, is held with bond premium. For
purposes of this section and §§ 1.171–2
through 1.171–5, the term bond has the
same meaning as the term debt instru-
ment in § 1.1275–1(d).

(2) Exceptions. This section and
§§ 1.171–2 through 1.171–5 do not apply
to—

(i) A bond described in section
1272(a)(6)(C) (regular interests in a
REMIC, qualified mortgages held by a
REMIC, and certain other debt instru-
ments, or pools of debt instruments,
with payments subject to accelera-
tion);

(ii) A bond to which § 1.1275–4 applies
(relating to certain debt instruments
that provide for contingent payments);

(iii) A bond held by a holder that has
made a § 1.1272–3 election with respect
to the bond;

(iv) A bond that is stock in trade of
the holder, a bond of a kind that would
properly be included in the inventory
of the holder if on hand at the close of

the taxable year, or a bond held pri-
marily for sale to customers in the or-
dinary course of the holder’s trade or
business; or

(v) A bond issued before September
28, 1985, unless the bond bears interest
and was issued by a corporation or by
a government or political subdivision
thereof.

(c) General rule—(1) Tax-exempt obliga-
tions. A holder must amortize bond pre-
mium on a bond that is a tax-exempt
obligation. See § 1.171–2(c) Example 4.

(2) Taxable bonds. A holder may elect
to amortize bond premium on a taxable
bond. Except as provided in paragraph
(c)(3) of this section, a taxable bond is
any bond other than a tax-exempt obli-
gation. See § 1.171–4 for rules relating
to the election to amortize bond pre-
mium on a taxable bond.

(3) Bonds the interest on which is par-
tially excludable. For purposes of this
section and §§ 1.171–2 through 1.171–5, a
bond the interest on which is partially
excludable from gross income is treat-
ed as two instruments, a tax-exempt
obligation and a taxable bond. The
holder’s basis in the bond and each
payment on the bond are allocated be-
tween the two instruments based on a
reasonable method.

(d) Determination of bond premium—(1)
In general. A holder acquires a bond at
a premium if the holder’s basis in the
bond immediately after its acquisition
by the holder exceeds the sum of all
amounts payable on the bond after the
acquisition date (other than payments
of qualified stated interest). This ex-
cess is bond premium, which is amor-
tizable under § 1.171–2.

(2) Additional rules for amounts pay-
able on certain bonds. Additional rules
apply to determine the amounts pay-
able on a variable rate debt instru-
ment, an inflation-indexed debt instru-
ment, a bond that provides for certain
alternative payment schedules, and a
bond that provides for remote or inci-
dental contingencies. See § 1.171–3.

(e) Basis. A holder determines its
basis in a bond under this paragraph
(e). This determination of basis applies
only for purposes of this section and
§§ 1.171–2 through 1.171–5. Because of the
application of this paragraph (e), the
holder’s basis in the bond for purposes
of these sections may differ from the
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holder’s basis for determining gain or
loss on the sale or exchange of the
bond.

(1) Determination of basis—(i) In gen-
eral. In general, the holder’s basis in
the bond is the holder’s basis for deter-
mining loss on the sale or exchange of
the bond.

(ii) Bonds acquired in certain ex-
changes. If the holder acquired the bond
in exchange for other property (other
than in a reorganization defined in sec-
tion 368) and the holder’s basis in the
bond is determined in whole or in part
by reference to the holder’s basis in the
other property, the holder’s basis in
the bond may not exceed its fair mar-
ket value immediately after the ex-
change. See paragraph (f) Example 1 of
this section. If the bond is acquired in
a reorganization, see section
171(b)(4)(B).

(iii) Convertible bonds—(A) General
rule. If the bond is a convertible bond,
the holder’s basis in the bond is re-
duced by an amount equal to the value
of the conversion option. The value of
the conversion option may be deter-
mined under any reasonable method.
For example, the holder may deter-
mine the value of the conversion op-
tion by comparing the market price of
the convertible bond to the market
prices of similar bonds that do not
have conversion options. See paragraph
(f) Example 2 of this section.

(B) Convertible bonds acquired in cer-
tain exchanges. If the bond is a convert-
ible bond acquired in a transaction de-
scribed in paragraph (e)(1)(ii) of this
section, the holder’s basis in the bond
may not exceed its fair market value
immediately after the exchange re-
duced by the value of the conversion
option.

(C) Definition of convertible bond. A
convertible bond is a bond that pro-
vides the holder with an option to con-
vert the bond into stock of the issuer,
stock or debt of a related party (within
the meaning of section 267(b) or
707(b)(1)), or into cash or other prop-
erty in an amount equal to the approx-
imate value of such stock or debt.

(2) Basis in bonds held by certain trans-
ferees. Notwithstanding paragraph
(e)(1) of this section, if the bond is
transferred basis property (as defined
in section 7701(a)(43)) and the trans-

feror had acquired the bond at a pre-
mium, the holder’s basis in the bond
is—

(i) The holder’s basis for determining
loss on the sale or exchange of the
bond; reduced by

(ii) Any amounts that the transferor
could not have amortized under this
paragraph (e) or under § 1.171–4(c), ex-
cept to the extent that the holder’s
basis already reflects a reduction at-
tributable to such nonamortizable
amounts.

(f) Examples. The following examples
illustrate the rules of this section:

Example 1. Bond received in liquidation of a
partnership interest—(i) Facts. PR is a partner
in partnership PRS. PRS does not have any
unrealized receivables or inventory items as
defined in section 751. On January 1, 1998,
PRS distributes to PR a taxable bond, issued
by an unrelated corporation, in liquidation
of PR’s partnership interest. At that time,
the fair market value of PR’s partnership in-
terest is $40,000 and the basis is $100,000. The
fair market value of the bond is $40,000.

(ii) Determination of basis. Under section
732(b), PR’s basis in the bond is equal to PR’s
basis in the partnership interest. Therefore,
PR’s basis for determining loss on the sale or
exchange of the bond is $100,000. However, be-
cause the distribution is treated as an ex-
change for purposes of section 171(b)(4), PR’s
basis in the bond is $40,000 for purposes of
this section and §§ 1.171–2 through 1.171–5. See
paragraph (e)(1)(ii) of this section.

Example 2. Convertible bond—(i) Facts. On
January 11, 1998, A purchases for $1,100 B cor-
poration’s bond maturing on January 1, 2001,
with a stated principal amount of $1,000, pay-
able at maturity. The bond provides for un-
conditional payments of interest of $30 on
January 1 and July 1 of each year. In addi-
tion, the bond is convertible into 15 shares of
B corporation stock at the option of the
holder. On January 1, 1998, B corporation’s
nonconvertible, publicly-traded, three-year
debt with a similar credit rating trades at a
price that reflects a yield of 6.75 percent,
compounded semiannually.

(ii) Determination of basis. A’s basis for de-
termining loss on the sale or exchange of the
bond is $1,100. As of January 1, 1998, dis-
counting the remaining payments on the
bond at the yield at which B’s similar non-
convertible bonds trade (6.75 percent, com-
pounded semiannually) results in a present
value of $980. Thus, the value of the conver-
sion option is $120. Under paragraph
(e)(1)(iii)(A) of this section, A’s basis is $980
($1,100¥$120) for purposes of this section and
§§ 1.171–2 through 1.171–5. The sum of all
amounts payable on the bond other than
qualified stated interest is $1,000. Because
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A’s basis (as determined under paragraph
(e)(1)(iii)(A) of this section) does not exceed
$1,000, A does not acquire the bond at a pre-
mium.

[T.D. 8746, 62 FR 68177, Dec. 31, 1997]

§ 1.171–2 Amortization of bond pre-
mium.

(a) Offsetting qualified stated interest
with premium—(1) In general. A holder
amortizes bond premium by offsetting
the qualified stated interest allocable
to an accrual period with the bond pre-
mium allocable to the accrual period.
This offset occurs when the holder
takes the qualified stated interest into
account under the holder’s regular
method of accounting.

(2) Qualified stated interest allocable to
an accrual period. See § 1.446–2(b) to de-
termine the accrual period to which
qualified stated interest is allocable
and to determine the accrual of quali-
fied stated interest within an accrual
period.

(3) Bond premium allocable to an ac-
crual period. The bond premium allo-
cable to an accrual period is deter-
mined under this paragraph (a)(3).
Within an accrual period, the bond pre-
mium allocable to the period accrues
ratably.

(i) Step one: Determine the holder’s
yield. The holder’s yield is the discount
rate that, when used in computing the
present value of all remaining pay-
ments to be made on the bond (includ-
ing payments of qualified stated inter-
est), produces an amount equal to the
holder’s basis in the bond as deter-
mined under § 1.171–1(e). For this pur-
pose, the remaining payments include
only payments to be made after the
date the holder acquires the bond. The
yield is calculated as of the date the
holder acquires the bond, must be con-
stant over the term of the bond, and
must be calculated to at least two dec-
imal places when expressed as a per-
centage.

(ii) Step two: Determine the accrual pe-
riods. A holder determines the accrual
periods for the bond under the rules of
§ 1.1272–1(b)(1)(ii).

(iii) Step three: Determine the bond pre-
mium allocable to the accrual period. The
bond premium allocable to an accrual
period is the excess of the qualified
stated interest allocable to the accrual

period over the product of the holder’s
adjusted acquisition price (as defined
in paragraph (b) of this section) at the
beginning of the accrual period and the
holder’s yield. In performing this cal-
culation, the yield must be stated ap-
propriately taking into account the
length of the particular accrual period.
Principles similar to those in § 1.1272–
1(b)(4) apply in determining the bond
premium allocable to an accrual pe-
riod.

(4) Bond premium in excess of qualified
stated interest—(i) Taxable bonds—(A)
Bond premium deduction. In the case of
a taxable bond, if the bond premium al-
locable to an accrual period exceeds
the qualified stated interest allocable
to the accrual period, the excess is
treated by the holder as a bond pre-
mium deduction under section 171(a)(1)
for the accrual period. However, the
amount treated as a bond premium de-
duction is limited to the amount by
which the holder’s total interest inclu-
sions on the bond in prior accrual peri-
ods exceed the total amount treated by
the holder as a bond premium deduc-
tion on the bond in prior accrual peri-
ods. A deduction determined under this
paragraph (a)(4)(i)(A) is not subject to
section 67 (the 2-percent floor on mis-
cellaneous itemized deductions). See
Example 1 of § 1.171–3(e).

(B) Carryforward. If the bond pre-
mium allocable to an accrual period
exceeds the sum of the qualified stated
interest allocable to the accrual period
and the amount treated as a deduction
for the accrual period under paragraph
(a)(4)(i)(A) of this section, the excess is
carried forward to the next accrual pe-
riod and is treated as bond premium al-
locable to that period.

(ii) Tax-exempt obligations. In the case
of a tax-exempt obligation, if the bond
premium allocable to an accrual period
exceeds the qualified stated interest al-
locable to the accrual period, the ex-
cess is a nondeductible loss. If a regu-
lated investment company (RIC) within
the meaning of section 851 has excess
bond premium for an accrual period
that would be a nondeductible loss
under the prior sentence, the RIC must
use this excess bond premium to reduce
its tax-exempt interest income on
other tax-exempt obligations held dur-
ing the accrual period.
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(5) Additional rules for certain bonds.
Additional rules apply to determine
the amortization of bond premium on a
variable rate debt instrument, an infla-
tion-indexed debt instrument, a bond
that provides for certain alternative
payment schedules, and a bond that
provides for remote or incidental con-
tingencies. See § 1.171–3.

(b) Adjusted acquisition price. The ad-
justed acquisition price of a bond at
the beginning of the first accrual pe-
riod is the holder’s basis as determined
under § 1.171–1(e). Thereafter, the ad-
justed acquisition price is the holder’s
basis in the bond decreased by—

(1) The amount of bond premium pre-
viously allocable under paragraph
(a)(3) of this section; and

(2) The amount of any payment pre-
viously made on the bond other than a
payment of qualified stated interest.

(c) Examples. The following examples
illustrate the rules of this section.
Each example assumes the holder uses
the calendar year as its taxable year
and has elected to amortize bond pre-
mium, effective for all relevant taxable
years. In addition, each example as-
sumes a 30-day month and 360-day year.
Although, for purposes of simplicity,
the yield as stated is rounded to two
decimal places, the computations do
not reflect this rounding convention.
The examples are as follows:

Example 1. Taxable bond—(i) Facts. On Feb-
ruary 1, 1999, A purchases for $110,000 a tax-
able bond maturing on February 1, 2006, with
a stated principal amount of $100,000, payable
at maturity. The bond provides for uncondi-
tional payments of interest of $10,000, pay-
able on February 1 of each year. A uses the
cash receipts and disbursements method of
accounting, and A decides to use annual ac-
crual periods ending on February 1 of each
year.

(ii) Amount of bond premium. The interest
payments on the bond are qualified stated
interest. Therefore, the sum of all amounts
payable on the bond (other than the interest
payments) is $100,000. Under § 1.171–1, the
amount of bond premium is $10,000
($110,000¥$100,000).

(iii) Bond premium allocable to the first ac-
crual period. Based on the remaining pay-
ment schedule of the bond and A’s basis in
the bond, A’s yield is 8.07 percent, com-
pounded annually. The bond premium allo-
cable to the accrual period ending on Feb-
ruary 1, 2000, is the excess of the qualified
stated interest allocable to the period
($10,000) over the product of the adjusted ac-

quisition price at the beginning of the period
($110,000) and A’s yield (8.07 percent, com-
pounded annually). Therefore, the bond pre-
mium allocable to the accrual period is
$1,118.17 ($10,000¥$8,881.83).

(iv) Premium used to offset interest. Although
A receives an interest payment of $10,000 on
February 1, 2000, A only includes in income
$8,881.83, the qualified stated interest allo-
cable to the period ($10,000) offset with bond
premium allocable to the period ($1,118.17).
Under § 1.1016–5(b), A’s basis in the bond is re-
duced by $1,118.17 on February 1, 2000.

Example 2. Alternative accrual periods—(i)
Facts. The facts are the same as in Example
1 of this paragraph (c) except that A decides
to use semiannual accrual periods ending on
February 1 and August 1 of each year.

(ii) Bond premium allocable to the first ac-
crual period. Based on the remaining pay-
ment schedule of the bond and A’s basis in
the bond, A’s yield is 7.92 percent, com-
pounded semiannually. The bond premium
allocable to the accrual period ending on Au-
gust 1, 1999, is the excess of the qualified
stated interest allocable to the period ($5,000)
over the product of the adjusted acquisition
price at the beginning of the period ($110,000)
and A’s yield, stated appropriately taking
into account the length of the accrual period
(7.92 percent/2). Therefore, the bond premium
allocable to the accrual period is $645.29
($5,000¥$4,354.71). Although the accrual pe-
riod ends on August 1, 1999, the qualified
stated interest of $5,000 is not taken into in-
come until February 1, 2000, the date it is re-
ceived. Likewise, the bond premium of
$645.29 is not taken into account until Feb-
ruary 1, 2000. The adjusted acquisition price
of the bond on August 1, 1999, is $109,354.71
(the adjusted acquisition price at the begin-
ning of the period ($110,000) less the bond pre-
mium allocable to the period ($645.29)).

(iii) Bond premium allocable to the second ac-
crual period. Because the interval between
payments of qualified stated interest con-
tains more than one accrual period, the ad-
justed acquisition price at the beginning of
the second accrual period must be adjusted
for the accrued but unpaid qualified stated
interest. See paragraph (a)(3)(iii) of this sec-
tion and § 1.1272–1(b)(4)(i)(B). Therefore, the
adjusted acquisition price on August 1, 1999,
is $114,354.71 ($109,354.71 + $5,000). The bond
premium allocable to the accrual period end-
ing on February 1, 2000, is the excess of the
qualified stated interest allocable to the pe-
riod ($5,000) over the product of the adjusted
acquisition price at the beginning of the pe-
riod ($114,354.71) and A’s yield, stated appro-
priately taking into account the length of
the accrual period (7.92 percent/2). Therefore,
the bond premium allocable to the accrual
period is $472.88 ($5,000¥$4,527.12).

(iv) Premium used to offset interest. Although
A receives an interest payment of $10,000 on
February 1, 2000, A only includes in income
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$8,881.83, the qualified stated interest of
$10,000 ($5,000 allocable to the accrual period
ending on August 1, 1999, and $5,000 allocable
to the accrual period ending on February 1,
2000) offset with bond premium of $1,118.17
($645.29 allocable to the accrual period end-
ing on August 1, 1999, and $472.88 allocable to
the accrual period ending on February 1,
2000). As indicated in Example 1 of this para-
graph (c), this same amount would be taken
into income at the same time had A used an-
nual accrual periods.

Example 3. Holder uses accrual method of ac-
counting—(i) Facts. The facts are the same as
in Example 1 of this paragraph (c) except that
A uses an accrual method of accounting.
Thus, for the accrual period ending on Feb-
ruary 1, 2000, the qualified stated interest al-
locable to the period is $10,000, and the bond
premium allocable to the period is $1,118.17.
Because the accrual period extends beyond
the end of A’s taxable year, A must allocate
these amounts between the two taxable
years.

(ii) Amounts allocable to the first taxable
year. The qualified stated interest allocable
to the first taxable year is $9,166.67 ($10,000 ×
11⁄12). The bond premium allocable to the first
taxable year is $1,024.99 ($1,118.17 x 11⁄12).

(iii) Premium used to offset interest. For 1999,
A includes in income $8,141.68, the qualified
stated interest allocable to the period
($9,166.67) offset with bond premium allocable
to the period ($1,024.99). Under § 1.1016–5(b),
A’s basis in the bond is reduced by $1,024.99
in 1999.

(iv) Amounts allocable to the next taxable
year. The remaining amounts of qualified
stated interest and bond premium allocable
to the accrual period ending on February 1,
2000, are taken into account for the taxable
year ending on December 31, 2000.

Example 4. Tax-exempt obligation—(i) Facts.
On January 15, 1999, C purchases for $120,000
a tax-exempt obligation maturing on Janu-
ary 15, 2006, with a stated principal amount
of $100,000, payable at maturity. The obliga-
tion provides for unconditional payments of
interest of $9,000, payable on January 15 of
each year. C uses the cash receipts and dis-
bursements method of accounting, and C de-
cides to use annual accrual periods ending on
January 15 of each year.

(ii) Amount of bond premium. The interest
payments on the obligation are qualified
stated interest. Therefore, the sum of all
amounts payable on the obligation (other
than the interest payments) is $100,000.
Under § 1.171–1, the amount of bond premium
is $20,000 ($120,000—$100,000).

(iii) Bond premium allocable to the first ac-
crual period. Based on the remaining pay-
ment schedule of the obligation and C’s basis
in the obligation, C’s yield is 5.48 percent,
compounded annually. The bond premium al-
locable to the accrual period ending on Janu-
ary 15, 2000, is the excess of the qualified

stated interest allocable to the period ($9,000)
over the product of the adjusted acquisition
price at the beginning of the period ($120,000)
and C’s yield (5.48 percent, compounded an-
nually). Therefore, the bond premium allo-
cable to the accrual period is $2,420.55
($9,000¥$6,579.45).

(iv) Premium used to offset interest. Although
C receives an interest payment of $9,000 on
January 15, 2000, C only receives tax-exempt
interest income of $6,579.45, the qualified
stated interest allocable to the period ($9,000)
offset with bond premium allocable to the
period ($2,420.55). Under § 1.1016–5(b), C’s basis
in the obligation is reduced by $2,420.55 on
January 15, 2000.

[T.D. 8746, 62 FR 68178, Dec. 31, 1997]

§ 1.171–3 Special rules for certain
bonds.

(a) Variable rate debt instruments. A
holder determines bond premium on a
variable rate debt instrument by ref-
erence to the stated redemption price
at maturity of the equivalent fixed
rate debt instrument constructed for
the variable rate debt instrument. The
holder also allocates any bond pre-
mium among the accrual periods by
reference to the equivalent fixed rate
debt instrument. The holder constructs
the equivalent fixed rate debt instru-
ment, as of the date the holder ac-
quires the variable rate debt instru-
ment, by using the principles of
§ 1.1275–5(e). See paragraph (e) Example
1 of this section.

(b) Inflation-indexed debt instruments.
A holder determines bond premium on
an inflation-indexed debt instrument
by assuming that there will be no infla-
tion or deflation over the remaining
term of the instrument. The holder
also allocates any bond premium
among the accrual periods by assuming
that there will be no inflation or defla-
tion over the remaining term of the in-
strument. The bond premium allocable
to an accrual period offsets qualified
stated interest allocable to the period.
Notwithstanding § 1.171–2(a)(4), if the
bond premium allocable to an accrual
period exceeds the qualified stated in-
terest allocable to the period, the ex-
cess is treated as a deflation adjust-
ment under § 1.1275–7T(f)(1)(i). See
§ 1.1275–7T for other rules relating to
inflation-indexed debt instruments.
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(c) Yield and remaining payment sched-
ule of certain bonds subject to contin-
gencies—(1) Applicability. This para-
graph (c) provides rules that apply in
determining the yield and remaining
payment schedule of certain bonds that
provide for an alternative payment
schedule (or schedules) applicable upon
the occurrence of a contingency (or
contingencies). This paragraph (c) ap-
plies, however, only if the timing and
amounts of the payments that com-
prise each payment schedule are known
as of the date the holder acquires the
bond (the acquisition date) and the
bond is subject to paragraph (c)(2), (3),
or (4) of this section. A bond does not
provide for an alternative payment
schedule merely because there is a pos-
sibility of impairment of a payment (or
payments) by insolvency, default, or
similar circumstances. See § 1.1275–4 for
the treatment of a bond that provides
for a contingency that is not described
in this paragraph (c).

(2) Remaining payment schedule that is
significantly more likely than not to
occur. If, based on all the facts and cir-
cumstances as of the acquisition date,
a single remaining payment schedule
for a bond is significantly more likely
than not to occur, this remaining pay-
ment schedule is used to determine and
amortize bond premium under §§ 1.171–1
and 1.171–2.

(3) Mandatory sinking fund provision.
Notwithstanding paragraph (c)(2) of
this section, if a bond is subject to a
mandatory sinking fund provision de-
scribed in § 1.1272–1(c)(3), the provision
is ignored for purposes of determining
and amortizing bond premium under
§§ 1.171–1 and 1.171–2.

(4) Treatment of certain options—(i)
Applicability. Notwithstanding para-
graphs (c)(2) and (3) of this section, the
rules of this paragraph (c)(4) determine
the remaining payment schedule of a
bond that provides the holder or issuer
with an unconditional option or op-
tions, exercisable on one or more dates
during the remaining term of the bond,
to alter the bond’s remaining payment
schedule.

(ii) Operating rules. A holder deter-
mines the remaining payment schedule
of a bond by assuming that each option
will (or will not) be exercised under the
following rules:

(A) Issuer options. In general, the
issuer is deemed to exercise or not ex-
ercise an option or combination of op-
tions in the manner that minimizes the
holder’s yield on the obligation. How-
ever, the issuer of a taxable bond is
deemed to exercise or not exercise a
call option or combination of call op-
tions in the manner that maximizes
the holder’s yield on the bond.

(B) Holder options. A holder is deemed
to exercise or not exercise an option or
combination of options in the manner
that maximizes the holder’s yield on
the bond.

(C) Multiple options. If both the issuer
and the holder have options, the rules
of paragraphs (c)(4)(ii)(A) and (B) of
this section are applied to the options
in the order that they may be exer-
cised. Thus, the deemed exercise of one
option may eliminate other options
that are later in time.

(5) Subsequent adjustments—(i) In gen-
eral. Except as provided in paragraph
(c)(5)(ii) of this section, if a contin-
gency described in this paragraph (c)
(including the exercise of an option de-
scribed in paragraph (c)(4) of this sec-
tion) actually occurs or does not occur,
contrary to the assumption made pur-
suant to paragraph (c) of this section (a
change in circumstances), then solely
for purposes of section 171, the bond is
treated as retired and reacquired by
the holder on the date of the change in
circumstances for an amount equal to
the adjusted acquisition price of the
bond as of that date. If, however, the
change in circumstances results in a
substantially contemporaneous pro-
rata prepayment as defined in § 1.1275–
2(f)(2), the pro-rata prepayment is
treated as a payment in retirement of
a portion of the bond. See paragraph (e)
Example 2 of this section.

(ii) Bond premium deduction on the
issuer’s call of a taxable bond. If a
change in circumstances results from
an issuer’s call of a taxable bond or a
partial call that is a pro-rata prepay-
ment, the holder may deduct as bond
premium an amount equal to the ex-
cess, if any, of the holder’s adjusted ac-
quisition price of the bond over the
greater of—

(A) The amount received on redemp-
tion; and
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(B) The amounts that would have
been payable under the bond (other
than payments of qualified stated in-
terest) if no change in circumstances
had occurred.

(d) Remote and incidental contin-
gencies. For purposes of determining
and amortizing bond premium, if a
bond provides for a contingency that is
remote or incidental (within the mean-
ing of § 1.1275–2(h)), the holder takes
the contingency into account under the
rules for remote and incidental contin-
gencies in § 1.1275–2(h).

(e) Examples. The following examples
illustrate the rules of this section.
Each example assumes the holder uses
the calendar year as its taxable year
and has elected to amortize bond pre-
mium, effective for all relevant taxable
years. In addition, each example as-
sumes a 30-day month and 360-day year.
Although, for purposes of simplicity,
the yield as stated is rounded to two
decimal places, the computations do
not reflect this rounding convention.
The examples are as follows:

Example 1. Variable rate debt instrument—(i)
Facts. On March 1, 1999, E purchases for
$110,000 a taxable bond maturing on March 1,
2007, with a stated principal amount of
$100,000, payable at maturity. The bond pro-
vides for unconditional payments of interest
on March 1 of each year based on the per-
centage appreciation of a nationally-known
commodity index. On March 1, 1999, it is rea-
sonably expected that the bond will yield 12
percent, compounded annually. E uses the
cash receipts and disbursements method of
accounting, and E decides to use annual ac-
crual periods ending on March 1 of each year.
Assume that the bond is a variable rate debt
instrument under § 1.1275–5.

(ii) Amount of bond premium. Because the
bond is a variable rate debt instrument, E
determines and amortizes its bond premium
by reference to the equivalent fixed rate debt
instrument constructed for the bond as of
March 1, 1999. Because the bond provides for
interest at a single objective rate that is rea-
sonably expected to yield 12 percent, com-
pounded annually, the equivalent fixed rate
debt instrument for the bond is an eight-year
bond with a principal amount of $100,000,
payable at maturity. It provides for annual
payments of interest of $12,000. E’s basis in
the equivalent fixed rate debt instrument is
$110,000. The sum of all amounts payable on
the equivalent fixed rate debt instrument
(other than payments of qualified stated in-
terest) is $100,000. Under § 1.171–1, the amount
of bond premium is $10,000 ($110,000
¥$100,000).

(iii) Bond premium allocable to each accrual
period. E allocates bond premium to the re-
maining accrual periods by reference to the
payment schedule on the equivalent fixed
rate debt instrument. Based on the payment
schedule of the equivalent fixed rate debt in-
strument and E’s basis in the bond, E’s yield
is 10.12 percent, compounded annually. The
bond premium allocable to the accrual pe-
riod ending on March 1, 2000, is the excess of
the qualified stated interest allocable to the
period for the equivalent fixed rate debt in-
strument ($12,000) over the product of the ad-
justed acquisition price at the beginning of
the period ($110,000) and E’s yield (10.12 per-
cent, compounded annually). Therefore, the
bond premium allocable to the accrual pe-
riod is $870.71 ($12,000¥$11,129.29). The bond
premium allocable to all the accrual periods
is listed in the following schedule:

Accrual period ending

Adjusted ac-
quisition price
at beginning of
accrual period

Premium al-
locable to

accrual
period

3/1/00 ..................................... $110,000.00 $870.71
3/1/01 ..................................... 109,129.29 958.81
3/1/02 ..................................... 108,170.48 1,055.82
3/1/03 ..................................... 107,114.66 1,162.64
3/1/04 ..................................... 105,952.02 1,280.27
3/1/05 ..................................... 104,671.75 1,409.80
3/1/06 ..................................... 103,261.95 1,552.44
3/1/07 ..................................... 101,709.51 1,709.51

10,000.00

(iv) Qualified stated interest for each accrual
period. Assume the bond actually pays the
following amounts of qualified stated inter-
est:

Accrual period ending
Qualified

stated
interest

3/1/00 ................................................................. $2,000.00
3/1/01 ................................................................. 0.00
3/1/02 ................................................................. 0.00
3/1/03 ................................................................. 10,000.00
3/1/04 ................................................................. 8,000.00
3/1/05 ................................................................. 12,000.00
3/1/06 ................................................................. 15,000.00
3/1/07 ................................................................. 8,500.00

(v) Premium used to offset interest. E’s inter-
est income for each accrual period is deter-
mined by offsetting the qualified stated in-
terest allocable to the period with the bond
premium allocable to the period. For the ac-
crual period ending on March 1, 2000, E in-
cludes in income $1,129.29, the qualified stat-
ed interest allocable to the period ($2,000)
offset with the bond premium allocable to
the period ($870.71). For the accrual period
ending on March 1, 2001, the bond premium
allocable to the accrual period ($958.81) ex-
ceeds the qualified stated interest allocable
to the period ($0) and, therefore, E does not
have interest income for this accrual period.
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However, under § 1.171–2(a)(4)(i)(A), E may de-
duct as bond premium $958.81, the excess of
the bond premium allocable to the accrual
period ($958.81) over the qualified stated in-
terest allocable to the accrual period ($0).
For the accrual period ending on March 1,
2002, the bond premium allocable to the ac-
crual period ($1,055.82) exceeds the qualified
stated interest allocable to the accrual pe-
riod ($0) and, therefore, E does not have in-
terest income for the accrual period. Under
§ 1.171–2(a)(4)(i)(A), E’s deduction for bond
premium for the accrual period is limited to

$170.48, the excess of E’s total interest inclu-
sions on the bond in prior accrual periods
($1,129.29) over the total amount treated by E
as a bond premium deduction in prior ac-
crual periods ($958.81). Under § 1.171–
2(a)(4)(i)(B), E must carry forward the re-
maining $885.34 of bond premium allocable to
the period ending March 1, 2002, and treat it
as bond premium allocable to the period end-
ing March 1, 2003. The amount E includes in
income for each accrual period is shown in
the following schedule:

Accrual period ending
Qualified

stated
interest

Premium al-
locable

to accrual
period

Interest
income

Premium
deduction

Premium
carryforward

3/1/00 ............................................................................ $2,000.00 $870.71 $1,129.29 .................... ....................
3/1/01 ............................................................................ 0.00 958.81 0.00 $958.81 ....................
3/1/02 ............................................................................ 0.00 1,055.82 0.00 170.48 $885.34
3/1/03 ............................................................................ 10,000.00 1,162.64 7,951.93 .................... ....................
3/1/04 ............................................................................ 8,000.00 1,280.27 6,719.73 .................... ....................
3/1/05 ............................................................................ 12,000.00 1,409.80 10,590.20 .................... ....................
3/1/06 ............................................................................ 15,000.00 1,552.44 13,447.56 .................... ....................
3/1/07 ............................................................................ 8,500.00 1,709.51 6,790.49

.................... 10,000.00 .................... .................... ....................

Example 2. Partial call that results in a pro-
rata prepayment—(i) Facts. On April 1, 1999, M
purchases for $110,000 N’s taxable bond ma-
turing on April 1, 2006, with a stated prin-
cipal amount of $100,000, payable at matu-
rity. The bond provides for unconditional
payments of interest of $10,000, payable on
April 1 of each year. N has the option to call
all or part of the bond on April 1, 2001, at a
5 percent premium over the principal
amount. M uses the cash receipts and dis-
bursements method of accounting.

(ii) Determination of yield and the remaining
payment schedule. M’s yield determined with-
out regard to the call option is 8.07 percent,
compounded annually. M’s yield determined
by assuming N exercises its call option is 6.89
percent, compounded annually. Under para-
graph (c)(4)(ii)(A) of this section, it is as-
sumed N will not exercise the call option be-
cause exercising the option would minimize
M’s yield. Thus, for purposes of determining
and amortizing bond premium, the bond is
assumed to be a seven-year bond with a sin-
gle principal payment at maturity of
$100,000.

(iii) Amount of bond premium. The interest
payments on the bond are qualified stated
interest. Therefore, the sum of all amounts
payable on the bond (other than the interest
payments) is $100,000. Under § 1.171–1, the
amount of bond premium is $10,000
($110,000¥$100,000).

(iv) Bond premium allocable to the first two
accrual periods. For the accrual period ending
on April 1, 2000, M includes in income
$8,881.83, the qualified stated interest allo-

cable to the period ($10,000) offset with bond
premium allocable to the period ($1,118.17).
The adjusted acquisition price on April 1,
2000, is $108,881.83 ($110,000¥$1,118.17). For the
accrual period ending on April 1, 2001, M in-
cludes in income $8,791.54, the qualified stat-
ed interest allocable to the period ($10,000)
offset with bond premium allocable to the
period ($1,208.46). The adjusted acquisition
price on April 1, 2001, is $107,673.37
($108,881.83¥$1,208.46).

(v) Partial call. Assume N calls one-half of
M’s bond for $52,500 on April 1, 2001. Because
it was assumed the call would not be exer-
cised, the call is a change in circumstances.
However, the partial call is also a pro-rata
prepayment within the meaning of § 1.1275–
2(f)(2). As a result, the call is treated as a re-
tirement of one-half of the bond. Under para-
graph (c)(5)(ii) of this section, M may deduct
$1,336.68, the excess of its adjusted acquisi-
tion price in the retired portion of the bond
($107,673.37/2, or $53,836.68) over the amount
received on redemption ($52,500). M’s ad-
justed basis in the portion of the bond that
remains outstanding is $53,836.68
($107,673.37¥$53,836.68).

[T.D. 8746, 62 FR 68180, Dec. 31, 1997]

§ 1.171–4 Election to amortize bond
premium on taxable bonds.

(a) Time and manner of making the
election—(1) In general. A holder makes
the election to amortize bond premium
by offsetting interest income with bond
premium in the holder’s timely filed
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federal income tax return for the first
taxable year to which the holder de-
sires the election to apply. The holder
should attach to the return a state-
ment that the holder is making the
election under this section.

(2) Coordination with OID election. If a
holder makes an election under § 1.1272–
3 for a bond with bond premium, the
holder is deemed to have made the
election under this section.

(b) Scope of election. The election
under this section applies to all taxable
bonds held during or after the taxable
year for which the election is made.

(c) Election to amortize made in a sub-
sequent taxable year—(1) In general. If a
holder elects to amortize bond pre-
mium and holds a taxable bond ac-
quired before the taxable year for
which the election is made, the holder
may not amortize amounts that would
have been amortized in prior taxable
years had an election been in effect for
those prior years.

(2) Example. The following example il-
lustrates the rule of this paragraph (c):

Example. (i) Facts. On May 1, 1999, C pur-
chases for $130,000 a taxable bond maturing
on May 1, 2006, with a stated principal
amount of $100,000, payable at maturity. The
bond provides for unconditional payments of
interest of $15,000, payable on May 1 of each
year. C uses the cash receipts and disburse-
ments method of accounting and the cal-
endar year as its taxable year. C has not pre-
viously elected to amortize bond premium,
but does so for 2002.

(ii) Amount to amortize. C’s basis for deter-
mining loss on the sale or exchange of the
bond is $130,000. Thus, under § 1.171–1, the
amount of bond premium is $30,000. Under
§ 1.171–2, if a bond premium election were in
effect for the prior taxable years, C would
have amortized $3,257.44 of bond premium on
May 1, 2000, and $3,551.68 of bond premium on
May 1, 2001, based on annual accrual periods
ending on May 1. Thus, for 2002 and future
years to which the election applies, C may
amortize only $23,190.88
($30,000¥$3,257.44¥$3,551.68).

(d) Revocation of election. The election
under this section may not be revoked
unless approved by the Commissioner.
Because a revocation of the election is
a change in accounting method, a tax-
payer must follow the rules under
§ 1.446–1(e)(3)(i) to request the Commis-
sioner’s consent to revoke the election.
A revocation of the election applies to
all taxable bonds held during or after

the taxable year for which the revoca-
tion is effective. The holder may not
amortize any remaining bond premium
on bonds held at the beginning of the
taxable year for which the revocation
is effective. Therefore, no adjustment
under section 481 is allowed upon the
revocation of the election because no
items of income or deduction are omit-
ted or duplicated.

[T.D. 8746, 62 FR 68182, Dec. 31, 1997]

§ 1.171–5 Effective date and transition
rules.

(a) Effective date—(1) In general. Sec-
tions 1.171–1 through 1.171–4 apply to
bonds acquired on or after March 2,
1998. However, if a holder makes the
election under § 1.171–4 for the taxable
year containing March 2, 1998, or any
subsequent taxable year, §§ 1.171–1
through 1.171–4 apply to bonds held on
or after the first day of the taxable
year in which the election is made.

(2) Transition rule for use of constant
yield. Notwithstanding paragraph (a)(1)
of this section, § 1.171–2(a)(3) (providing
that the bond premium allocable to an
accrual period is determined with ref-
erence to a constant yield) does not
apply to a bond issued before Sep-
tember 28, 1985.

(b) Coordination with existing election.
A holder is deemed to have made the
election under § 1.171–4 for the taxable
year containing March 2, 1998, if the
holder elected to amortize bond pre-
mium under section 171 and that elec-
tion is effective on March 2, 1998. If the
holder is deemed to have made the
election under § 1.171–4 for the taxable
year containing March 2, 1998, §§ 1.171–1
through 1.171–4 apply to bonds acquired
on or after the first day of that taxable
year. See § 1.171–4(d) for rules relating
to a revocation of an election under
section 171.

(c) Accounting method changes—(1)
Consent to change. A holder required to
change its method of accounting for
bond premium to comply with §§ 1.171–
1 through 1.171–3 must secure the con-
sent of the Commissioner in accord-
ance with the requirements of § 1.446–
1(e). Paragraph (c)(2) of this section
provides the Commissioner’s automatic
consent for certain changes. A holder
making the election under § 1.171–4 does
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not need the Commissioner’s consent
to make the election.

(2) Automatic consent. The Commis-
sioner grants consent for a holder to
change its method of accounting for
bond premium with respect to taxable
bonds to which §§ 1.171–1 through 1.171–
3 apply. Because this change is made
on a cut-off basis, no items of income
or deduction are omitted or duplicated
and, therefore, no adjustment under
section 481 is allowed. The consent
granted by this paragraph (c)(2) applies
provided—

(i) The holder elected to amortize
bond premium under section 171 for a
taxable year prior to the taxable year
containing March 2, 1998, and that elec-
tion has not been revoked;

(ii) The change is made for the first
taxable year for which the holder must
account for a bond under §§ 1.171–1
through 1.171–3; and

(iii) The holder attaches to its return
for the taxable year containing the
change a statement that it has changed
its method of accounting under this
section.

[T.D. 8746, 62 FR 68182, Dec. 31, 1997]

§ 1.172–1 Net operating loss deduction.

(a) Allowance of deduction. Section
172(a) allows as a deduction in com-
puting taxable income for any taxable
year subject to the Code the aggregate
of the net operating loss carryovers
and net operating loss carrybacks to
such taxable year. This deduction is re-
ferred to as the net operating loss de-
duction. The net operating loss is the
basis for the computation of the net
operating loss carryovers and net oper-
ating loss carrybacks and ultimately
for the net operating loss deduction
itself. The net operating loss deduction
shall not be disallowed for any taxable
year merely because the taxpayer has
no income from a trade or business for
the taxable year.

(b) Steps in computation of net oper-
ating loss deduction. The three steps to
be taken in the ascertainment of the
net operating loss deduction for any
taxable year subject to the Code are as
follows:

(1) Compute the net operating loss
for any preceding or succeeding taxable
year from which a net operating loss

may be carried over or carried back to
such taxable year.

(2) Compute the net operating loss
carryovers to such taxable year from
such preceding taxable years and the
net operating loss carrybacks to such
taxable year from such succeeding tax-
able years.

(3) Add such net operating loss
carryovers and carrybacks in order to
determine the net operating loss deduc-
tion for such taxable year.

(c) Statement with tax return. Every
taxpayer claiming a net operating loss
deduction for any taxable year shall
file with his return for such year a con-
cise statement setting forth the
amount of the net operating loss de-
duction claimed and all material and
pertinent facts relative thereto, includ-
ing a detailed schedule showing the
computation of the net operating loss
deduction.

(d) Ascertainment of deduction depend-
ent upon net operating loss carryback. If
the taxpayer is entitled in computing
his net operating loss deduction to a
carryback which he is not able to as-
certain at the time his return is due,
he shall compute the net operating loss
deduction on his return without regard
to such net operating loss carryback.
When the taxpayer ascertains the net
operating loss carryback, he may with-
in the applicable period of limitations
file a claim for credit or refund of the
overpayment, if any, resulting from
the failure to compute the net oper-
ating loss deduction for the taxable
year with the inclusion of such
carryback; or he may file an applica-
tion under the provisions of section
6411 for a tentative carryback adjust-
ment.

(e) Law applicable to computations. (1)
In determining the amount of any net
operating loss carryback or carryover
to any taxable year, the necessary
computations involving any other tax-
able year shall be made under the law
applicable to such other taxable year.

(2) The net operating loss for any
taxable year shall be determined under
the law applicable to that year without
regard to the year to which it is to be
carried and in which, in effect, it is to
be deducted as part of the net oper-
ating loss deduction.
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(3) The amount of the net operating
loss deduction which shall be allowed
for any taxable year shall be deter-
mined under the law applicable to that
year.

(f) Electing small business corporations.
In determining the amount of the net
operating loss deduction of any cor-
poration, there shall be disregarded the
net operating loss of such corporation
for any taxable year for which such
corporation was an electing small busi-
ness corporation under subchapter S
(section 1371 and following), chapter 1
of the Code. In applying section
172(b)(1) and (2) to a net operating loss
sustained in a taxable year in which
the corporation was not an electing
small business corporation, a taxable
year in which the corporation was an
electing small business corporation is
counted as a taxable year to which
such net operating loss is carried back
or over. However, the taxable income
for such year as determined under sec-
tion 172(b)(2) is treated as if it were
zero for purposes of computing the
balance of the loss available to the cor-
poration as a carryback or carryover to
other taxable years in which the cor-
poration is not an electing small busi-
ness corporation. See section 1374 and
the regulations thereunder for allow-
ance of a deduction to shareholders for
a net operating loss sustained by an
electing small business corporation.

(g) Husband and wife. The net oper-
ating loss deduction of a husband and
wife shall be determined in accordance
with this section, but subject also to
the provisions of § 1.172–7.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8107, 51 FR 43345, Dec. 2,
1986]

§ 1.172–2 Net operating loss in case of
a corporation.

(a) Modification of deductions. A net
operating loss is sustained by a cor-
poration in any taxable year if and to
the extent that, for such year, there is
an excess of deductions allowed by
chapter 1 of the Code over gross income
computed thereunder. In determining
the excess of deductions over gross in-
come for such purpose—

(1) Items not deductible. No deduction
shall be allowed under—

(i) Section 172 for the net operating
loss deduction, and

(ii) Section 922 in respect of Western
Hemisphere trade corporations;

(2) Dividends received. The 85-percent
limitation provided by section 246(b)
shall not apply to the deductions oth-
erwise allowed under—

(i) Section 243(a) in respect of divi-
dends received from domestic corpora-
tions.

(ii) Section 244 in respect of dividends
received on preferred stock of public
utilities, and

(iii) Section 245 in respect of divi-
dends received from foreign corpora-
tions; and

(3) Dividends paid. The deduction
granted by section 247 in respect of
dividends paid on the preferred stock of
public utilities shall be computed with-
out regard to subsection (a)(1)(B) of
Section 247.

(b) Example. The following example
illustrates the application of paragraph
(a):

Example For the calendar year 1981, the X
corporation has a gross income of $400,000
and total deductions allowed by chapter 1 of
the Code of $375,000 exclusive of any net oper-
ating loss deduction and exclusive of any de-
duction for dividends received or paid. Cor-
poration X in 1981 received $100,000 of divi-
dends entitled to the benefits of section
243(a). These dividends are included in Cor-
poration X’s $400,000 gross income. Corpora-
tion X has no other deductions to which sec-
tion 172(d) applies. On the basis of these
facts, Corporation X has a net operating loss
for the year 1981 of $60,000, computed as fol-
lows:
Deductions for 1981 ..................................... $375,000
Plus: Deduction for dividends received,

computed without regard to the limita-
tion provided in section 246(b) (85% of
$100,000) ................................................... 85,000

Total ................................................. 460,000
Less: Gross income for 1981 (including

$100,000 dividends) ................................... 400,000

Net operating loss for 1981 ................. 60,000

(c) Qualified real estate investment
trusts. For taxable years ending after
October 4, 1976, the net operating loss
of a qualified real estate investment
trust (as defined in § 1.172–10(b)) is com-
puted by taking into account the ad-
justments described in section 857(b)(2)
(other than the deduction for dividends
paid, as defined in section 561), as well
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as the modifications required by para-
graph (a)(1) of this section. Thus, for
example, the special deductions for
dividends received, etc., provided in
part VIII of subchapter B (other than
section 248), as well as the net oper-
ating loss deduction under section 172,
are not allowed in computing the net
operating loss of a qualified real estate
investment trust.

[T.D. 8107, 51 FR 43345, Dec. 2, 1986]

§ 1.172–3 Net operating loss in case of
a taxpayer other than a corpora-
tion.

(a) Modification of deductions. A net
operating loss is sustained by a tax-
payer other than a corporation in any
taxable year if and to the extent that,
for such year there is an excess of de-
ductions allowed by chapter 1 of the In-
ternal Revenue Code over gross income
computed thereunder. In determining
the excess of deductions over gross in-
come for such purpose:

(1) Items not deductible. No deduction
shall be allowed under:

(i) Section 151 for the personal ex-
emptions or under any other section
which grants a deduction in lieu of the
deductions allowed by section 151,

(ii) Section 172 for the net operating
loss deduction, and

(iii) Section 1202 in respect of the net
long-term capital gain.

(2) Capital losses. (i) The amount de-
ductible on account of business capital
losses shall not exceed the sum of the
amount includible on account of busi-
ness capital gains and that portion of
nonbusiness capital gains which is
computed in accordance with para-
graph (c) of this section.

(ii) The amount deductible on ac-
count of nonbusiness capital losses
shall not exceed the amount includible
on account of nonbusiness capital
gains.

(3) Nonbusiness deductions—(i) Ordi-
nary deductions. Ordinary nonbusiness
deductions shall be taken into account
without regard to the amount of busi-
ness deductions and shall be allowed in
full to the extent, but not in excess, of
that amount which is the sum of the
ordinary nonbusiness gross income and
the excess of nonbusiness capital gains
over nonbusiness capital losses. See
paragraph (c) of this section. For pur-

poses of section 172, nonbusiness deduc-
tions and income are those deductions
and that income which are not attrib-
utable to, or derived from, a taxpayer’s
trade or business. Wages and salary
constitute income attributable to the
taxpayer’s trade or business for such
purposes.

(ii) Sale of business property. Any gain
or loss on the sale or other disposition
of property which is used in the tax-
payer’s trade or business and which is
of a character that is subject to the al-
lowance for depreciation provided in
section 167, or of real property used in
the taxpayer’s trade or business, shall
be considered, for purposes of section
172(d)(4), as attributable to, or derived
from, the taxpayer’s trade or business.
Such gains and losses are to be taken
into account fully in computing a net
operating loss without regard to the
limitation on nonbusiness deductions.
Thus, a farmer who sells at a loss land
used in the business of farming may, in
computing a net operating loss, include
in full the deduction otherwise allow-
able with respect to such loss, without
regard to the amount of his nonbusi-
ness income and without regard to
whether he is engaged in the trade or
business of selling farms. Similarly, an
individual who sells at a loss machin-
ery which is used in his trade or busi-
ness and which is of a character that is
subject to the allowance for deprecia-
tion may, in computing the net oper-
ating loss, include in full the deduction
otherwise allowable with respect to
such loss.

(iii) Casualty losses. Any deduction al-
lowable under section 165(c)(3) for
losses of property not connected with a
trade or business shall not be consid-
ered, for purposes of section 172(d)(4),
to be a nonbusiness deduction but shall
be treated as a deduction attributable
to the taxpayer’s trade or business.

(iv) Self-employed retirement plans.
Any deduction allowed under section
404, relating to contributions of an em-
ployer to an employees’ trust or annu-
ity plan, or under section 405(c), relat-
ing to contributions to a bond purchase
plan, to the extent attributable to con-
tributions made on behalf of an indi-
vidual while he is an employee within
the meaning of section 401(c)(1), shall
not be treated, for purposes of section
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172(d)(4), as attributable to, or derived
from, the taxpayer’s trade or business,
but shall be treated as a nonbusiness
deduction.

(v) Limitation. The provisions of this
subparagraph shall not be construed to
permit the deduction of items dis-
allowed by subparagraph (1) of this
paragraph.

(b) Treatment of capital loss carryovers.
Because of the distinction between
business and nonbusiness capital gains
and losses, a taxpayer who has a cap-
ital loss carryover from a preceding
taxable year, includible by virtue of
section 1212 among the capital losses
for the taxable year in issue, is re-
quired to determine how much of such
capital loss carryover is a business cap-
ital loss and how much is a nonbusi-
ness capital loss. In order to make this
determination, the taxpayer shall first
ascertain what proportion of the net
capital loss for such preceding taxable
year was attributable to an excess of
business capital losses over business
capital gains for such year, and what
proportion was attributable to an ex-
cess of nonbusiness capital losses over
nonbusiness capital gains. The same
proportion of the capital loss carryover
from such preceding taxable year shall
be treated as a business capital loss
and a nonbusiness capital loss, respec-
tively. In order to determine the com-
position (business—nonbusiness) of a
net capital loss for a taxable year, for
purposes of this paragraph, if such net
capital loss is computed under para-
graph (b) of § 1.1212–1 and takes into ac-
count a capital loss carryover from a
preceding taxable year, the composi-
tion (business—nonbusiness) of the net
capital loss for such preceding taxable
year must also be determined. For pur-
poses of this paragraph, the term cap-
ital loss carryover means the sum of the
short-term and long-term capital loss
carryovers from such year. This para-
graph may be illustrated by the fol-
lowing examples:

Example 1. (i) A, an individual, has $5,000
ordinary taxable income (computed without
regard to the deductions for personal exemp-
tions) for the calendar year 1954 and also has
the following capital gains and losses for
such year: Business capital gains of $2,000;
business capital losses of $3,200; nonbusiness
capital gains of $1,000; and nonbusiness cap-
ital losses of $1,200.

(ii) A’s net capital loss for the taxable year
1954 is $400, computed as follows:
Capital losses ........................................................ $4,400
Capital gains .......................................................... 3,000

Excess of capital losses over capital gains ........... 1,400
Less: $1,000 of such ordinary taxable income ..... 1,000

Net capital loss for 1954 ......................... 400

(iii) A’s capital losses for 1954 exceeded his
capital gains for such year by $1,400. Since
A’s business capital losses for 1954 exceeded
his business capital gains for such year by
$1,200, 6/7ths ($1,200/$1,400) of A’s net capital
loss for 1954 is attributable to an excess of
his business capital losses over his business
capital gains for such year. Similarly, 1/7th
of the net capital loss is attributable to the
excess of nonbusiness capital losses over
nonbusiness capital gains. Since the capital
loss carryover for 1954 to 1955 is $400, 6/7ths of
$400, or $342.86, shall be treated as a business
capital loss in 1955; and 1/7th of $400, or
$57.14, as a nonbusiness capital loss.

Example 2. (i) A, an individual who is com-
puting a net operating loss for the calendar
year 1966, has a capital loss carryover from
1965 of $8,000. In order to apply the provisions
of this paragraph, A must determine what
portion of the $8,000 carryover is attributable
to the excess of business capital losses over
business capital gains and what portion
thereof is attributable to the excess of non-
business capital losses over nonbusiness cap-
ital gains. For 1965, A had $10,000 ordinary
taxable income (computed without regard to
the deductions for personal exemptions), and
a short-term capital loss carryover of $6,000
from 1964. In order to determine the composi-
tion (business—nonbusiness) of the $8,000
carryover from 1965, A first determines that
of the $6,000 carryover from 1964, $5,000 is a
business capital loss and $1,000 is a nonbusi-
ness capital loss. This must be done since,
under paragraph (b) of § 1.1212–1, the net cap-
ital loss for 1965 is computed by taking into
account the capital loss carryover from 1964.
A’s capital gains and losses for 1965 are as
follows:

1965 Carried over
from 1964

Business capital gains ................. $2,000 0
Business capital losses ............... 3,000 $5,000
Nonbusiness capital gains ........... 4,000 0
Nonbusiness capital losses ......... 6,000 1,000

(ii) A’s net capital loss for the taxable year
1965 is $8,000, computed as follows:
Capital losses (including carryovers) ..................... $15,000
Capital gains .......................................................... 6,000

Excess of capital losses over capital gains ........... 9,000
Less: $1,000 of such ordinary taxable income ..... 1,000

Net capital loss for 1965 ......................... 8,000
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(iii) A’s capital losses, including
carryovers, for 1965 exceeded his capital
gains for such year by $9,000. Since A’s busi-
ness capital losses for 1965 exceeded his busi-
ness capital gains for such year by $6,000, 2/
3rds ($6,000/$9,000) of A’s net capital loss for
1965 is attributable to an excess of his busi-
ness capital losses over his business capital
gains for such year. Similarly, 1/3rd of the
net capital loss is attributable to the excess
of nonbusiness capital losses over nonbusi-
ness capital gains. Since the total capital
loss carryover from 1965 to 1966 is $8,000, 2/
3rds of $8,000, or $5,333.33, shall be treated as
a business capital loss in 1966; and 1/3rd of
$8,000, or $2,666.67, as a nonbusiness capital
loss.

(c) Determination of portion of nonbusi-
ness capital gains available for the deduc-
tion of business capital losses. In the
computation of a net operating loss a
taxpayer other than a corporation
must use his nonbusiness capital gains
for the deduction of his nonbusiness
capital losses. Any amount not nec-
essary for this purpose shall then be
used for the deduction of any excess of
ordinary nonbusiness deductions over
ordinary nonbusiness gross income.
The remainder, computed by applying
the excess ordinary nonbusiness deduc-
tions against the excess nonbusiness
capital gains, shall be treated as non-
business capital gains and used for the
purpose of determining the deduct-
ibility of business capital losses under
paragraph (a)(2)(i) of this section. This
principle may be illustrated by the fol-
lowing example:

Example. (1) A, an individual, has a total
nonbusiness gross income of $20,500, com-
puted as follows:
Ordinary gross income .......................................... $7,500
Capital gains .......................................................... 13,000

Total gross income .................................. 20,500

(2) A also has total nonbusiness deductions
of $16,000, computed as follows:
Ordinary deductions ............................................... $9,000
Capital loss ............................................................ 7,000

Total deductions ...................................... 16,000

(3) The portion of nonbusiness capital
gains to be used for the purpose of deter-
mining the deductibility of business capital
losses is $4,500, computed as follows:
Nonbusiness capital gains ..................................... $13,000
Less: Nonbusiness capital loss ............................. 7,000

Excess to be taken into account for purposes of
paragraph (a)(3)(i) of this section ...................... 6,000

Ordinary nonbusiness deductions ..... $9,000

Less: Ordinary nonbusiness gross in-
come ............................................... 7,500

———— 1,500

Portion of nonbusiness capital gains to be used
for purposes of paragraph (a)(2)(i) of this sec-
tion ...................................................................... 4,500

(d) Joint net operating loss of husband
and wife. In the case of a husband and
wife, the joint net operating loss for
any taxable year for which a joint re-
turn is filed is to be computed on the
basis of the combined income and de-
ductions of both spouses, and the modi-
fications prescribed in paragraph (a) of
this section are to be computed as if
the combined income and deductions of
both spouses were the income and de-
ductions of one individual.

(e) Illustration of computation of net
operating loss of a taxpayer other than a
corporation—(1) Facts. For the calendar
year 1954 A, an individual, has gross in-
come of $483,000 and allowable deduc-
tions of $540,000. The latter amount
does not include the net operating loss
deduction or any deduction on account
of the sale or exchange of capital as-
sets. Included in gross income are busi-
ness capital gains of $50,000 and ordi-
nary nonbusiness income of $10,000. In-
cluded among the deductions are ordi-
nary nonbusiness deductions of $12,000
and a deduction of $600 for his personal
exemption. A has a business capital
loss of $60,000 in 1954. A has no other
items of income or deductions to which
section 172(d) applies.

(2) Computation. On the basis of these
facts, A has a net operating loss for
1954 of $104,400, computed as follows:
Deductions for 1954 (as specified in first sen-

tence of subparagraph (1)) ................................ $540,000
Plus: Amount of business capital loss ($60,000)

to extent such amount does not exceed busi-
ness capital gains ($50,000) .............................. 50,000

Total ......................................................... 590,000
Less: Excess of ordinary nonbusi-

ness deductions over ordinary non-
business gross income ($12,000
minus $10,000) .............................. $2,000

Deduction for personal exemption ..... 600
———— $2,600

Deductions for 1954 adjusted as required by sec-
tion 172(d) .......................................................... 587,400

Gross income for 1954 ...................... 483,000

Net operating loss for 1954 104,400

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6828, 30 FR 7805, June 17,
1965; T.D. 6862, 30 FR 14427, Nov. 18, 1965; T.D.
8107, 51 FR 43345, Dec. 2, 1986]
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§ 1.172–4 Net operating loss carrybacks
and net operating loss carryovers.

(a) General provisions—(1) Years to
which loss may be carried—(i) In general.
In order to compute the net operating
loss deduction the taxpayer must first
determine the part of any net oper-
ating losses for any preceding or suc-
ceeding taxable years which are
carrybacks or carryovers to the tax-
able year in issue.

(ii) General rule for carrybacks and
carryovers. Except as provided in sec-
tion 172 (b)(1)(C), (D), (E), (F), (G), (H),
(I), and (J), paragraphs (a)(1)(iii), (iv),
(v), and (vi) of this section, and § 1.172–
10(a), a net operating loss shall be car-
ried back to the 3 preceding taxable
years and carried over to the 15 suc-
ceeding taxable years (5 succeeding
taxable years for a loss sustained in a
taxable year ending before January 1,
1976).

(iii) Loss of a regulated transportation
corporation. Except as provided in sub-
division (iv) of this subparagraph and
§ 1.172–10(a), a net operating loss sus-
tained by a taxpayer which is a regu-
lated transportation corporation (as
defined in section 172(g)(1)) in a taxable
year ending before January 1, 1976,
shall, subject to the provisions of sec-
tion 172(g) and § 1.172–8, be carried back
to the taxable years specified in para-
graph (a)(1)(ii) of this section and shall
be carried over to the 7 succeeding tax-
able years.

(iv) Loss attributable to foreign expro-
priation. If the provisions of section
172(b)(3)(A) and § 1.172–9 are satisfied,
the portion of a net operating loss at-
tributable to a foreign expropriation
loss (as defined in section 172(h)) shall
not be a net operating loss carryback
to any taxable year preceding the tax-
able year of such loss and shall be a net
operating loss carryover to each of the
10 taxable years following the taxable
year of such loss.

(v) Loss of a financial institution. A
net operating loss sustained in a tax-
able year beginning after December 31,
1975, by a taxpayer to which section
585, 586, or 593 applies shall be carried
back (except as provided in § 1.172–10(a))
to the 10 preceding taxable years and
shall be carried over to the 5 suc-
ceeding taxable years.

(vi) Loss of a Bank for Cooperatives. A
net operating loss sustained by a tax-
payer which is a Bank for Cooperatives
(organized and chartered pursuant to
section 2 of the Farm Credit Act of 1933
(12 U.S.C. 1134)) shall be carried back
(except as provided in § 1.172–10(a)) to
the 10 preceding taxable years and
shall be carried over to the 5 suc-
ceeding taxable years.

(2) Periods of less than 12 months. A
fractional part of a year which is a tax-
able year under sections 441(b) and
7701(a)(23) is a preceding or a suc-
ceeding taxable year for the purpose of
determining under section 172 the first,
second, etc., preceding or succeeding
taxable year.

(3) Amount of loss to be carried. The
amount which is carried back or car-
ried over to any taxable year is the net
operating loss to the extent it was not
absorbed in the computation of the
taxable (or net) income for other tax-
able years, preceding such taxable
year, to which it may be carried back
or carried over. For the purpose of de-
termining the taxable (or net) income
for any such preceding taxable year,
the various net operating loss
carryovers and carrybacks to such tax-
able year are considered to be applied
in reduction of the taxable (or net) in-
come in the order of the taxable years
from which such losses are carried over
or carried back, beginning with the
loss for the earliest taxable year.

(4) Husband and wife. The net oper-
ating loss carryovers and carrybacks of
a husband and wife shall be determined
in accordance with this section, but
subject also to the provisions of § 1.172–
7.

(5) Corporate acquisitions. For the
computation of the net operating loss
carryovers in the case of certain acqui-
sitions of the assets of a corporation by
another corporation, see section 381
and the regulations thereunder.

(6) Special limitations. For special lim-
itations on the net operating loss
carryovers in certain cases of change in
both the ownership and the trade or
business of a corporation and in certain
cases of corporate reorganization lack-
ing specified continuity of ownership,
see section 382 and the regulations
thereunder.
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(7) Electing small business corporations.
For special rule applicable to corpora-
tions which were electing small busi-
ness corporations under Subchapter S
(section 1361 and following), chapter 1
of the Code, during one or more of the
taxable years described in section 172
(b)(1), see paragraph (f) of § 1.172–1.

(b) Portion of net operating loss which
is a carryback or a carryover to the tax-
able year in issue. (1) A net operating
loss shall first be carried to the earliest
of the several taxable years for which
such loss is allowable as a carryback or
a carryover, and shall then be carried
to the next earliest of such several tax-
able years, etc. Except as provided in
§ 1.172–9, the entire net operating loss
shall be carried back to such earliest
year.

(2) The portion of the loss which shall
be carried to any of such several tax-
able years subsequent to the earliest
taxable year is the excess of such net
operating loss over the sum of the tax-
able incomes (computed as provided in
§ 1.172–5) for all of such several taxable
years preceding such subsequent tax-
able year.

(3) If a portion of the net operating
loss for a taxable year is attributable
to a foreign expropriation loss (as de-
fined in section 172(h)) and if an elec-
tion under paragraph (c) of §1.172–9 is
made with respect to such portion of
the net operating loss, then see § 1.172–
9 for the separate treatment of such
portion of the net operating loss.

(c) Illustration. The principles of this
section are illustrated in § 1.172–6.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8107, 51 FR 43345, Dec. 2,
1986]

§ 1.172–5 Taxable income which is sub-
tracted from net operating loss to
determine carryback or carryover.

(a) Taxable year subject to the Internal
Revenue Code of 1954. The taxable in-
come for any taxable year subject to
the Internal Revenue Code of 1954
which is subtracted from the net oper-
ating loss for any other taxable year to
determine the portion of such net oper-
ating loss which is a carryback or a
carryover to a particular taxable year
is computed with the modifications
prescribed in this paragraph. These
modifications shall be made independ-

ently of, and without reference to, the
modifications required by §§ 1.172–2(a)
and 1.172–3(a) for purposes of com-
puting the net operating loss itself.

(1) Modifications applicable to unincor-
porated taxpayers only. In the case of a
taxpayer other than a corporation, in
computing taxable income and ad-
justed gross income:

(i) No deduction shall be allowed
under section 151 for the personal ex-
emptions (or under any other section
which grants a deduction in lieu of the
deductions allowed by section 151) and
under section 1202 in respect of the net
long-term capital gain.

(ii) The amount deductible on ac-
count of losses from sales or exchanges
of capital assets shall not exceed the
amount includible on account of gains
from sales or exchanges of capital as-
sets.

(2) Modifications applicable to all tax-
payers. In the case either of a corpora-
tion or of a taxpayer other than a cor-
poration:

(i) Net operating loss deduction. The
net operating loss deduction for such
taxable year shall be computed by tak-
ing into account only such net oper-
ating losses otherwise allowable as
carrybacks or carryovers to such tax-
able year as were sustained in taxable
years preceding the taxable year in
which the taxpayer sustained the net
operating loss from which the taxable
income is to be deducted. Thus, for
such purposes, the net operating loss
for the loss year or any taxable year
thereafter shall not be taken into ac-
count.

Example. The taxpayer’s income tax re-
turns are made on the basis of the calendar
year. In computing the net operating loss de-
duction for 1954, the taxpayer has a carry-
over from 1952 of $9,000, a carryover from 1953
of $6,000, a carryback from 1955 of $18,000, and
a carryback from 1956 of $10,000, or an aggre-
gate of $43,000 in carryovers and carrybacks.
Thus, the net operating loss deduction for
1954, for purposes of determining the tax li-
ability for 1954, is $43,000. However, in com-
puting the taxable income for 1954 which is
subtracted from the net operating loss for
1955 for the purpose of determining the por-
tion of such loss which may be carried over
to subsequent taxable years, the net oper-
ating loss deduction for 1954 is $15,000, that
is, the aggregate of the $9,000 carryover from
1952 and the $6,000 carryover from 1953. In
computing the net operating loss deduction
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for such purpose, the $18,000 carryback from
1955 and the $10,000 carryback from 1956 are
disregarded. In computing the taxable in-
come for 1954, however, which is subtracted
from the net operating loss for 1956 for the
purpose of determining the portion of such
loss which may be carried over to subsequent
taxable years, the net operating loss deduc-
tion for 1954 is $33,000, that is, the aggregate
of the $9,000 carryover from 1952, the $6,000
carryover from 1953, and the $18,000
carryback from 1955. In computing the net
operating loss deduction for such purpose,
the $10,000 carryback from 1956 is dis-
regarded.

(ii) Recomputation of percentage limita-
tions. Unless otherwise specifically pro-
vided in this subchapter, any deduction
which is limited in amount to a per-
centage of the taxpayer’s taxable in-
come or adjusted gross income shall be
recomputed upon the basis of the tax-
able income or adjusted gross income,
as the case may be, determined with
the modifications prescribed in this
paragraph. Thus, in the case of an indi-
vidual the deduction for medical ex-
penses would be recomputed after mak-
ing all the modifications prescribed in
this paragraph, whereas the deduction
for charitable contributions would be
determined without regard to any net
operating loss carryback but with re-
gard to any other modifications so pre-
scribed. See, however, the regulations
under paragraph (g) of § 1.170–2 (relat-
ing to charitable contributions carry-
over of individuals) and paragraph (c)
of § 1.170–3 (relating to charitable con-
tributions carryover of corporations)
for special rules regarding charitable
contributions in excess of the percent-
age limitations which may be treated
as paid in succeeding taxable years.

Example 1. For the calendar year 1954 the
taxpayer, an individual, files a return show-
ing taxable income of $4,800, computed as fol-
lows:
Salary ..................................................................... $5,000
Net long-term capital gain ..................................... 4,000

Total gross income .................................. 9,000
Less: Deduction allowed by section 1202 in re-

spect of net long-term capital gain .................... 2,000

Adjusted gross income ................................... 7,000
Less:

Deduction for personal exemp-
tion .......................................... $600

Deduction for medical expense
($410 actually paid but allow-
able only to extent in excess
of 3 percent of adjusted gross
income) ................................... 200

Deduction for charitable contribu-
tions ($2,000 actually paid but
allowable only to extent not in
excess of 20 percent of ad-
justed gross income) ............... $1,400

$2,200

Taxable income ....................................... 4,800

In 1955 the taxpayer undertakes the oper-
ation of a trade or business and sustains
therein a net operating loss of $3,000. Under
section 172(b)(2), it is determined that the
entire $3,000 is a carryback to 1954. In 1956 he
sustains a net operating loss of $10,000 in the
operation of the business. In determining the
amount of the carryover of the 1956 loss to
1957, the taxable income for 1954 as computed
under this paragraph is $3,970, determined as
follows:
Salary ..................................................................... $5,000
Net long-term capital gain ..................................... 4,000

Total gross income .................................. 9,000
Less: Deduction for carryback of 1955 net oper-

ating loss ............................................................ 3,000

Adjusted gross income ............................ 6,000
Less:

Deduction for medical expense
($410 actually paid but allow-
able only to extent in excess
of 3 percent of adjusted gross
income as modified under this
paragraph) ............................... $230

Deduction for charitable contribu-
tions ($2,000 actually paid but
allowable only to extent not in
excess of 20 percent of ad-
justed gross income deter-
mined with all the modifica-
tions prescribed in this para-
graph other than the net oper-
ating loss carryback) ............... 1,800

2,030

Taxable income ....................................... 3,970

Example 2. For the calendar year 1959 the
taxpayer, an individual, files a return show-
ing taxable income of $5,700, computed as fol-
lows:
Salary ..................................................................... $5,000
Net long-term capital gain ..................................... 4,000

Total gross income .................................. 9,000
Less: Deduction allowed by section 1202 in re-

spect of net long-term capital gain .................... 2,000

Adjusted gross income ................................... 7,000
Less:

Deduction for personal exemp-
tion .......................................... $600

Standard deduction allowed by
section 141 .............................. $700

$1,300

Taxable income ................... ................ 5,700

In 1960 the taxpayer undertakes the oper-
ation of a trade or business and sustains
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therein a net operating loss of $4,700. In 1961
he sustains a net operating loss of $10,000 in
the operation of the business. Under section
172(b)(2), it is determined that the entire
amount of each loss, $4,700 and $10,000, is a
carryback to 1959. In determining the
amount of the carryover of the 1961 loss to
1962, the taxable income for 1959 as computed
under this paragraph is $3,870, determined as
follows:
Salary ..................................................................... $5,000
Net long-term capital gain ..................................... 4,000

Total gross income .................................. 9,000
Less: Deduction for carryback of 1960 net oper-

ating loss ............................................................ 4,700

Adjusted gross income ............................ 4,300
Less: Standard deduction ...................................... 430

Taxable income ....................................... 3,870

(iii) Minimum limitation. The taxable
income, as modified under this para-
graph, shall in no case be considered
less than zero.

(3) Electing small business corporations.
For special rule applicable to corpora-
tions which were electing small busi-
ness corporations under Subchapter S
(section 1361 and following), Chapter 1
of the Code, during one or more of the
taxable years described in section
172(b)(1), see paragraph (f) of § 1.172–1.

(4) Qualified real estate investment
trust. Where a net operating loss is car-
ried over to a qualified taxable year (as
defined in § 1.172–10(b)) ending after Oc-
tober 4, 1976, the real estate investment
trust taxable income (as defined in sec-
tion 857(b)(2)) shall be used as the ‘‘tax-
able income’’ for that taxable year to
determine, under section 172(b)(2), the
balance of the net operating loss avail-
able as a carryover to a subsequent
taxable year. The real estate invest-
ment trust taxable income, however, is
computed by applying the rules appli-
cable to corporations in paragraph
(a)(2) of this section. Thus, in com-
puting real estate investment trust
taxable income for purposes of section
172(b)(2), the net operating loss deduc-
tion for the taxable year shall be com-
puted in accordance with paragraph
(a)(2)(i) of this section. The principles
of this subparagraph may be illustrated
by the following examples:

Example 1. Corporation X, a calendar year
taxpayer, is formed on January 1, 1977. X in-
curs a net operating loss of $100,000 for its
taxable year 1977, which under section
172(b)(2), is a carryover to 1978. For 1978 X is

a qualified real estate investment trust (as
defined in § 1.172–10(b)) and has real estate in-
vestment trust taxable income (determined
without regard to the deduction for divi-
dends paid or the net operating loss deduc-
tion) of $150,000, all of which consists of ordi-
nary income. X pays dividends in 1978 total-
ing $120,000 that qualify for the deduction for
dividends paid under section 857(b)(2)(B). The
portion of the 1977 net operating loss avail-
able as a carryover to 1979 and subsequent
years is $70,000 (i.e., the excess of the amount
of the net operating loss ($100,000) over the
amount of the real estate investment trust
taxable income for 1978 ($30,000), determined
by taking into account the deduction for
dividends paid allowable under section
857(b)(2)(B) and without taking into account
the net operating loss of 1977).

Example 2. (i) Assume the same facts as in
Example (1), except that the $150,000 of real
estate investment trust taxable income (de-
termined without the net operating loss de-
duction or the dividends paid deduction) con-
sists of $80,000 of ordinary income and $70,000
of net capital gain. The amount of capital
gain dividends which may be paid for 1978 is
limited to $50,000, that is, the amount of the
real estate investment trust taxable income
for 1978, determined by taking into account
the net operating loss deduction for the tax-
able year, but not the deduction for divi-
dends paid ($150,000 minus $100,000). See
§ 1.857–6(e)(1)(ii).

(ii) X designated $50,000 of the $120,000 of
dividends paid as capital gains dividends (as
defined in section 857(b)(3)(C) and § 1.857–6(e)).
Thus, $70,000 is an ordinary dividend. Since
both ordinary dividends and capital gains
dividends are taken into account in com-
puting the deduction for dividends paid
under section 857(b)(2)(B), the result will be
the same as in Example (1); that is, the por-
tion of the 1977 net operating loss available
as a carryover to 1979 and subsequent years
is $70,000.

(b) [Reserved]

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6862, 30 FR 14428, Nov. 18,
1965; T.D. 6900, 31 FR 14641, Nov. 17, 1966; T.D.
7767, 46 FR 11263, Feb. 6, 1981; T.D. 8107, 51 FR
43346, Dec. 2, 1986]

§ 1.172–6 Illustration of net operating
loss carrybacks and carryovers.

The application of § 1.172–4 may be il-
lustrated by the following example:

(a) Facts. The books of the taxpayer,
whose return is made on the basis of
the calendar year, reveal the following
facts:
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Taxable year Taxable
income

Net oper-
ating loss

1954 ................................................... $15,000 ................
1955 ................................................... 30,000 ................
1956 ................................................... ................ ($75,000)
1957 ................................................... 20,000 ................
1958 ................................................... ................ (150,000)
1959 ................................................... 30,000 ................
1960 ................................................... 35,000 ................
1961 ................................................... 75,000 ................
1962 ................................................... 17,000 ................
1963 ................................................... 53,000 ................

The taxable income thus shown is com-
puted without any net operating loss
deduction. The assumption is also
made that none of the other modifica-
tions prescribed in § 1.172–5 apply.
There are no net operating losses for
1950, 1951, 1952, 1953, 1964, 1965, or 1966.

(b) Loss sustained in 1956. The por-
tions of the $75,000 net operating loss
for 1956 which shall be used as
carrybacks to 1954 and 1955 and as
carryovers to 1957, 1958, 1959, 1960, and
1961 are computed as follows:

(1) Carryback to 1954. The carryback
to this year is $75,000, that is, the
amount of the net operating loss.

(2) Carryback to 1955. The carryback
to this year is $60,000, computed as fol-
lows:
Net operating loss .................................................. $75,000
Less:

Taxable income for 1954 (computed without
the deduction of the carryback from 1956) 15,000

Carryback ................................................ 60,000

(3) Carryover to 1957. The carryover to
this year is $30,000, computed as fol-
lows:
Net operating loss .............................. ................ $75,000
Less:

Taxable income for 1954 (com-
puted without the deduction of
the carryback from 1956) ........ $15,000

Taxable income for 1955 (com-
puted without the deduction of
the carryback from 1956 or the
carryback from 1958) .............. 30,000

45,000

Carryover ............................. ................ 30,000

(4) Carryover to 1958. The carryover to
this year is $10,000, computed as fol-
lows:
Net operating loss .............................. ................ $75,000
Less:

Taxable income for 1954 (com-
puted without the deduction of
the carryback from 1956) ........ $15,000

Taxable income for 1955 (com-
puted without the deduction of
the carryback from 1956 or the
carryback from 1958) .............. 30,000

Taxable income for 1957 (com-
puted without the deduction of
the carryover from 1956 or the
carryback from 1958) .............. 20,000

65,000

Carryover ............................. ................ 10,000

(5) Carryover to 1959. The carryover to
this year is $10,000, computed as fol-
lows:
Net operating loss .............................. ................ $75,000
Less:

Taxable income for 1954 (com-
puted without the deduction of
the carryback from 1956) ........ $15,000

Taxable income for 1955 (com-
puted without the deduction of
the carryback from 1956 or the
carryback from 1958) .............. 30,000

Taxable income for 1957 (com-
puted without the deduction of
the carryover from 1956 or the
carryback from 1958) .............. 20,000

Taxable income for 1958 (a year
in which a net operating loss
was sustained) ........................ 0

———— 65,000

Carryover ............................. ................ 10,000

(6) Carryover to 1960. The carryover to
this year is $0, computed as follows:
Net operating loss .............................. ................ $75,000
Less:

Taxable income for 1954 (com-
puted without the deduction of
the carryback from 1956) ........ $15,000

Taxable income for 1955 (com-
puted without the deduction of
the carryback from 1956 or the
carryback from 1958) .............. 30,000

Taxable income for 1957 (com-
puted without the deduction of
the carryover from 1956 or the
carryback from 1958) .............. 20,000

Taxable income for 1958 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1959 (com-
puted without the deduction of
the carryover from 1956 or the
carryover from 1958) .............. 30,000

———— 95,000

Carryover ............................. ................ 0

(7) Carryover to 1961. The carryover to
this year is $0, computed as follows:
Net operating loss .............................. ................ $75,000
Less:

Taxable income for 1954 (com-
puted without the deduction of
the carryback from 1956) ........ $15,000

Taxable income for 1955 (com-
puted without the deduction of
the carryback from 1956 or the
carryback from 1958) .............. 30,000

Taxable income for 1957 (com-
puted without the deduction of
the carryover from 1956 or the
carryback from 1958) .............. 20,000
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Taxable income for 1958 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1959 (com-
puted without the deduction of
the carryover from 1956 or the
carryover from 1958) .............. 30,000

Taxable income for 1960 (com-
puted without the deduction of
the carryover from 1956 or the
carryover from 1958) .............. 35,000

———— 130,000

Carryover ............................. ................ 0

(c) Loss sustained in 1958. The portions
of the $150,000 net operating loss for
1958 which shall be used as carrybacks
to 1955, 1956, and 1957 and as carryovers
to 1959, 1960, 1961, 1962, and 1963 are
computed as follows:

(1) Carryback to 1955. The carryback
to this year is $150,000, that is, the
amount of the net operating loss.

(2) Carryback to 1956. The carryback
to this year is $150,000, computed as fol-
lows:
Net operating loss .................................................. $150,000
Less:

Taxable income for 1955 (the $30,000 tax-
able income for such year reduced by the
carryback to such year of $60,000 from
1956, the carryback from 1958 to 1955 not
being taken into account) ........................... 0

Carryback ................................................ 150,000

(3) Carryback to 1957. The carryback
to this year is $150,000, computed as fol-
lows:
Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

———— 0

Carryback ............................ ................ 150,000

(4) Carryover to 1959. The carryover to
this year is $150,000, computed as fol-
lows:

Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1957 (the
$20,000 taxable income for
such year reduced by the car-
ryover to such year of $30,000
from 1956, the carryback from
1958 to 1957 not being taken
into account) ........................... 0

———— 0

Carryover ............................. ................ 150,000

(5) Carryover to 1960. The carryover to
this year is $130,000, computed as fol-
lows:
Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1957 (the
$20,000 taxable income for
such year reduced by the car-
ryover to such year of $30,000
from 1956, the carryback from
1958 to 1957 not being taken
into account) ........................... 0

Taxable income for 1959 (the
$30,000 taxable income for
such year reduced by the car-
ryover to such year of $10,000
from 1956, the carryover from
1958 to 1959 not being taken
into account) ........................... $20,000

———— 20,000

Carryover ............................. ................ 130,000

(6) Carryover to 1961. The carryover to
this year is $95,000, computed as fol-
lows:
Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1957 (the
$20,000 taxable income for
such year reduced by the car-
ryover to such year of $30,000
from 1956, the carryback from
1958 to 1957 not being taken
into account) ........................... 0

Taxable income for 1959 (the
$30,000 taxable income for
such year reduced by the car-
ryover to such year of $10,000
from 1956, the carryover from
1958 to 1959 not being taken
into account) ........................... $20,000
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Taxable income for 1960 (the
$35,000 taxable income for
such year reduced by the car-
ryover to such year of $0 from
1956, the carryover from 1958
to 1960 not being taken into
account) .................................. 35,000

———— 55,000

Carryover ............................. ................ 95,000

(7) Carryover to 1962. The carryover to
this year is $20,000, computed as fol-
lows:
Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1957 (the
$20,000 taxable income for
such year reduced by the car-
ryover to such year of $30,000
from 1956, the carryback from
1958 to 1957 not being taken
into account) ........................... 0

Taxable income for 1959 (the
$30,000 taxable income for
such year reduced by the car-
ryover to such year of $10,000
from 1956, the carryover from
1958 to 1959 not being taken
into account) ........................... $20,000

Taxable income for 1960 (the
$35,000 taxable income for
such year reduced by the car-
ryover to such year of $0 from
1956, the carryover from 1958
to 1960 not being taken into
account) .................................. 35,000

Taxable income for 1961 (the
$75,000 taxable income for
such year reduced by the car-
ryover to such year of $0 from
1956, the carryover from 1958
to 1961 not being taken into
account) .................................. 75,000

———— 130,000

Carryover ............................. ................ 20,000

(8) Carryover to 1963. The carryover to
this year is $3,000, computed as follows:
Net operating loss .............................. ................ $150,000
Less:

Taxable income for 1955 (the
$30,000 taxable income for
such year reduced by the
carryback to such year of
$60,000 from 1956, the
carryback from 1958 to 1955
not being taken into account) 0

Taxable income for 1956 (a year
in which a net operating loss
was sustained) ........................ 0

Taxable income for 1957 (the
$20,000 taxable income for
such year reduced by the car-
ryover to such year of $30,000
from 1956, the carryback from
1958 to 1957 not being taken
into account) ........................... 0

Taxable income for 1959 (the
$30,000 taxable income for
such year reduced by the car-
ryover to such year of $10,000
from 1956, the carryover from
1958 to 1959 not being taken
into account) ........................... $20,000

Taxable income for 1960 (the
$35,000 taxable income for
such year reduced by the car-
ryover to such year of $0 from
1956, the carryover from 1958
to 1960 not being taken into
account) .................................. 35,000

Taxable income for 1961 (the
$75,000 taxable income for
such year reduced by the car-
ryover to such year of $0 from
1956, the carryover from 1958
to 1961 not being taken into
account) .................................. 75,000

Taxable income for 1962 (com-
puted without the deduction of
the carryover from 1958) ........ 17,000

———— 147,000

Carryover ............................. ................ 3,000

(d) Determination of net operating loss
deduction for each year. The carryovers
and carrybacks computed under para-
graphs (b) and (c) of this section are
used as a basis for the computation of
the net operating loss deduction in the
following manner:

Taxable year

Carryover Carryback Net op-
erating
loss de-
duction

From
1956

From
1958

From
1956

From
1958

1954 ............................................................................................................ $0 $0 $75,000 $0 $75,000
1955 ............................................................................................................ 0 0 60,000 150,000 210,000
1957 ............................................................................................................ 30,000 0 0 150,000 180,000
1959 ............................................................................................................ 10,000 150,000 0 0 160,000
1960 ............................................................................................................ 0 130,000 0 0 130,000
1961 ............................................................................................................ 0 95,000 0 0 95,000
1962 ............................................................................................................ 0 20,000 0 0 20,000
1963 ............................................................................................................ 0 3,000 0 0 3,000
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§ 1.172–7 Joint return by husband and
wife.

(a) In general. This section prescribes
additional rules for computing the net
operating loss carrybacks and
carryovers of a husband and wife mak-
ing a joint return for one or more of
the taxable years involved in the com-
putation of the net operating loss de-
duction.

(b) From separate to joint return. If a
husband and wife, making a joint re-
turn for any taxable year, did not
make a joint return for any of the tax-
able years involved in the computation
of a net operating loss carryover or a
net operating loss carryback to the
taxable year for which the joint return
is made, such separate net operating
loss carryover or separate net oper-
ating loss carryback is a joint net oper-
ating loss carryover or joint net oper-
ating loss carryback to such taxable
year.

(c) Continuous use of joint return. If a
husband and wife making a joint re-
turn for a taxable year made a joint re-
turn for each of the taxable years in-
volved in the computation of a net op-
erating loss carryover or net operating
loss carryback to such taxable year,
the joint net operating loss carryover
or joint net operating loss carryback to
such taxable year is computed in the
same manner as the net operating loss
carryover or net operating loss
carryback of an individual under
§ 1.172–4 but upon the basis of the joint
net operating losses and the combined
taxable income of both spouses.

(d) From joint to separate return. If a
husband and wife making separate re-
turns for a taxable year made a joint
return for any, or all, of the taxable
years involved in the computation of a
net operating loss carryover or net op-
erating loss carryback to such taxable
year, the separate net operating loss
carryover or separate net operating
loss carryback of each spouse to the
taxable year is computed in the man-
ner set forth in § 1.172–4 but with the
following modifications:

(1) Net operating loss. The net oper-
ating loss of each spouse for a taxable
year for which a joint return was made
shall be deemed to be that portion of
the joint net operating loss (computed
in accordance with paragraph (d) of

§ 1.172–3) which is attributable to the
gross income and deductions of such
spouse, gross income and deductions
being taken into account to the same
extent that they are taken into ac-
count in computing the joint net oper-
ating loss.

(2) Taxable income to be subtracted—(i)
Net operating loss of other spouse. The
taxable income of a particular spouse
for any taxable year which is sub-
tracted from the net operating loss of
such spouse for another taxable year in
order to determine the amount of such
loss which may be carried back or car-
ried over to still another taxable year
is deemed to be, in a case in which such
taxable income was reported in a joint
return, the sum of the following:

(a) That portion of the combined tax-
able income of both spouses for such
year for which the joint return was
made which is attributable to the gross
income and deductions of the par-
ticular spouse, gross income and deduc-
tions being taken into account to the
same extent that they are taken into
account in computing such combined
taxable income, and

(b) That portion of such combined
taxable income which is attributable to
the other spouse; but, if such other
spouse sustained a net operating loss in
a taxable year beginning on the same
date as the taxable year in which the
particular spouse sustained the net op-
erating loss from which the taxable in-
come is subtracted, then such portion
shall first be reduced by such net oper-
ating loss of such other spouse.

(ii) Modifications. For purposes of this
subparagraph, the combined taxable in-
come shall be computed as though the
combined income and deductions of
both spouses were those of one indi-
vidual. The provisions of § 1.172–5 shall
apply in computing the combined tax-
able income for such purposes except
that the net operating loss deduction
shall be determined without taking
into account any separate net oper-
ating loss of either spouse, or any joint
net operating loss of both spouses,
which was sustained in a taxable year
beginning on or after the date of the
beginning of the taxable year in which
the particular spouse sustained the net
operating loss from which the taxable
income is subtracted.
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(e) Recurrent use of joint return. If a
husband and wife making a joint re-
turn for any taxable year made a joint
return for one or more, but not all, of
the taxable years involved in the com-
putation of a net operating loss carry-
over or net operating loss carryback to
such taxable year, such net operating
loss carryover or net operating loss
carryback to the taxable year is com-
puted in the manner set forth in para-
graph (d) of this section. Such net oper-
ating loss carryover or net operating
loss carryback is considered a joint net
operating loss carryover or joint net
operating loss carryback to such tax-
able year.

(f) Joint carryovers and carrybacks.
The joint net operating loss carryovers
and the joint net operating loss
carrybacks to any taxable year for
which a joint return is made are all the
net operating loss carryovers and net
operating loss carrybacks of both
spouses to such taxable year. For ex-
ample, a husband and wife file a joint
return for the calendar year 1956, hav-
ing a joint taxable income for such
year. The wife filed a separate return
for the calendar years 1954 and 1955, in
which years she sustained net oper-
ating losses. The husband filed sepa-
rate returns for his fiscal year ending
June 30, 1955, and, having received per-
mission to change his accounting pe-
riod to a calendar year basis, for the 6-
month period ending December 31, 1955.
The husband sustained net operating
losses in both such taxable years. Since
the husband and wife did not file a
joint return for any taxable year in-
volved in the computation of the net
operating loss carryovers to 1956 from
1954 and 1955, the joint net operating
loss carryovers to 1956 are the separate
net operating loss carryovers of the
wife from the calendar years 1954 and
1955 and the separate net operating loss
carryovers of the husband from the fis-
cal year ending June 30, 1955, and from
the short taxable year ending Decem-
ber 31, 1955. If the husband and wife
also file joint returns for the calendar
years 1957, 1958, and 1959, having joint
taxable income in 1957 and 1958 and a
joint net operating loss in 1959, the
joint net operating loss carrybacks to
1956, 1957, and 1958 from 1959 are com-
puted on the basis of the joint net oper-

ating loss for 1959, since separate re-
turns were not made for any taxable
year involved in the computation of
such carrybacks.

(g) Illustration of principles. In the fol-
lowing examples, which illustrate the
application of this section, it is as-
sumed that there are no items of ad-
justment under section 172(b)(2)(A) and
that the taxable income or loss in each
case is the taxable income or loss de-
termined without any net operating
loss deduction. The taxpayers in each
example, H, a husband, and W, his wife,
report their income on the calendar-
year basis.

Example 1. H and W filed joint returns for
1954 and 1955. They sustained a joint net op-
erating loss of $1,000 for 1954 and a joint net
operating loss of $2,000 for 1955. For 1954 the
deductions of H exceeded his gross income by
$700, and the deductions of W exceeded her
gross income by $300, the total of such
amounts being $1,000. Therefore, $700 of the
$1,000 joint net operating loss for 1954 is con-
sidered the net operating loss of H for 1954,
and $300 of such joint net operating loss is
considered the net operating loss of W for
1954. For 1955 the gross income of H exceeded
his deductions, so that his separate taxable
income would be $1,500, and the deductions of
W exceeded her gross income by $3,500.
Therefore, all of the $2,000 joint net oper-
ating loss for 1955 is considered the separate
net operating loss of W for 1955.

Example 2. (i) H and W filed joint returns
for 1954 and 1956, and separate returns for
1955 and 1957. For the years 1954, 1955, 1956,
and 1957 they had taxable incomes and net
operating losses as follows, losses being indi-
cated in parentheses:

1954 1955 1956 1957

H ......................... ($5,000) ($2,500) $6,500 ($4,000)
W ........................ (3,000) 2,000 3,000 (1,500)

Total ................ (8,000) .............. 9,500 ..............

(ii) The net operating loss carryover of H
from 1957 to 1958 is $4,000, that is, his $4,000
net operating loss for 1957 which is not re-
duced by any part of the taxable income for
1956, since none of such taxable income is at-
tributable to H and the portion attributable
to W is entirely offset by her separate net
operating loss for her taxable year 1957,
which taxable year begins on the same date
as H’s taxable year 1957. H’s $4,000 net oper-
ating loss for 1957 likewise is not reduced by
reference to 1955 since H sustained a loss in
1955. The $0 taxable income for 1956 which re-
duces H’s net operating loss for 1957 is com-
puted as follows:
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(iii) The combined taxable income of $9,500
for 1956 is reduced to $1,000 by the net oper-
ating loss deduction for such year of $8,500.
This net operating loss deduction is com-
puted without taking into account any net
operating loss of either H or W sustained in
a taxable year beginning on or after January
1, 1957, the date of the beginning of the tax-
able year in which H sustained the net oper-
ating loss from which the taxable income is
subtracted. This $8,500 is composed of H’s
carryovers of $5,000 from 1954 and $2,500 from
1955, and of W’s carryover of $1,000 from 1954
(the excess of W’s $3,000 loss for 1954 over her
$2,000 income for 1955). None of the $1,000
combined taxable income for 1956 (computed
with the net operating loss deduction de-
scribed above) is attributable to H since it is
caused by W’s income (computed after de-
ducting her separate carryover) offsetting
H’s loss (computed by deducting from his in-
come his separate carryovers). No part of the
$1,000 combined taxable income for 1956
which is attributable to W is used to reduce
H’s net operating loss for 1957 since such tax-
able income attributable to W must first be
reduced by W’s $1,500 net operating loss for
1957, her taxable year beginning on the same
date as the taxable year of H in which he sus-
tained the net operating loss from which the
taxable income is subtracted.

(iv) The net operating loss carryover of W
from 1957 to 1958 is $500, her $1,500 loss re-
duced by the sum of her $0 taxable income
for 1955 (computed by taking into account
her $3,000 carryover from 1954) and her $1,000
taxable income for 1956, that is, the portion
of the combined taxable income for 1956
which is attributable to her.

Example 3. (i) Assume the same facts as in
Example (2) except that for 1957 the net oper-
ating loss of W is $200 instead of $1,500.

(ii) The net operating loss carryover of H
from 1957 to 1958 is $3,200, that is, his $4,000
net operating loss for 1957 reduced by the
sum of his $0 taxable income for 1955 (a year
in which he sustained a loss) and his $800 tax-
able income for 1956. Such $800 is computed
as follows:

(iii) The combined taxable income for 1956,
computed with the net operating loss deduc-
tion in the manner described in Example (2),
remains $1,000, no part of which is attrib-
utable to H. To the $0 taxable income attrib-
utable to H for 1956 there is added $800, the
excess of the $1,000 taxable income for such
year attributable to W over her $200 net op-
erating loss sustained in 1957, a taxable year
beginning on the same date as the taxable
year of H in which he sustained the $4,000 net
operating loss from which the taxable in-
come is subtracted.

(iv) W has no net operating loss carryover
from 1957 to 1958 since her net operating loss
of $200 for 1957 does not exceed the $1,000 tax-
able income for 1956 attributable to her.

Example 4. (i) Assume the same facts as in
Example (2), except that W changes her ac-
counting period in 1957 to a fiscal year end-
ing on January 31, and has neither income
nor losses for the taxable year January 1,
1957, to January 31, 1957, or for the fiscal
year February 1, 1957, to January 31, 1958, but
has a net operating loss of $200 for the fiscal
year February 1, 1958, to January 31, 1959.

(ii) The net operating loss carryover of H
from 1957 to 1958 is $3,000, that is, his net op-
erating loss of $4,000 for 1957 reduced by the
sum of his $0 taxable income for 1955 (a year
in which he sustained a loss) and his $1,000
taxable income for 1956. Such $1,000 is com-
puted as follows:

(iii) The combined taxable income for 1956,
computed with the net operating loss deduc-
tion in the manner described in Example (2),
remains $1,000, no part of which is attrib-
utable to H. To the $0 taxable income attrib-
utable to H for 1956 there is added the $1,000
taxable income attributable to W for such
year. The taxable income attributable to W
is not reduced by any amount since she does
not have a net operating loss for her taxable
year beginning on January 1, 1957, the date
of the beginning of the taxable year of H in
which he sustained the $4,000 net operating
loss from which his taxable income is sub-
tracted.

(iv) The net operating loss carryover of W
from the fiscal year beginning February 1,
1958, to her next fiscal year is $200, that is,
her net operating loss of $200 for the fiscal
year beginning February 1, 1958, reduced by
the sum of her $0 taxable income for 1956, her
$0 taxable income for the taxable year Janu-
ary 1, 1957, to January 31, 1957 (a year in
which she had neither income nor loss), and
her $0 taxable income for the fiscal year Feb-
ruary 1, 1957, to January 31, 1958 (also a year
in which she had neither income nor loss).
The $0 taxable income for 1956 is computed
as follows:

(v) The combined taxable income of $9,500
for 1956 is reduced to $0 amount by the net
operating loss deduction for such year of
$12,500. This net operating loss deduction is
computed by taking into account the net op-
erating loss of H for 1957 since it was sus-
tained in a taxable year beginning before
February 1, 1958, the date of the beginning of
the taxable year of W in which she sustained
the $200 net operating loss from which her
taxable income is subtracted. This $12,500 is
composed of H’s carryovers of $5,000 from
1954 and $2,500 from 1955 and of his carryback
of $4,000 from 1957, plus W’s carryover of
$1,000 from 1954 (the excess of W’s $3,000 loss
for 1954 over her $2,000 income for 1955). Since
there is no combined taxable income for 1956,
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there is no taxable income attributable to W
for such year.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8107, 51 FR 43346, Dec. 2,
1986]

§ 1.172–8 Net operating loss carryovers
for regulated transportation cor-
porations.

(a) In general. A net operating loss
sustained in a taxable year ending be-
fore January 1, 1976, shall be a carry-
over to the 7 succeeding taxable years
if the taxpayer is a regulated transpor-
tation corporation (as defined in para-
graph (b) of this section) for the loss
year and for the 6th and 7th succeeding
taxable years. If, however, the tax-
payer is a regulated transportation
corporation for the loss year and for
the 6th succeeding taxable year, but
not for the 7th succeeding taxable year,
then the loss shall be a carryover to
the 6 succeeding taxable years. If the
taxpayer is not a regulated transpor-
tation corporation for the 6th suc-
ceeding taxable year then this section
shall not apply. A net operating loss
sustained in a taxable year ending
after December 31, 1975, shall be a car-
ryover to the 15 succeeding taxable
years.

(b) Regulated transportation corpora-
tions. A corporation is a regulated trans-
portation corporation for a taxable year
if it is included within one or more of
the following categories:

(1) Eighty percent or more of the cor-
poration’s gross income (computed
without regard to dividends and capital
gains and losses) for such taxable year
is income from transportation sources
described in paragraph (c) of this sec-
tion.

(2) The corporation is a railroad cor-
poration, subject to Part I of the Inter-
state Commerce Act, which is either a
lessor railroad corporation described in
section 7701(a)(33)(G) or a common par-
ent railroad corporation described in
section 7701(a)(33)(H).

(3) The corporation is a member of a
regulated transportation system for
the taxable year. For purposes of this
section, a member of a regulated trans-
portation system for a taxable year
means a member of an affiliated group
of corporations making a consolidated
return for such year, if 80 percent or

more of the sum of the gross incomes
of the members of the affiliated group
for such year (computed without re-
gard to dividends, capital gains and
losses, or eliminations for intercom-
pany transactions) is derived from
transportation sources described in
paragraph (c) of this section. For pur-
poses of this subparagraph, income de-
rived by a corporation described in sub-
paragraph (2) of this paragraph from
leases described in section
7701(a)(33)(G) shall be considered as in-
come from transportation sources de-
scribed in paragraph (c) of this section.

(c) Transportation sources. For pur-
poses of this section, income from
‘‘transportation sources’’ means in-
come received directly in consideration
for transportation services, and income
from the furnishing or sale of essential
facilities, products, and other services
which are directly necessary and inci-
dental to the furnishing of transpor-
tation services. For purposes of the
preceding sentence, the term transpor-
tation services means:

(1) Transportation by railroad as a
common carrier subject to the jurisdic-
tion of the Interstate Commerce Com-
mission;

(2)(i) Transportation, which is not in-
cluded in subparagraph (1) of this para-
graph:

(a) On an intrastate, suburban, mu-
nicipal, or interurban electric railroad,

(b) On an intrastate, municipal, or
suburban trackless trolley system,

(c) On a municipal or suburban bus
system, or

(d) By motor vehicle not otherwise
included in this subparagraph, if the
rates for the furnishing or sale of such
transportation are established or ap-
proved by a regulatory body described
in section 7701(a)(33)(A);

(ii) In the case of a corporation which
establishes to the satisfaction of the
district director that:

(a) Its revenue from regulated rates
from transportation services described
in subdivision (i) of this subparagraph
and its revenue derived from unregu-
lated rates are derived from its oper-
ation of a single interconnected and co-
ordinated system or from the operation
of more than one such system, and

(b) The unregulated rates have been
and are substantially as favorable to
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users and consumers as are the regu-
lated rates, transportation, which is
not included in subparagraph (1) of this
paragraph, from which such revenue
from unregulated rates is derived.

(3) Transportation by air as a com-
mon carrier subject to the jurisdiction
of the Civil Aeronautics Board; and

(4) Transportation by water by com-
mon carrier subject to the jurisdiction
of either the Interstate Commerce
Commission under Part III of the Inter-
state Commerce Act (54 Stat. 929), or
the Federal Maritime Board under the
Intercoastal Shipping Act, 1933 (52
Stat. 965).

(d) Corporate acquisitions. This section
shall apply to a carryover of a net op-
erating loss sustained by a regulated
transportation corporation (as defined
in paragraph (b) of this section) to
which an acquiring corporation suc-
ceeds under section 381(a) only if the
acquiring corporation is a regulated
transportation corporation (as defined
in paragraph (b) of this section):

(1) For the sixth succeeding taxable
year in the case of a carryover to the
sixth succeeding taxable year, and

(2) For the sixth and seventh suc-
ceeding taxable years in the case of a
carryover to the seventh succeeding
taxable year.

[T.D. 6862, 30 FR 14430, Nov. 18, 1965, as
amended by T.D. 8107, 51 FR 43346, Dec. 2,
1986]

§ 1.172–9 Election with respect to por-
tion of net operating loss attrib-
utable to foreign expropriation loss.

(a) In general. If a taxpayer has a net
operating loss for a taxable year ending
after December 31, 1958, and if the for-
eign expropriation loss for such year
(as defined in paragraph (b)(1) of this
section) equals or exceeds 50 percent of
the net operating loss for such year,
then the taxpayer may elect (at the
time and in the manner provided in
paragraph (c) (1) or (2) of this section,
whichever is applicable) to have the
provisions of this section apply. If the
taxpayer so elects, the portion of the
net operating loss for such taxable year
attributable (under paragraph (b)(2) of
this section) to such foreign expropria-
tion loss shall not be a net operating
loss carryback to any taxable year pre-
ceding the taxable year of such loss

and shall be a net operating loss carry-
over to each of the ten taxable years
following the taxable year of such loss.
In such case, the portion, if any, of the
net operating loss not attributable to a
foreign expropriation loss shall be car-
ried back or carried over as provided in
paragraph (a)(1)(ii) of § 1.172–4.

(b) Determination of ‘‘foreign expropria-
tion loss’’—(1) Definition of ‘‘foreign ex-
propriation loss’’. The term foreign ex-
propriation loss means, for any taxable
year, the sum of the losses allowable as
deductions under section 165 (other
than losses from, or which under sec-
tion 165(g) or 1231(a) are treated or con-
sidered as losses from, sales or ex-
changes of capital assets and other
than losses described in section
165(i)(1)) sustained by reason of the ex-
propriation, intervention, seizure, or
similar taking of property by the gov-
ernment or any foreign country, any
political subdivision thereof, or any
agency or instrumentality of the fore-
going. For purposes of the preceding
sentence, a debt which becomes worth-
less in whole or in part, shall, to the
extent of any deduction allowed under
section 166(a), be treated as a loss al-
lowable as a deduction under section
165.

(2) Portion of the net operating loss at-
tributable to a foreign expropriation loss.
(i) Except as provided in subdivision
(ii) of this subparagraph, the portion of
the net operating loss for any taxable
year attributable to a foreign expro-
priation loss is the amount of the for-
eign expropriation loss for such taxable
year (determined under subparagraph
(1) of this paragraph).

(ii) The portion of the net operating
loss for a taxable year attributable to a
foreign expropriation loss shall not ex-
ceed the amount of the net operating
loss, computed under section 172(c), for
such year.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. M Corporation, a domestic cal-
endar year corporation manufacturing cigars
in the United States, owns, in country X, a
tobacco plantation having an adjusted basis
of $400,000 and farm equipment having an ad-
justed basis of $300,000. On January 15, 1961,
country X expropriates the plantation and
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equipment without any allowance for com-
pensation. For the taxable year 1961, M Cor-
poration sustains a loss from the operation
of its business (not including losses from the
seizure of its plantation and equipment in
country X) of $200,000, which loss would not
have been sustained in the absence of the sei-
zure. Accordingly, M has a net operating loss
of $900,000 (the sum of $400,000, $300,000, and
$200,000). For purposes of section 172(k)(1), M
Corporation has a foreign expropriation loss
for 1961 of $700,000 (the sum of $400,000 and
$300,000, the losses directly sustained by rea-
son of the seizure of its property by country
X). Since the foreign expropriation loss for
1961, $700,000, equals or exceeds 50 percent of
the net operating loss for such year, or
$450,000 (i.e., 50 percent of $900,000), M Cor-
poration may make the election under para-
graph (c)(2) of this section with respect to
$700,000, the portion of the net operating loss
attributable to the foreign expropriation
loss.

Example 2. Assume the same facts as in Ex-
ample (1) except that for 1961, M Corporation
has operating profits of $300,000 (not includ-
ing losses from the seizure of its plantation
and equipment in country X) so that its net
operating loss (as defined in section 172(c)) is
only $400,000. Under the provisions of section
172(k)(2) and paragraph (b)(2) of this section,
the portion of the net operating loss for 1961
attributable to a foreign expropriation loss
is limited to $400,000, the amount of the net
operating loss.

(c) Time and manner of making elec-
tion—(1) Taxable years ending after De-
cember 31, 1963. In the case of a tax-
payer who has a foreign expropriation
loss for a taxable year ending after De-
cember 31, 1963, the election referred to
in paragraph (a) of this section shall be
made by attaching to the taxpayer’s
income tax return (filed within the
time prescribed by law, including ex-
tensions of time) for the taxable year
of such foreign expropriation loss a
statement containing the information
required by subparagraph (3) of this
paragraph. Such election shall be irrev-
ocable after the due date (including ex-
tensions of time) of such return.

(2) Information required. The state-
ment referred to in subparagraph (1) of
this paragraph shall contain the fol-
lowing information:

(i) The name, address, and taxpayer
account number of the taxpayer;

(ii) A statement that the taxpayer
elects under section 172(b)(3)(A)(ii) or
(iii), whichever is applicable, to have
section 172(b)(1)(D) of the Code apply;

(iii) The amount of the net operating
loss for the taxable year; and

(iv) The amount of the foreign expro-
priation loss for the taxable year, in-
cluding a schedule showing the com-
putation of such foreign expropriation
loss.

(d) Amount of foreign expropriation loss
which is a carryover to the taxable year
in issue—(1) General. If a portion of a
net operating loss for the taxable year
is attributable to a foreign expropria-
tion loss and if an election under para-
graph (a) of this section has been made
with respect to such portion of the net
operating loss, then such portion shall
be considered to be a separate net oper-
ating loss for such year, and, for the
purpose of determining the amount of
such separate loss which may be car-
ried over to other taxable years, such
portion shall be applied after the other
portion (if any) of such net operating
loss. Such separate loss shall be carried
to the earliest of the several taxable
years to which such separate loss is al-
lowable as a carryover under the provi-
sions of paragraph (a)(1)(iv) of § 1.172–4,
and the amount of such separate loss
which shall be carried over to any tax-
able year subsequent to such earliest
year is an amount (not exceeding such
separate loss) equal to the excess of:

(i) The sum of (a) such separate loss
and (b) the other portion (if any) of the
net operating loss (i.e., that portion
not attributable to a foreign expropria-
tion loss) to the extent such other por-
tion is a carryover to such earliest tax-
able year, over

(ii) The sum of the aggregate of the
taxable incomes (computed as provided
in § 1.172–5) for all of such several tax-
able years preceding such subsequent
taxable year.

(2) Cross reference. The portion of a
net operating loss which is not attrib-
utable to a foreign expropriation loss
shall be carried back or carried over, in
accordance with the rules provided in
paragraph (b)(1) of § 1.172–4, as if such
portion were the only net operating
loss for such year.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. Corporation A, organized in 1960
and whose return is made on the basis of the
calendar year, incurs for 1960 a net operating
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loss of $10,000, of which $7,500 is attributable
to a foreign expropriation loss. With respect
to such $7,500, A makes the election de-
scribed in paragraph (a) of this section. In
each of the years 1961, 1962, 1963, 1964, and
1965, A has taxable income in the amount of
$600 (computed without any net operating
loss deduction). The assumption is made that
none of the other modifications prescribed in
§ 1.172–5 apply. The portion of the net oper-
ating loss attributable to the foreign expro-
priation loss which is a carryover to the year
1966 is $7,000, which is the sum of $7,500 (the
portion of the net operating loss attributable
to the foreign expropriation loss) and $2,500
(the other portion of the net operating loss
available as a carryover to 1961), minus $3,000
(the aggregate of the taxable incomes for
taxable years 1961 through 1965).

Example 2. Assume the same facts as in Ex-
ample (1) except that taxable income for each
of the years 1961 through 1965 is $400 (com-
puted without any net operating loss deduc-
tion). The carryover to the year 1966 is $7,500,
that is, the sum of $7,500 (the portion of the
net operating loss attributable to the foreign
expropriation loss) and $2,500 (the other por-
tion of the net operating loss available as a
carryover to 1961), minus $2,000 (the aggre-
gate of the taxable incomes for taxable years
1961 through 1965), but limited to $7,500 (the
portion of the net operating loss attributable
to the foreign expropriation loss).

(e) Taxable income which is subtracted
from net operating loss to determine
carryback or carryover. In computing
taxable income for a taxable year
(hereinafter called a ‘‘prior taxable
year’’) for the purpose of determining
the portion of a net operating loss for
another taxable year which shall be
carried to each of the several taxable
years subsequent to the earliest tax-
able year to which such loss may be
carried, the net operating loss deduc-
tion for any such prior taxable year
shall be determined without regard to
that portion, if any, of a net operating
loss for a taxable year attributable to a
foreign expropriation loss, if such por-
tion may not, under the provisions of
section 172(b)(1)(D) and paragraph
(a)(1)(iv) of § 1.172–4, be carried back to
such prior taxable year. Thus, if the
taxpayer has a foreign expropriation
loss for 1962 and elects the 10-year car-
ryover with respect to the portion of
his net operating loss for 1962 attrib-
utable to the foreign expropriation
loss, then in computing taxable income
for the year 1960 for the purpose of de-
termining the portion of a net oper-

ating loss for 1963 which is carried to
years subsequent to 1960, the net oper-
ating loss deduction for 1960 is deter-
mined without regard to the portion of
the net operating loss for 1962 attrib-
utable to the foreign expropriation
loss, since under the provisions of sec-
tion 172(b)(1)(D) and paragraph
(a)(1)(iv) of § 1.172–4 such portion of the
net operating loss for 1962 may not be
carried back to 1960.

[T.D. 6862, 30 FR 14431, Nov. 18, 1965, as
amended by T.D. 8107, 51 FR 43346, Dec. 2,
1986]

§ 1.172–10 Net operating losses of real
estate investment trusts.

(a) Taxable years to which a loss may
be carried. (1) A net operating loss sus-
tained by a qualified real estate invest-
ment trust (as defined in paragraph
(b)(1) of this section) in a qualified tax-
able year (as defined in paragraph (b)(2)
of this section) ending after October 4,
1976, shall not be carried back to a pre-
ceding taxable year.

(2) A net operating loss sustained by
a qualified real estate investment trust
in a qualified taxable year ending be-
fore October 5, 1976, shall be carried
back to the 3 preceding taxable years.
However, see § 1.857–2(a)(5), which does
not allow the net operating loss deduc-
tion in computing real estate invest-
ment trust taxable income for taxable
years ending before October 5, 1976.

(3) A net operating loss sustained by
a qualified real estate investment trust
in a qualified taxable year ending after
December 31, 1972, shall be carried over
to the 15 succeeding taxable years.
However, see § 1.857–2(a)(5).

(4) A net operating loss sustained by
a qualified real estate investment trust
in a qualified taxable year ending be-
fore January 1, 1973, shall be carried
over to 8 succeeding taxable years.
However, see § 1.857–2(a)(5).

(5) A net operating loss sustained in
a taxable year for which the taxpayer
is not a qualified real estate invest-
ment trust generally may be carried
back to the 3 preceding taxable years;
however, a net operating loss sustained
in a taxable year ending after Decem-
ber 31, 1975, shall not be carried back to
any qualified taxable year. However,
see § 1.857–2(a)(5), with respect to a net

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00186 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



191

Internal Revenue Service, Treasury § 1.172–10

operating loss sustained in a taxable
year ending before January 1, 1976.

(6) A net operating loss sustained in
a taxable year ending after December
31, 1975, for which the taxpayer is not a
qualified real estate investment trust
generally may be carried over to the 15
succeeding taxable years.

(7)(i) A net operating loss sustained
in a taxable year ending before Janu-
ary 1, 1986, for which the taxpayer is
not a qualified real estate investment
trust generally may be a net operating
loss carryover to each of the 5 suc-
ceeding taxable years. However, where
the loss was a net operating loss
carryback to one or more qualified tax-
able years, the net operating loss, in
accordance with paragraph (a)(7)(ii) of
this section shall be—

(A) Carried over to the 15 succeeding
taxable years if the loss could be a net
operating loss carryover to a taxable
year ending in 1981, or

(B) Carried over to the 5, 6, 7, or 8
succeeding taxable years if paragraph
(a)(7)(i)(A) of this section does not
apply.

(ii) For purposes of determining
whether a net operating loss could be a
carryover to a taxable year ending in
1981 under paragraph (a)(7)(i)(A) of this
section or, where paragraph (a)(7)(i)(A)
of this section does not apply, to deter-
mine the actual carryover period under
paragraph (a)(7)(i)(B) of this section,
the net operating loss shall have a car-
ryover period of 5 years, and such pe-
riod shall be increased (to a number
not greater than 8) by the number of
qualified taxable years to which such
loss was a net operating loss
carryback; however, where the tax-
payer acted so as to cause itself to
cease to be a qualified real estate in-
vestment trust and the principal pur-
pose for such action was to secure the
benefit of the allowance of a net oper-
ating loss carryover under section
172(b)(1)(B), the net operating loss car-
ryover period shall be limited to 5
years. However, see § 1.857–2(a)(5).

(8) A qualified taxable year is a tax-
able year preceding or following the
taxable year of the net operating loss,
for purposes of section 172(b)(1), even
though the loss may not be carried to,
or allowed as a deduction in, such
qualified taxable year. Thus, a quali-

fied taxable year ending before October
5, 1976 (for which no net operating loss
deduction is allowable) is nevertheless
a preceding or following taxable year
for purposes of section 172(b)(1). More-
over, a qualified taxable year ending
after October 4, 1976 (to which a net op-
erating loss cannot be carried back be-
cause of section 172(b)(1)(E)) is never-
theless a preceding taxable year for
purposes of section 172(b)(1). For pur-
poses of determining, under section
172(b)(2), the balance of the loss avail-
able as a carryback or carryover to
other taxable years, however, the net
operating loss is not reduced on ac-
count of such qualified taxable year
being a preceding or following taxable
year.

(b) Definitions. For purposes of this
section and §§ 1.172–2 and 1.172–5:

(1) The term qualified real estate in-
vestment trust means, with respect to
any taxable year, a real estate invest-
ment trust within the meaning of part
II of subchapter M which is taxable for
such year under that part as a real es-
tate investment trust, and

(2) The term qualified taxable year
means a taxable year for which the
taxpayer is a qualified real estate in-
vestment trust.

(c) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1—(i) Facts. X was a qualified real
estate investment trust for the taxable years
ending on December 31, 1972, and December
31, 1973. X was not a qualified real estate in-
vestment trust for the taxable years ending
on December 31, 1971, and December 31, 1974.
X sustained a net operating loss for the tax-
able year ending on December 31, 1974.

(ii) Applicable carryback and carryover peri-
ods. The net operating loss must be carried
back to the 3 preceding taxable years. Under
§ 1.857–2 (a)(5) the net operating loss deduc-
tion shall not be allowed in computing real
estate investment trust taxable income for
the years ending December 31, 1972, and De-
cember 31, 1973. Where a net operating loss is
sustained in a taxable year ending before
January 1, 1976, for which the taxpayer is not
a qualified real estate investment trust and
the loss is a net operating loss carryback to
one or more qualified taxable years, the car-
ryover period is determined under § 1.172–10
(a)(7); the carryover period is determined by
first applying the rule provided in paragraph
(a)(7)(ii) of this section to obtain the carry-
over period for purposes of determining
whether the net operating loss could have
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been a net operating loss carryover to a tax-
able year ending in 1981. Under these facts,
paragraph (a)(7)(ii) of this section provides
for a 7-year carryover period (5 years in-
creased by the 2 qualified taxable years to
which the loss was a net operating loss
carryback); therefore, since the carryover
period provided for by paragraph (a)(7)(ii) of
this section would allow the net operating
loss to be a net operating loss carryover to a
taxable year ending in 1981, under paragraph
(a)(7)(ii)(A) of this section the applicable car-
ryover period is 15 years (provided that X did
not act so as to cause itself to cease to qual-
ify as a real estate investment trust for the
principal purpose of securing the benefit of a
net operating loss carryover under section
172 (b)(1)(B)).

Example 2—(i) Facts. The facts are the same
as in example (1) except that the taxable year
ending December 31, 1973, was not a qualified
taxable year for X.

(ii) Applicable carryback and carryover peri-
ods. The net operating loss must be carried
back to the 3 preceding taxable years. Sec-
tion 1.857–2 (a)(5) provides that the net oper-
ating loss deduction shall not be allowed in
computing real estate investment trust tax-
able income for the year ending December 31,
1972. Under these facts the carryover period
is determined under § 1.172–10 (a)(7). Para-
graph (a)(7)(ii) of this section provides for a
6 year carryover period (5 years increased by
the 1 qualified taxable year to which the loss
was a net operating loss carryback); there-
fore, since a 6 year carryover period would
not allow the net operating loss to be a net
operating loss carryover to a taxable year
ending in 1981, paragraph (a)(7)(i)(A) of this
section does not apply. Where the rule stated
in paragraph (a)(7)(i)(A) of this section does
not apply, paragraph (a)(7)(i)(B) of this sec-
tion provides that the applicable carryover
period is the carryover period determined
under paragraph (a)(7)(ii) of this section,
which, in this case, is 6 years (provided that
the principal purpose for X acting so as to
cause itself to cease to qualify as a real es-
tate investment trust was not to secure the
benefit of the allowance of a net operating
loss carryover under section 172 (b)(1)(B)).

(d) Cross references. See §§ 1.172–2(c)
and 1.172–5(a)(5) for the computation of
the net operating loss of a qualified
real estate investment trust for a tax-
able year ending after October 4, 1976,
and the amount of a net operating loss
which is absorbed when carried over to
a qualified taxable year ending after
October 4, 1976. See § 1.857–2(a)(5), which
provides that for a taxable year ending
before October 5, 1976, the net oper-
ating loss deduction is not allowed in
computing the real estate investment

trust taxable income of a qualified real
estate investment trust.

[T.D. 7767, 46 FR 11263, Feb. 6, 1981, as amend-
ed by T.D. 8107, 51 FR 43346, Dec. 2, 1986]

§ 1.172–13 Product liability losses.
(a) Entitlement to 10-year carryback—

(1) In general. Unless an election is
made pursuant to paragraph (c) of this
section, in the case of a taxpayer which
has a product liability loss (as defined
in section 172(j) and paragraph (b)(1) of
this section) for a taxable year begin-
ning after September 30, 1979 (herein-
after ‘‘loss year’’), the product liability
loss shall be a net operating loss
carryback to each of the 10 taxable
years preceding the loss year.

(2) Years to which loss may be carried.
A product liability loss shall first be
carried to the earliest of the taxable
years to which such loss is allowable as
a carryback and shall then be carried
to the next earliest of such taxable
years, etc.

(3) Example. The application of this
paragraph may be illustrated as fol-
lows:

Example Taxpayer A incurs a net operating
loss for taxable year 1980 of $80,000, of which
$60,000 is a product liability loss. A’s taxable
income for each of the 10 years immediately
preceding taxable year 1980 was $5,000. The
product liability loss of $60,000 is first car-
ried back to the 10th through the 4th pre-
ceding taxable years ($5,000 per year), thus
offsetting $35,000 of the loss. The remaining
$25,000 of product liability loss is added to
the remaining portion of the total net oper-
ating loss for taxable year 1980 which was
not a product liability loss ($20,000), and the
total is then carried back to the 3rd through
1st years preceding taxable year 1980, which
offsets $15,000 of this loss. The remaining loss
($30,000) is carried forward pursuant to sec-
tion 172(b)(1) and the regulations thereunder
without regard to whether all or any portion
thereof originated as a product liability loss.

(b) Definitions—(1) Product liability
loss. The term product liability loss
means, for any taxable year, the lesser
of—

(i) The net operating loss for the cur-
rent taxable year (not including the
portion of such net operating loss at-
tributable to foreign expropriation
losses, as defined in § 1.172–11), or

(ii) The total of the amounts allow-
able as deductions under sections 162
and 165 directly attributable to—
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(A) Product liability (as defined in
paragraph (b)(2) of this section), and

(B) Expenses (including settlement
payments) incurred in connection with
the investigation or settlement of or
opposition to claims against the tax-
payer on account of alleged product li-
ability.
Indirect corporate expense, or over-
head, is not to be allocated to product
liability claims so as to become a prod-
uct liability loss.

(2) Product liability. (i) The term prod-
uct liability means the liability of a tax-
payer for damages resulting from phys-
ical injury or emotional harm to indi-
viduals, or damage to or loss of the use
of property, on account of any defect in
any product which is manufactured,
leased, or sold by the taxpayer. The
preceding sentence applies only to the
extent that the injury, harm, or dam-
age occurs after the taxpayer has com-
pleted or terminated operations with
respect to the product, including, but
not limited to the manufacture, instal-
lation, delivery, or testing of the prod-
uct, and has relinquished possession of
such product.

(ii) The term product liability does not
include liabilities arising under war-
ranty theories relating to repair or re-
placement of the property that are es-
sentially contract liabilities. For ex-
ample, the costs incurred by a taxpayer
in repairing or replacing defective
products under the terms of a war-
ranty, express or implied, are not prod-
uct liability losses. On the other hand,
the taxpayer’s liability for damage
done to other property or for harm
done to persons that is attributable to
a defective product may be product li-
ability losses regardless of whether the
claim sounds in tort or contract. Fur-
ther, liability incurred as a result of
services performed by a taxpayer is not
product liability. For purposes of the
preceding sentence, where both a prod-
uct and services are integral parts of a
transaction, product liability does not
arise until all operations with respect
to the product are completed and the
taxpayer has relinquished possession of
it. On the other hand, any liability
that arises after completion of the ini-
tial delivery, installation, servicing,
testing, etc., is considered ‘‘product li-
ability’’ even if such liability arises

during the subsequent servicing of the
product pursuant to a service agree-
ment or otherwise.

(iii) Liability for injury, harm, or
damage due to a defective product as
described in this subparagraph shall be
‘‘product liability’’ notwithstanding
that the liability is not considered
product liability under the law of the
State in which such liability arose.

(iv) Amounts paid for insurance
against product liability risks are not
paid on account of product liability.

(v) Notwithstanding subparagraph
(iv), an amount is paid on account of
product liability (even if such amount
is paid to an insurance company) if the
amount satisifies the provisions of
paragraph (b)(2) (i) through (iii) of this
section and the amount—

(A) Is paid on account of specific
claims against the taxpayer (or on ac-
count of expenses incurred in connec-
tion with the investigation or settle-
ment of or opposition to such claims),
subsequent to the events giving rise to
the claims and pursuant to a contract
entered into before those events,

(B) Is not refundable, and
(C) Is not applicable to other claims,

other expenses or to subsequent cov-
erage.

(3) Examples. Paragraph (b)(2) of this
section is illustrated by the following
examples:

Example 1. X, a manufacturer of heating
equipment, sells a boiler to A, a homeowner.
Subsequent to the sale and installation of
the boiler, the boiler explodes due to a defect
causing physical injury to A. A sues X for
damages for the injuries sustained in the ex-
plosion and is awarded $250,000, which X
pays. The payment was made on account of
product liability.

Example 2. Assume the same facts as in Ex-
ample (1) and that A also sues under the con-
tract with X to recover for the cost of the
boiler and recovers $1,000, the boiler’s re-
placement cost. The $1,000 payment is not a
payment on account of product liability.
Similarly, if X agrees to repair the destroyed
boiler, any amount expended by X for such
repair is not payment made on account of
product liability.

Example 3. Y, a professional medical asso-
ciation, is sued by B, a patient, in an action
based on the malpractice of one of its doc-
tors. B recovers $25,000. Because the suit was
based on the services of B, the payment is
not made on account of product liability.

Example 4. R, a retailer of communications
equipment, sells a telecommunication device

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00189 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



194

26 CFR Ch. I (4–1–99 Edition)§ 1.173–1

to C. R also contracts with C to service the
equipment for 3 years. While R is installing
the equipment, the unit catches on fire due
to faulty wiring within the unit and destroys
C’s office. Because R had not relinquished
possession of this equipment when the fire
started, any amount paid to C by R for the
damage to C’s property on account of the de-
fective product is not payment on account of
product liability.

Example 5. Assume the same facts as in Ex-
ample (4) except that the fire and resulting
property damages occurred after R had in-
stalled the equipment and relinquished pos-
session of it. Any amount paid for the prop-
erty damages sustained on account of the de-
fective product is payment on account of
product liability.

Example 6. Assume the same facts as in Ex-
ample (4) except that the equipment catches
on fire during the subsequent servicing of
the unit. Because C is in possession of the
unit during the servicing, any amount paid
for the property damage sustained on ac-
count of the defective product would be pay-
ment on account of product liability.

Example 7. X, a manufacturer of computers,
sells a computer to A. X also has its employ-
ees periodically service the computer for A
from time to time after it is placed in serv-
ice. After the initial delivery, installation,
servicing, and testing of the computer is
completed, the computer catches on fire
while X’s employee is servicing the equip-
ment. This fire causes property damage to
A’s office and physical injury to A. Any
amount paid for the property or physical
damage sustained on account of the defec-
tive product is payment on account of prod-
uct liability.

(c) Election—(1) In general. The 10-
year carryback provision of this sec-
tion applies, except as provided in this
paragraph, to any taxpayer who, for a
taxable year beginning after Sep-
tember 30, 1979, incurs a product liabil-
ity loss. Any taxpayer entitled to a 10-
year carryback under paragraph (a) of
this section in any loss year may elect
(at the time and in the manner pro-
vided in paragraph (c)(2) of this sec-
tion) to have the carryback period with
respect to the product liability loss de-
termined without regard to the
carryback rules provided by paragraph
(a) of this section. If the taxpayer so
elects, the product liability loss shall
not be carried back to the 10th through
the 4th taxable years preceding the loss
year. In such case, the product liability
loss shall be carried back or carried
over as provided by section 172(b) (ex-

cept subparagraph (1)(I) thereof) and
the regulations thereunder.

(2) Time and manner of making election.
An election by any taxpayer entitled to
the 10-year carryback for the product
liability loss to have the carryback
with respect to such loss determined
without regard to the 10-year
carryback provision of paragraph (a) of
this section must be made by attaching
to the taxpayer’s tax return (filed
within the time prescribed by law, in-
cluding extensions of time) for the tax-
able year in which such product liabil-
ity loss is sustained, a statement con-
taining the information required by
paragraph (c)(3) of this section. Such
election, once made for any taxable
year, shall be irrevocable after the due
date (including extensions of time) of
the taxpayer’s tax return for that tax-
able year.

(3) Information required. In the case of
a statement filed after April 25, 1983,
the statement referred to in paragraph
(c)(2) of this section shall contain the
following information:

(i) The name, address, and taxpayer
identifying number of the taxpayer;
and

(ii) A statement that the taxpayer
elects under section 172(j)(3) not to
have section 172(b)(1)(I) apply.

(4) Relationship with section
172(b)(3)(C) election. If a taxpayer sus-
tains during the taxable year both a
net operating loss not attributable to
product liability and a product liabil-
ity loss (as defined in section 172(j)(1)
and paragraph (b)(1) of this section), an
election pursuant to section 172(b)(3)(C)
(relating to election to relinquish the
entire carryback period) does not pre-
clude the product liability loss from
being carried back 10 years under sec-
tion 172(b)(1)(I) and paragraph (a)(1) of
this section.

[T.D. 8096, 51 FR 30482, Aug. 27, 1986]

§ 1.173–1 Circulation expenditures.
(a) Allowance of deduction. Section 173

provides for the deduction from gross
income of all expenditures to establish,
maintain, or increase the circulation of
a newspaper, magazine, or other peri-
odical, subject to the following limita-
tions:

(1) No deduction shall be allowed for
expenditures for the purchase of land
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or depreciable property or for the ac-
quisition of circulation through the
purchase of any part of the business of
another publisher of a newspaper, mag-
azine, or other periodical;

(2) The deduction shall be allowed
only to the publisher making the cir-
culation expenditures; and

(3) The deduction shall be allowed
only for the taxable year in which such
expenditures are paid or incurred.
Subject to the provisions of paragraph
(c) of this section, the deduction per-
mitted under section 173 and this para-
graph shall be allowed without regard
to the method of accounting used by
the taxpayer and notwithstanding the
provisions of section 263 and the regu-
lations thereunder, relating to capital
expenditures.

(b) Deferred expenditures. Notwith-
standing the provisions of paragraph
(a)(3) of this section, expenditures paid
or incurred in a taxable year subject to
the Internal Revenue Code of 1939
which are deferrable pursuant to I.T.
3369 (C.B. 1940–1, 46), as modified by
Rev. Rul. 57–87 (C.B. 1957–1, 507) may be
deducted in the taxable year subject to
the Internal Revenue Code of 1954 to
which so deferred.

(c) Election to capitalize. (1) A tax-
payer entitled to the deduction for cir-
culation expenditures provided in sec-
tion 173 and paragraph (a) of this sec-
tion may, in lieu of taking such deduc-
tion, elect to capitalize the portion of
such circulation expenditures which is
properly chargeable to capital account.
As a general rule, expenditures nor-
mally made from year to year in an ef-
fort to maintain circulation are not
properly chargeable to capital account;
conversely, expenditures made in an ef-
fort to establish or to increase circula-
tion are properly chargeable to capital
account. For example, if a newspaper
normally employs five persons to ob-
tain renewals of subscriptions by tele-
phone, the expenditures in connection
therewith would not be properly
chargeable to capital account. How-
ever, if such newspaper, in a special ef-
fort to increase its circulation, hires
for a limited period 20 additional em-
ployees to obtain new subscriptions by
means of telephone calls to the general
public, the expenditures in connection
therewith would be properly chargeable

to capital account. If an election is
made by a taxpayer to treat any por-
tion of his circulation expenditures as
chargeable to capital account, the elec-
tion must apply to all such expendi-
tures which are properly so chargeable.
In such case, no deduction shall be al-
lowed under section 173 for any such
expenditures. In particular cases, the
extent to which any deductions attrib-
utable to the amortization of capital
expenditures are allowed may be deter-
mined under sections 162, 263, and 461.

(2) A taxpayer may make the election
referred to in subparagraph (1) of this
paragraph by attaching a statement to
his return for the first taxable year to
which the election is applicable. Once
an election is made, the taxpayer must
continue in subsequent taxable years
to charge to capital account all cir-
culation expenditures properly so
chargeable, unless the Commissioner,
on application made to him in writing
by the taxpayer, permits a revocation
of such election for any subsequent
taxable year or years. Permission to
revoke such election may be granted
subject to such conditions as the Com-
missioner deems necessary.

(3) Elections filed under section
23(bb) of the Internal Revenue Code of
1939 shall be given the same effect as if
they were filed under section 173. (See
section 7807(b)(2).)

§ 1.174–1 Research and experimental
expenditures; in general.

Section 174 provides two methods for
treating research or experimental ex-
penditures paid or incurred by the tax-
payer in connection with his trade or
business. These expenditures may be
treated as expenses not chargeable to
capital account and deducted in the
year in which they are paid or incurred
(see § 1.174–3), or they may be deferred
and amortized (see § 1.174–4). Research
or experimental expenditures which
are neither treated as expenses nor de-
ferred and amortized under section 174
must be charged to capital account.
The expenditures to which section 174
applies may relate either to a general
research program or to a particular
project. See § 1.174–2 for the definition
of research and experimental expendi-
tures. The term paid or incurred, as
used in section 174 and in §§ 1.174–1 to
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1.174–4, inclusive, is to be construed ac-
cording to the method of accounting
used by the taxpayer in computing tax-
able income. See section 7701(a)(25).

§ 1.174–2 Definition of research and ex-
perimental expenditures.

(a) In general. (1) The term research or
experimental expenditures, as used in
section 174, means expenditures in-
curred in connection with the tax-
payer’s trade or business which rep-
resent research and development costs
in the experimental or laboratory
sense. The term generally includes all
such costs incident to the development
or improvement of a product. The term
includes the costs of obtaining a pat-
ent, such as attorneys’ fees expended in
making and perfecting a patent appli-
cation. Expenditures represent re-
search and development costs in the
experimental or laboratory sense if
they are for activities intended to dis-
cover information that would elimi-
nate uncertainty concerning the devel-
opment or improvement of a product.
Uncertainty exists if the information
available to the taxpayer does not es-
tablish the capability or method for de-
veloping or improving the product or
the appropriate design of the product.
Whether expenditures qualify as re-
search or experimental expenditures
depends on the nature of the activity
to which the expenditures relate, not
the nature of the product or improve-
ment being developed or the level of
technological advancement the product
or improvement represents.

(2) For purposes of this section, the
term product includes any pilot model,
process, formula, invention, technique,
patent, or similar property, and in-
cludes products to be used by the tax-
payer in its trade or business as well as
products to be held for sale, lease, or li-
cense.

(3) The term research or experimental
expenditures does not include expendi-
tures for—

(i) The ordinary testing or inspection
of materials or products for quality
control (quality control testing);

(ii) Efficiency surveys;
(iii) Management studies;
(iv) Consumer surveys;
(v) Advertising or promotions;

(vi) The acquisition of another’s pat-
ent, model, production or process; or

(vii) Research in connection with lit-
erary, historical, or similar projects.

(4) For purposes of paragraph (a)(3)(i)
of this section, testing or inspection to
determine whether particular units of
materials or products conform to speci-
fied parameters is quality control test-
ing. However, quality control testing
does not include testing to determine if
the design of the product is appro-
priate.

(5) See section 263A and the regula-
tions thereunder for cost capitalization
rules which apply to expenditures paid
or incurred for research in connection
with literary, historical, or similar
projects involving the production of
property, including the production of
films, sound recordings, video tapes,
books, or similar properties.

(6) Section 174 applies to a research
or experimental expenditure only to
the extent that the amount of the ex-
penditure is reasonable under the cir-
cumstances. In general, the amount of
an expenditure for research or experi-
mental activities is reasonable if the
amount would ordinarily be paid for
like activities by like enterprises
under like circumstances. Amounts
supposedly paid for research that are
not reasonable under the cir-
cumstances may be characterized as
disguised dividends, gifts, loans, or
similar payments. The reasonableness
requirement of this paragraph (a)(6)
does not apply to the reasonableness of
the type or nature of the activities
themselves.

(7) This paragraph (a) applies to tax-
able years beginning after October 3,
1994.

(8) The provisions of this section
apply not only to costs paid or incurred
by the taxpayer for research or experi-
mentation undertaken directly by him
but also to expenditures paid or in-
curred for research or experimentation
carried on in his behalf by another per-
son or organization (such as a research
institute, foundation, engineering com-
pany, or similar contractor). However,
any expenditures for research or ex-
perimentation carried on in the tax-
payer’s behalf by another person are
not expenditures to which section 174
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relates, to the extent that they rep-
resent expenditures for the acquisition
or improvement of land or depreciable
property, used in connection with the
research or experimentation, to which
the taxpayer acquires rights of owner-
ship.

(9) The application of subparagraph
(2) of this paragraph may be illustrated
by the following examples:

Example 1. A engages B to undertake re-
search and experimental work in order to
create a particular product. B will be paid
annually a fixed sum plus an amount equiva-
lent to his actual expenditures. In 1957, A
pays to B in respect of the project the sum of
$150,000 of which $25,000 represents an addi-
tion to B’s laboratory and the balance rep-
resents charges for research and experimen-
tation on the project. It is agreed between
the parties that A will absorb the entire cost
of this addition to B’s laboratory which will
be retained by B. A may treat the entire
$150,000 as expenditures under section 174.

Example 2. X Corporation, a manufacturer
of explosives, contracts with the Y research
organization to attempt through research
and experimentation the creation of a new
process for making certain explosives. Be-
cause of the danger involved in such an un-
dertaking, Y is compelled to acquire an iso-
lated tract of land on which to conduct the
research and experimentation. It is agreed
that upon completion of the project Y will
transfer this tract, including any improve-
ments thereon, to X. Section 174 does not
apply to the amount paid to Y representing
the costs of the tract of land and improve-
ments.

(b) Certain expenditures with respect to
land and other property. (1) Expendi-
tures by the taxpayer for the acquisi-
tion or improvement of land, or for the
acquisition or improvement of prop-
erty which is subject to an allowance
for depreciation under section 167 or
depletion under section 611, are not de-
ductible under section 174, irrespective
of the fact that the property or im-
provements may be used by the tax-
payer in connection with research or
experimentation. However, allow-
ances for depreciation or depletion of
property are considered as research or
experimental expenditures, for pur-
poses of section 174, to the extent that
the property to which the allowances
relate is used in connection with re-
search or experimentation. If any part
of the cost of acquisition or improve-
ment of depreciable property is attrib-

utable to research or experimentation
(whether made by the taxpayer or an-
other), see subparagraphs (2), (3), and
(4) of this paragraph.

(2) Expenditures for research or ex-
perimentation which result, as an end
product of the research or experimen-
tation, in depreciable property to be
used in the taxpayer’s trade or business
may, subject to the limitations of sub-
paragraph (4) of this paragraph, be al-
lowable as a current expense deduction
under section 174(a). Such expenditures
cannot be amortized under section
174(b) except to the extent provided in
paragraph (a)(4) of § 1.174–4.

(3) If expenditures for research or ex-
perimentation are incurred in connec-
tion with the construction or manufac-
ture of depreciable property by an-
other, they are deductible under sec-
tion 174(a) only if made upon the tax-
payer’s order and at his risk. No deduc-
tion will be allowed (i) if the taxpayer
purchases another’s product under a
performance guarantee (whether ex-
press, implied, or imposed by local law)
unless the guarantee is limited, to en-
gineering specifications or otherwise,
in such a way that economic utility is
not taken into account; or (ii) for any
part of the purchase price of a product
in regular production. For example, if a
taxpayer orders a specially-built auto-
matic milling machine under a guar-
antee that the machine will be capable
of producing a given number of units
per hour, no portion of the expenditure
is deductible since none of it is made at
the taxpayer’s risk. Similarly, no de-
ductible expense is incurred if a tax-
payer enters into a contract for the
construction of a new type of chemical
processing plant under a turn-key con-
tract guaranteeing a given annual pro-
duction and a given consumption of
raw material and fuel per unit. On the
other hand, if the contract contained
no guarantee of quality of production
and of quantity of units in relation to
consumption of raw material and fuel,
and if real doubt existed as to the capa-
bilities of the process, expenses for re-
search or experimentation under the
contract are at the taxpayer’s risk and
are deductible under section 174(a).
However, see subparagraph (4) of this
paragraph.
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(4) The deductions referred to in sub-
paragraphs (2) and (3) of this paragraph
for expenditures in connection with the
acquisition or production of depre-
ciable property to be used in the tax-
payer’s trade or business are limited to
amounts expended for research or ex-
perimentation. For the purpose of the
preceding sentence, amounts expended
for research or experimentation do not
include the costs of the component ma-
terials of the depreciable property, the
costs of labor or other elements in-
volved in its construction and installa-
tion, or costs attributable to the acqui-
sition or improvement of the property.
For example, a taxpayer undertakes to
develop a new machine for use in his
business. He expends $30,000 on the
project of which $10,000 represents the
actual costs of material, labor, etc., to
construct the machine, and $20,000 rep-
resents research costs which are not
attributable to the machine itself.
Under section 174(a) the taxpayer
would be permitted to deduct the
$20,000 as expenses not chargeable to
capital account, but the $10,000 must be
charged to the asset account (the ma-
chine).

(c) Exploration expenditures. The pro-
visions of section 174 are not applicable
to any expenditures paid or incurred
for the purpose of ascertaining the ex-
istence, location, extent, or quality of
any deposit of ore, oil, gas or other
mineral. See sections 617 and 263.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8562, 59 FR 50160, Oct. 3,
1994]

§ 1.174–3 Treatment as expenses.
(a) In general. Research or experi-

mental expenditures paid or incurred
by a taxpayer during the taxable year
in connection with his trade or busi-
ness are deductible as expenses, and are
not chargeable to capital account, if
the taxpayer adopts the method pro-
vided in section 174(a). See paragraph
(b) of this section. If adopted, the
method shall apply to all research and
experimental expenditures paid or in-
curred in the taxable year of adoption
and all subsequent taxable years, un-
less a different method is authorized by
the Commissioner under section
174(a)(3) with respect to part or all of
the expenditures. See paragraph (b)(3)

of this section. Thus, if a change to the
deferred expense method under section
174(b) is authorized by the Commis-
sioner with respect to research or ex-
perimental expenditures attributable
to a particular project or projects, the
taxpayer, for the taxable year of the
change and for subsequent taxable
years, must apply the deferred expense
method to all such expenditures paid or
incurred during any of those taxable
years in connection with the particular
project or projects, even though all
other research and experimental ex-
penditures are required to be deducted
as current expenses under this section.
In no event will the taxpayer be per-
mitted to adopt the method described
in this section as to part of the expend-
itures relative to a particular project
and adopt for the same taxable year a
different method of treating the
balance of the expenditures relating to
the same project.

(b) Adoption and change of method—(1)
Adoption without consent. The method
described in this section may be adopt-
ed for any taxable year beginning after
December 31, 1953, and ending after Au-
gust 16, 1954. The consent of the Com-
missioner is not required if the tax-
payer adopts the method for the first
such taxable year in which he pays or
incurs research or experimental ex-
penditures. The taxpayer may do so by
claiming in his income tax return for
such year a deduction for his research
or experimental expenditures. If the
taxpayer fails to adopt the method for
the first taxable year in which he in-
curs such expenditures, he cannot do so
in subsequent taxable years unless he
obtains the consent of the Commis-
sioner under section 174(a)(2)(B) and
subparagraph (2) of this paragraph.
See, however, subparagraph (4) of this
paragraph, relating to extensions of
time.

(2) Adoption with consent. A taxpayer
may, with the consent of the Commis-
sioner, adopt at any time the method
provided in section 174(a). The method
adopted in this manner shall be appli-
cable only to expenditures paid or in-
curred during the taxable year for
which the request is made and in subse-
quent taxable years. A request to adopt
this method shall be in writing and
shall be addressed to the Commissioner
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of Internal Revenue, Attention: T:R,
Washington, DC, 20224. The request
shall set forth the name and address of
the taxpayer, the first taxable year for
which the adoption of the method is re-
quested, and a description of the
project or projects with respect to
which research or experimental ex-
penditures are to be, or have already
been, paid or incurred. The request
shall be signed by the taxpayer (or his
duly authorized representative) and
shall be filed not later than the last
day of the first taxable year for which
the adoption of the method is re-
quested. See, however, subparagraph (4)
of this paragraph, relating to exten-
sions of time.

(3) Change of method. An application
for permission to change to a different
method of treating research or experi-
mental expenditures shall be in writing
and shall be addressed to the Commis-
sioner of Internal Revenue, Attention:
T:R, Washington, DC, 20224. The appli-
cation shall include the name and ad-
dress of the taxpayer, shall be signed
by the taxpayer (or his duly authorized
representative), and shall be filed not
later than the last day of the first tax-
able year for which the change in
method is to apply. See, however, sub-
paragraph (4) of this paragraph, relat-
ing to extensions of time. The applica-
tion shall:

(i) State the first year to which the
requested change is to be applicable;

(ii) State whether the change is to
apply to all research or experimental
expenditures paid or incurred by the
taxpayer, or only to expenditures at-
tributable to a particular project or
projects;

(iii) Include such information as will
identify the project or projects to
which the change is applicable;

(iv) Indicate the number of months
(not less than 60) selected for amortiza-
tion of the expenditures, if any, which
are to be treated as deferred expenses
under section 174(b);

(v) State that, upon approval of the
application, the taxpayer will make an
accounting segregation on his books
and records of the research or experi-
mental expenditures to which the
change in method is to apply; and

(vi) State the reasons for the change.

If permission is granted to make the
change, the taxpayer shall attach a
copy of the letter granting permission
to his income tax return for the first
taxable year in which the different
method is effective.

(4) Special rules. If the last day pre-
scribed by law for filing a return for
any taxable year (including extensions
thereof) to which section 174(a) is ap-
plicable falls before January 2, 1958,
consent is hereby given for the tax-
payer to adopt the expense method or
to change from the expense method to
a different method. In the case of a
change from the expense method to a
different method, the taxpayer, on or
before January 2, 1958, must submit to
the district director for the internal
revenue district in which the return
was filed the information required by
subparagraph (3) of this paragraph. For
any taxable year for which the expense
method or a different method is adopt-
ed pursuant to this subparagraph, an
amended return reflecting such method
shall be filed on or before January 2,
1958, if such return is necessary.

§ 1.174–4 Treatment as deferred ex-
penses.

(a) In general. (1) If a taxpayer has
not adopted the method provided in
section 174(a) of treating research or
experimental expenditures paid or in-
curred by him in connection with his
trade or business as currently deduct-
ible expenses, he may, for any taxable
year beginning after December 31, 1953,
elect to treat such expenditures as de-
ferred expenses under section 174(b),
subject to the limitations of subpara-
graph (2) of this paragraph. If a tax-
payer has adopted the method of treat-
ing such expenditures as expenses
under section 174(a), he may not elect
to defer and amortize any such expend-
itures unless permission to do so is
granted under section 174(a)(3). See
paragraph (b) of this section.

(2) The election to treat research or
experimental expenditures as deferred
expenses under section 174(b) applies
only to those expenditures which are
chargeable to capital account but
which are not chargeable to property of
a character subject to an allowance for
depreciation or depletion under section
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167 or 611, respectively. Thus, the elec-
tion under section 174(b) applies only if
the property resulting from the re-
search or experimental expenditures
has no determinable useful life. If the
property resulting from the expendi-
tures has a determinable useful life,
section 174(b) is not applicable, and the
capitalized expenditures must be amor-
tized or depreciated over the deter-
minable useful life. Amounts treated as
deferred expenses are properly charge-
able to capital account for purposes of
section 1016(a)(1), relating to adjust-
ments to basis of property. See section
1016(a)(14). See section 174(c) and para-
graph (b)(1) of § 1.174–2 for treatment of
expenditures for the acquisition or im-
provement of land or of depreciable or
depletable property to be used in con-
nection with the research or experi-
mentation.

(3) Expenditures which are treated as
deferred expenses under section 174(b)
are allowable as a deduction ratably
over a period of not less than 60 con-
secutive months beginning with the
month in which the taxpayer first real-
izes benefits from the expenditures.
The length of the period shall be se-
lected by the taxpayer at the time he
makes the election to defer the expend-
itures. If a taxpayer has two or more
separate projects, he may select a dif-
ferent amortization period for each
project. In the absence of a showing to
the contrary, the taxpayer will be
deemed to have begun to realize bene-
fits from the deferred expenditures in
the month in which the taxpayer first
puts the process, formula, invention, or
similar property to which the expendi-
tures relate to an income-producing
use. See section 1016(a)(14) for adjust-
ments to basis of property for amounts
allowed as deductions under section
174(b) and this section. See section 165
and the regulations thereunder for
rules relating to the treatment of
losses resulting from abandonment.

(4) If expenditures which the tax-
payer has elected to defer and deduct
ratably over a period of time in accord-
ance with section 174(b) result in the
development of depreciable property,
deductions for the unrecovered expend-
itures, beginning with the time the
asset becomes depreciable in character,
shall be determined under section 167

(relating to depreciation) and the regu-
lations thereunder. For example, for
the taxable year 1954, A, who reports
his income on the basis of a calendar
year, elects to defer and deduct ratably
over a period of 60 months research and
experimental expenditures made in
connection with a particular project.
In 1956, the total of the deferred ex-
penditures amounts to $60,000. At that
time, A has developed a process which
he seeks to patent. On July 1, 1956, A
first realized benefits from the mar-
keting of products resulting from this
process. Therefore, the expenditures
deferred are deductible ratably over
the 60-month period beginning with
July 1, 1956 (when A first realized bene-
fits from the project). In his return for
the year 1956. A deducted $6,000; in 1957,
A deducted $12,000 ($1,000 per month).
On July 1, 1958, a patent protecting his
process is obtained by A. In his return
for 1958, A is entitled to a deduction of
$6,000, representing the amortizable
portion of the deferred expenses attrib-
utable to the period prior to July 1,
1958. The balance of the unrecovered
expenditures ($60,000 minus $24,000, or
$36,000) is to be recovered as a deprecia-
tion deduction over the life of the pat-
ent commencing with July 1, 1958.
Thus, one-half of the annual deprecia-
tion deduction based upon the useful
life of the patent is also deductible for
1958 (from July 1 to December 31).

(5) The election shall be applicable to
all research and experimental expendi-
tures paid or incurred by the taxpayer
or, if so limited by the taxpayer’s elec-
tion, to all such expenditures with re-
spect to the particular project, subject
to the limitations of subparagraph (2)
of this paragraph. The election shall
apply for the taxable year for which
the election is made and for all subse-
quent taxable years, unless a change to
a different treatment is authorized by
the Commissioner under section
174(b)(2). See paragraph (b)(2) of this
section. Likewise, the taxpayer shall
adhere to the amortization period se-
lected at the time of the election un-
less a different period of amortization
with respect to a part or all of the ex-
penditures is similarly authorized.
However, no change in method will be
permitted with respect to expenditures
paid or incurred before the taxable
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year to which the change is to apply.
In no event will the taxpayer be per-
mitted to treat part of the expendi-
tures with respect to a particular
project as deferred expenses under sec-
tion 174(b) and to adopt a different
method of treating the balance of the
expenditures relating to the same
project for the same taxable year. The
election under this section shall not
apply to any expenditures paid or in-
curred before the taxable year for
which the taxpayer makes the election.

(b) Election and change of method—(1)
Election. The election under section
174(b) shall be made not later than the
time (including extensions) prescribed
by law for filing the return for the tax-
able year for which the method is to be
adopted. The election shall be made by
attaching a statement to the tax-
payer’s return for the first taxable year
to which the election is applicable. The
statement shall be signed by the tax-
payer (or his duly authorized rep-
resentative), and shall:

(i) Set forth the name and address of
the taxpayer;

(ii) Designate the first taxable year
to which the election is to apply;

(iii) State whether the election is in-
tended to apply to all expenditures
within the permissible scope of the
election, or only to a particular project
or projects, and, if the latter, include
such information as will identify the
project or projects as to which the elec-
tion is to apply;

(iv) Set forth the amount of all re-
search or experimental expenditures
paid or incurred during the taxable
year for which the election is made;

(v) Indicate the number of months
(not less than 60) selected for amortiza-
tion of the deferred expenses for each
project; and

(vi) State that the taxpayer will
make an accounting segregation in his
books and records of the expenditures
to which the election relates.

(2) Change to a different method or pe-
riod. Application for permission to
change to a different method of treat-
ing research or experimental expendi-
tures or to a different period of amorti-
zation for deferred expenses shall be in
writing and shall be addressed to the
Commissioner of Internal Revenue, At-
tention: T:R, Washington, DC, 20224.

The application shall include the name
and address of the taxpayer, shall be
signed by the taxpayer (or his duly au-
thorized representative), and shall be
filed not later than the end of the first
taxable year in which the different
method or different amortization pe-
riod is to be used (unless subparagraph
(3) of this paragraph, relating to exten-
sions of time, is applicable). The appli-
cation shall set forth the following in-
formation with regard to the research
or experimental expenditures which
are being treated under section 174(b)
as deferred expenses:

(i) Total amount of research or exper-
imental expenditures attributable to
each project;

(ii) Amortization period applicable to
each project; and

(iii) Unamortized expenditures at-
tributable to each project at the begin-
ning of the taxable year in which the
application is filed.
In addition, the application shall set
forth the length of the new period or
periods proposed, or the new method of
treatment proposed, the reasons for the
proposed change, and such information
as will identify the project or projects
to which the expenditures affected by
the change relate. If permission is
granted to make the change, the tax-
payer shall attach a copy of the letter
granting the permission to his income
tax return for the first taxable year in
which the different method or period is
to be effective.

(3) Special rules. If the last day pre-
scribed by law for filing a return for
any taxable year for which the deferred
method provided in section 174(b) has
been adopted falls before January 2,
1958, consent is hereby given for the
taxpayer to change from such method
and adopt a different method of treat-
ing research or experimental expendi-
tures, provided that on or before Janu-
ary 2, 1958, he submits to the district
director for the district in which the
return was filed the information re-
quired by subparagraph (2) of this para-
graph, relating to a change to a dif-
ferent method or period. For any tax-
able year for which the different meth-
od is adopted pursuant to this subpara-
graph, an amended return reflecting
such method shall be filed on or before
January 2, 1958.
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(c) Example. The application of this
section is illustrated by the following
example:

Example. N Corporation is engaged in the
business of manufacturing chemical prod-
ucts. On January 1, 1955, work is begun on a
special research project. N Corporation
elects, pursuant to section 174(b), to defer
the expenditures relating to the special
project and to amortize the expenditures
over a period of 72 months beginning with
the month in which benefits from the ex-
penditures are first realized. On January 1,
1955, N Corporation also purchased for $57,600
a building having a remaining useful life of
12 years as of the date of purchase and no
salvage value at the end of the period. Fifty
percent of the building’s facilities are to be
used in connection with the special research
project. During 1955, N Corporation pays or
incurs the following expenditures relating to
the special research project:
Salaries .................................................................. $15,000
Heat, light and power ............................................ 700
Drawings ................................................................ 2,000
Models ................................................................... 6,500
Laboratory materials .............................................. 8,000
Attorneys’ fees ....................................................... 1,400
Depreciation on building attributable to project (50

percent of $4,800 allowable depreciation) ......... 2,400

Total research and development ex-
penditures ............................................ 36,000

The above expenditures result in a process
which is marketable but not patentable and
which has no determinable useful life. N Cor-
poration first realizes benefits from the proc-
ess in January 1956. N Corporation is entitled
to deduct the amount of $6,000 ($36,000×12
months÷72 months) as deferred expenses
under section 174(b) in computing taxable in-
come for 1956.

§ 1.175–1 Soil and water conservation
expenditures; in general.

Under section 175, a farmer may de-
duct his soil or water conservation ex-
penditures which do not give rise to a
deduction for depreciation and which
are not otherwise deductible. The
amount of the deduction is limited an-
nually to 25 percent of the taxpayer’s
gross income from farming. Any excess
may be carried over and deducted in
succeeding taxable years. As a general
rule, once a farmer has adopted this
method of treating soil and water con-
servation expenditures, he must deduct
all such expenditures (subject to the 25-
percent limitation) for the current and
subsequent taxable years. If a farmer
does not adopt this method, such ex-

penditures increase the basis of the
property to which they relate.

§ 1.175–2 Definition of soil and water
conservation expenditures.

(a) Expenditures treated as a deduction.
(1) The method described in section 175
applies to expenditures paid or in-
curred for the purpose of soil or water
conservation in respect of land used in
farming, or for the prevention of ero-
sion of land used in farming, but only
if such expenditures are made in the
furtherance of the business of farming.
More specifically, a farmer may deduct
expenditures made for these purposes
which are for (i) the treatment or mov-
ing of earth, (ii) the construction, con-
trol, and protection of diversion chan-
nels, drainage ditches, irrigation
ditches, earthen dams, watercourses,
outlets, and ponds, (iii) the eradication
of brush, and (iv) the planting of
windbreaks. Expenditures for the treat-
ment or moving of earth include but
are not limited to expenditures for lev-
eling, conditioning, grading, terracing,
contour furrowing, and restoration of
soil fertility. For rules relating to the
allocation of expenditures that benefit
both land used in farming and other
land of the taxpayer, see § 1.175–7.

(2) The following are examples of soil
and water conservation: (i) Con-
structing terraces, or the like, to de-
tain or control the flow of water, to
check soil erosion on sloping land, to
intercept runoff, and to divert excess
water to protected outlets; (ii) con-
structing water detention or sediment
retention dams to prevent or fill gul-
lies, to retard or reduce run-off of
water, or to collect stock water; and
(iii) constructing earthen floodways,
levies, or dikes, to prevent flood dam-
age to farmland.

(b) Expenditures not subject to section
175 treatment. (1) The method described
in section 175 applies only to expendi-
tures for nondepreciable items. Accord-
ingly, a taxpayer may not deduct ex-
penditures for the purchase, construc-
tion, installation, or improvement of
structures, appliances, or facilities
subject to the allowance for deprecia-
tion. Thus, the method does not apply
to depreciable nonearthen items such
as those made of masonry or concrete
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(see section 167). For example, expendi-
tures in respect of depreciable property
include those for materials, supplies,
wages, fuel, hauling, and dirt moving
for making structures such as tanks,
reservoirs, pipes, conduits, canals,
dams, wells, or pumps composed of ma-
sonry, concrete, tile, metal, or wood.
However, the method applies to ex-
penditures for earthen items which are
not subject to a depreciation allow-
ance. For example, expenditures for
earthen terraces and dams which are
nondepreciable are deductible under
section 175. For taxable years begin-
ning after December 31, 1959, in the
case of expenditures paid or incurred
by farmers for fertilizer, lime, etc., for
purposes other than soil or water con-
servation, see section 180 and the regu-
lations thereunder.

(2) The method does not apply to ex-
penses deductible apart from section
175. Adoption of the method is not nec-
essary in order to deduct such expenses
in full without limitation. Thus, the
method does not apply to interest (de-
ductible under section 163), nor to
taxes (deductible under section 164). It
does not apply to expenses for the re-
pair of completed soil or water con-
servation structures, such as costs of
annual removal of sediment from a
drainage ditch. It does not apply to ex-
penditures paid or incurred primarily
to produce an agricultural crop even
though they incidentally conserve soil.
Thus, the cost of fertilizing (the effec-
tiveness of which does not last beyond
one year) used to produce hay is de-
ductible without adoption of the meth-
od prescribed in section 175. For tax-
able years beginning after December 31,
1959, in the case of expenditures paid or
incurred by farmers for fertilizer, lime,
etc., for purposes other than soil or
water conservation, see section 180 and
the regulations thereunder. However,
the method would apply to expenses in-
curred to produce vegetation primarily
to conserve soil or water or to prevent
erosion. Thus, for example, the method
would apply to such expenditures as
the cost of dirt moving, lime, fertilizer,
seed and planting stock used in gulley
stabilization, or in stabilizing severely
eroded areas, in order to obtain a soil
binding stand of vegetation on raw or
infertile land.

(c) Assessments. The method applies
also to that part of assessments levied
by a soil or water conservation or
drainage district to reimburse it for its
expenditures which, if actually paid or
incurred during the taxable year by the
taxpayer directly, would be deductible
under section 175. Depending upon the
farmer’s method of accounting, the
time when the farmer pays or incurs
the assessment, and not the time when
the expenditures are paid or incurred
by the district, controls the time the
deduction must be taken. The provi-
sions of this paragraph may be illus-
trated by the following example:

Example. In 1955 a soil and water conserva-
tion district levies an assessment of $700
upon a farmer on the cash method of ac-
counting. The assessment is to reimburse the
district for its expenditures in 1954. The
farmer’s share of such expenditures is as fol-
lows: $400 for digging drainage ditches for
soil conservation and $300 for assets subject
to the allowance for depreciation. If the
farmer pays the assessment in 1955 and has
adopted the method of treating expenditures
for soil or water conservation as current ex-
penses under section 175, he may deduct in
1955 the $400 attributable to the digging of
drainage ditches as a soil conservation ex-
penditure subject to the 25-percent limita-
tion.

(74 Stat. 1001; 26 U.S.C. 180)

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6548, 26 FR 1487, Feb. 22,
1961; T.D. 7740, 45 FR 78634, Nov. 26, 1980]

§ 1.175–3 Definition of ‘‘the business of
farming.’’

The method described in section 175
is available only to a taxpayer engaged
in ‘‘the business of farming’’. A tax-
payer is engaged in the business of
farming if he cultivates, operates, or
manages a farm for gain or profit, ei-
ther as owner or tenant. For the pur-
pose of section 175, a taxpayer who re-
ceives a rental (either in cash or in
kind) which is based upon farm produc-
tion is engaged in the business of farm-
ing. However, a taxpayer who receives
a fixed rental (without reference to
production) is engaged in the business
of farming only if he participates to a
material extent in the operation or
management of the farm. A taxpayer
engaged in forestry or the growing of
timber is not thereby engaged in the
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business of farming. A person culti-
vating or operating a farm for recre-
ation or pleasure rather than a profit is
not engaged in the business of farming.
For the purpose of this section, the
term farm is used in its ordinary, ac-
cepted sense and includes stock, dairy,
poultry, fish, fruit, and truck farms,
and also plantations, ranches, ranges,
and orchards. A fish farm is an area
where fish are grown or raised, as op-
posed to merely caught or harvested;
that is, an area where they are artifi-
cially fed, protected, cared for, etc. A
taxpayer is engaged in ‘‘the business of
farming’’ if he is a member of a part-
nership engaged in the business of
farming. See paragraphs (a)(8)(i) and
(c)(1)(iv) of § 1.702–1.

[T.D. 6649, 28 FR 3762, Apr. 18, 1963]

§ 1.175–4 Definition of ‘‘land used in
farming.’’

(a) Requirements. For purposes of sec-
tion 175, the term land used in farming
means land which is used in the busi-
ness of farming and which meets both
of the following requirements:

(1) The land must be used for the pro-
duction of crops, fruits, or other agri-
cultural products, including fish, or for
the sustenance of livestock. The term
livestock includes cattle, hogs, horses,
mules, donkeys, sheep, goats, captive
fur-bearing animals, chickens, turkeys,
pigeons, and other poultry. Land used
for the sustenance of livestock includes
land used for grazing such livestock.

(2) The land must be or have been so
used either by the taxpayer or his ten-
ant at some time before or at the same
time as, the taxpayer makes the ex-
penditures for soil or water conserva-
tion or for the prevention of the ero-
sion of land. The taxpayer will be con-
sidered to have used the land in farm-
ing before making such expenditure if
he or his tenant has employed the land
in a farming use in the past. If the ex-
penditures are made by the taxpayer in
respect of land newly acquired from
one who immediately prior to the ac-
quisition was using it in farming, the
taxpayer will be considered to be using
the land in farming at the time that
such expenditures are made, if the use
which is made by the taxpayer of the
land from the time of its acquisition by
him is substantially a continuation of

its use in farming, whether for the
same farming use as that of the tax-
payer’s predecessor or for one of the
other uses specified in paragraph (a)(1)
of this section.

(b) Examples. The provisions of para-
graph (a) of this section may be illus-
trated by the following examples:

Example 1. A purchases an operating farm
from B in the autumn after B has harvested
his crops. Prior to spring plowing and plant-
ing when the land is idle because of the sea-
son, A makes certain soil and water con-
servation expenditures on this farm. At the
time such expenditures are made the land is
considered to be used by A in farming, and A
may deduct such expenditures under section
175, subject to the other requisite conditions
of such section.

Example 2. C acquires uncultivated land,
not previously used in farming, which he in-
tends to develop for farming. Prior to put-
ting this land into production it is necessary
for C to clear brush, construct earthen ter-
races and ponds, and make other soil and
water conservation expenditures. The land is
not used in farming at the same time that
such expenditures are made. Therefore, C
may not deduct such expenditures under sec-
tion 175.

Example 3. D acquires several tracts of land
from persons who had used such land imme-
diately prior to D’s acquisition for grazing
cattle. D intends to use the land for growing
grapes. In order to make the land suitable
for this use, D constructs earthen terraces,
builds drainage ditches and irrigation
ditches, extensively treats the soil, and
makes other soil and water conservation ex-
penditures. The land is considered to be used
in farming by D at the time he makes such
expenditures, even though it is being pre-
pared for a different type of farming activity
than that engaged in by D’s predecessors.
Therefore, D may deduct such expenditures
under section 175, subject to the other req-
uisite conditions of such section.

(c) Cross reference. For rules relating
to the allocation of expenditures that
benefit both land used in farming and
other land of the taxpayer, see § 1.175–7.

[T.D. 7740, 45 FR 78634, Nov. 26, 1980]

§ 1.175–5 Percentage limitation and
carryover.

(a) The limitation—(1) General rule.
The amount of soil and water conserva-
tion expenditures which the taxpayer
may deduct under section 175 in any
one taxable year is limited to 25 per-
cent of his ‘‘gross income from farm-
ing’’.
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(2) Definition of ‘‘gross income from
farming.’’ For the purpose of section
175, the term gross income from farming
means the gross income of the tax-
payer, derived in ‘‘the business of farm-
ing’’ as defined in § 1.175–3, from the
production of crops, fruits, or other ag-
ricultural products, including fish, or
from livestock (including livestock
held for draft, breeding, or dairy pur-
poses). It includes such income from
land used in farming other than that
upon which expenditures are made for
soil or water conservation or for the
prevention of erosion of land. It does
not include gains from sales of assets
such as farm machinery or gains from
the disposition of land. A taxpayer
shall compute his ‘‘gross income from
farming’’ in accordance with his ac-
counting method used in determining
gross income. (See the regulations
under section 61 relating to accounting
methods used by farmers in deter-
mining gross income.) The provisions
of this subparagraph may be illustrated
by the following example:

Example. A, who uses the cash receipts and
disbursements method of accounting, in-
cludes in his ‘‘gross income from farming’’
for purposes of determining the 25-percent
limitation the following items:
Proceeds from sale of his 1955 yield of corn ....... $10,000
Gain from disposition of old breeding cows re-

placed by younger cows .................................... 500

Total gross income from farming ............ 10,500

A must exclude from ‘‘gross income from
farming’’ the following items which are in-
cluded in his gross income:
Gain from sale of tractor ........................................ $100
Gain from sale of 40 acres of taxpayer’s farm ...... 8,000

Interest on loan to neighboring farmer .................. 100

(3) Deduction qualifies for net operating
loss deduction. Any amount allowed as a
deduction under section 175, either for
the year in which the expenditure is
paid or incurred or for the year to
which it is carried, is taken into ac-
count in computing a net operating
loss for such taxable year. If a deduc-
tion for soil or water conservation ex-
penditures has been taken into account
in computing a net operating loss
carryback or carryover, it shall not be
considered a soil or water conservation
expenditure for the year to which the

loss is carried, and therefore, is not
subject to the 25-percent limitation for
that year. The provisions of this sub-
paragraph may be illustrated by the
following example:

Example. Assume that in 1956 A has gross
income from farming of $4,000, soil and water
conservation expenditures of $1,600 and de-
ductible farm expenses of $3,500. Of the soil
and water conservation expenditures $1,000 is
deductible in 1956. The $600 in excess of 25
percent of A’s gross income from farming is
carried over into 1957. Assuming that A has
no other income, his deductions of $4,500
($1,000 plus $3,500) exceed his gross income of
$4,000 by $500. This $500 will constitute a net
operating loss which he must carry back two
years and carry forward five years, until it
has offset $500 of taxable income. No part of
this $500 net operating loss carryback or car-
ryover will be taken into account in deter-
mining the amount of soil and water con-
servation expenditures in the years to which
it is carried.

(b) Carryover of expenditures in excess
of deduction. The deduction for soil and
water conservation expenditures in any
one taxable year is limited to 25 per-
cent of the taxpayer’s gross income
from farming. The taxpayer may carry
over the excess of such expenditures
over 25 percent of his gross income
from farming into his next taxable
year, and, if not deductible in that
year, into the next year, and so on
without limit as to time. In deter-
mining the deductible amount of such
expenditures for any taxable year, the
actual expenditures of that year shall
be added to any such expenditures car-
ried over from prior years, before ap-
plying the 25-percent limitation. Any
such expenditures in excess of the de-
ductible amount may be carried over
during the taxpayer’s entire existence.
For this purpose in a farm partnership,
since the 25-percent limitation is ap-
plied to each partner, not the partner-
ship, the carryover may be carried for-
ward during the life of the partner. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. Assume the expenditures and in-
come shown in the following table:
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Year

Deductible soil
and water con-
servation ex-
penditures

Total

25
per-
cent
of

gross
in-

come
from
farm-
ing

Ex-
cess
to be
car-
ried
for-

ward

Paid
or in-
curred
during

tax-
able
year

Car-
ried
for-

ward
from
prior
year

1954 .................... $900 None $900 $800 $100
1955 .................... 1,000 $100 1,100 900 200
1956 .................... None 200 200 1,000 None

The deduction for 1954 is limited to $800. The
remainder, $100 ($900 minus $800), not being
deductible for 1954, is a carryover to 1955. For
1955, accordingly, the total of the expendi-
tures to be taken into account is $1,100 (the
$100 carryover and the $1,000 actually paid in
that year). The deduction for 1955 is limited
to $900, and the remainder of the $1,100 total,
or $200, is a carryover to 1956. The deduction
for 1956 consists solely of this carryover of
$200. Since the total expenditures, actual and
carried-over, for 1956 are less than 25 percent
of gross income from farming, there is no
carryover into 1957.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6649, 28 FR 3762, Apr. 18,
1963]

§ 1.175–6 Adoption or change of meth-
od.

(a) Adoption with consent. A taxpayer
may, without consent, adopt the meth-
od of treating expenditures for soil or
water conservation as expenses for the
first taxable year:

(1) Which begins after December 31,
1953, and ends after August 16, 1954, and

(2) For which soil or water conserva-
tion expenditures described in section
175(a) are paid or incurred.

Such adoption shall be made by claim-
ing the deduction on his income tax re-
turn. For a taxable year ending prior
to May 31, 1957, the adoption of the
method described in section 175 shall be
made by claiming the deduction on
such return for that year, or by claim-
ing the deduction on an amended re-
turn filed for that year on or before
August 30, 1957.

(b) Adoption with consent. A taxpayer
may adopt the method of treating soil
and water conservation expenditures as
provided by section 175 for any taxable
year to which the section is applicable
if consent is obtained from the district
director for the internal revenue dis-

trict in which the taxpayer’s return is
required to be filed.

(c) Change of method. A taxpayer who
has adopted the method of treating ex-
penditures for soil or water conserva-
tion, as provided by section 175, may
change from this method and capitalize
such expenditures made after the effec-
tive date of the change, if he obtains
the consent of the district director for
the internal revenue district in which
his return is required to be filed.

(d) Request for consent to adopt or
change method. Where the consent of
the district director is required under
paragraph (b) or (c) of this section, the
request for his consent shall be in writ-
ing, signed by the taxpayer or his au-
thorized representative, and shall be
filed not later than the date prescribed
by law for filing the income tax return
for the first taxable year to which the
adoption of, or change of, method is to
apply, or not later than August 20, 1957,
following their adoption, whichever is
later. The request shall:

(1) Set forth the name and address of
the taxpayer;

(2) Designate the first taxable year to
which the method or change of method
is to apply;

(3) State whether the method or
change of method is intended to apply
to all expenditures within the permis-
sible scope of section 175, or only to a
particular project or farm and, if the
latter, include such information as will
identify the project or farm as to which
the method or change of method is to
apply;

(4) Set forth the amount of all soil
and water conservation expenditures
paid or incurred during the first tax-
able year for which the method or
change of method is to apply; and

(5) State that the taxpayer will make
an accounting segregation in his books
and records of the expenditures to
which the election relates.

(e) Scope of method. Except with the
consent of the district director as pro-
vided in paragraph (b) or (c) of this sec-
tion, the taxpayer’s method of treating
soil and water conservation expendi-
tures described in section 175 shall
apply to all such expenditures for the
taxable year of adoption and all subse-
quent taxable years. Although a tax-
payer may have elected to deduct soil
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and water conservation expenditures,
he may request an authorization to
capitalize his soil and water conserva-
tion expenditures attributable to a spe-
cial project or single farm. Similarly, a
taxpayer who has not elected to deduct
such expenditures may request an au-
thorization to deduct his soil and water
conservation expenditures attributable
to a special project or single farm. The
authorization with respect to the spe-
cial project or single farm will not af-
fect the method adopted with respect
to the taxpayer’s regularly incurred
soil and water conservation expendi-
tures. No adoption of, or change of, the
method under section 175 will be per-
mitted as to expenditures actually paid
or incurred before the taxable year to
which the method or change of method
is to apply. Thus, if a taxpayer adopts
such method for 1956, he cannot deduct
any part of such expenditures which he
capitalized, or should have capitalized,
in 1955. Likewise, if a taxpayer who has
adopted such method has an unused
carryover of such expenditures in ex-
cess of the 25-percent limitation, and is
granted consent to capitalize soil and
water conservation expenditures begin-
ning in 1956, he cannot capitalize any
part of the unused carryover. The ex-
cess expenditures carried over continue
to be deductible to the extent of 25 per-
cent of the taxpayer’s gross income
from farming. No adjustment to the
basis of land shall be made under sec-
tion 1016 for expenditures to which the
method under section 175 applies. For
example, A has an unused carryover of
soil and water conservation expendi-
tures amounting to $5,000 as of Decem-
ber 31, 1956. On January 1, 1957, A sells
his farm and goes out of the business of
farming. The unused carryover of $5,000
cannot be added to the basis of the
farm for purposes of determining gain
or loss on its sale. In 1959, A purchases
another farm and resumes the business
of farming. In such year, A may deduct
the amount of the unused carryover to
the extent of 25 percent of his gross in-
come from farming and may carry over
any excess to subsequent years.

§ 1.175–7 Allocation of expenditures in
certain circumstances.

(a) General rule. If at the time the
taxpayer paid or incurred expenditures

for the purpose of soil or water con-
servation, or for the prevention of ero-
sion of land, it was reasonable to be-
lieve that such expenditures would di-
rectly and substantially benefit land of
the taxpayer which does not qualify as
‘‘land used in farming,’’ as defined in
§ 1.175–4, as well as land of the taxpayer
which does so qualify, then, for pur-
poses of section 175, only a part of the
taxpayer’s total expenditures is in re-
spect of ‘‘land used in farming.’’

(b) Method of allocation. The part of
expenditures allocable to ‘‘land used in
farming’’ generally equals the amount
which bears the same proportion to the
total amount of such expenditures as
the area of land of the taxpayer used in
farming which it was reasonable to be-
lieve would be directly and substan-
tially benefited as a result of the ex-
penditures bears to the total area of
land of the taxpayer which it was rea-
sonable to believe would be so bene-
fited. If it is established by clear and
convincing evidence that, in the light
of all the facts and circumstances, an-
other method of allocation is more rea-
sonable than the method provided in
the preceding sentence, the taxpayer
may allocate the expenditures under
that other method. For purposes of this
section, the term land of the taxpayer
means land with respect to which the
taxpayer has title, leasehold, or some
other substantial interest.

(c) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. A owns a 200-acre tract of land,
80 acres of which qualify as ‘‘land used in
farming.’’ A makes expenditures for the pur-
pose of soil and water conservation which
can reasonably be expected to directly and
substantially benefit the entire 200-acre
tract. In the absence of clear and convincing
evidence that a different allocation is more
reasonable, A may deduct 40 percent (80/200)
of such expenditures under section 175. The
same result would obtain if A had made the
expenditures after newly acquiring the tract
from a person who had used 80 of the 200
acres in farming immediately prior to A’s
acquisition.

Example 2. Assume the same facts as in Ex-
ample (1), except that A’s expenditures for
the purpose of soil and water conservation
can reasonably be expected to directly and
substantially benefit only the 80 acres which
qualify as land used in farming; any benefit
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to the other 120 acres would be minor and in-
cidental. A may deduct all of such expendi-
tures under section 175.

Example 3. Assume the same facts as in Ex-
ample (1), except that A’s expenditures for
the purpose of soil and water conservation
can reasonably be expected to directly and
substantially benefit only the 120 acres
which do not qualify as land used in farming.
A may not deduct any of such expenditures
under section 175. The same result would ob-
tain even if A had leased the 200-acre tract to
B in the expectation that B would farm the
entire tract.

[T.D. 7740, 45 FR 78635, Nov. 26, 1980]

§ 1.177–1 Election to amortize trade-
mark and trade name expenditures.

(a) In general. (1) Section 177 provides
that a taxpayer may elect to treat any
trademark or trade name expenditure
(defined in section 177(b) and paragraph
(b) of this section) paid or incurred dur-
ing a taxable year beginning after De-
cember 31, 1955, as a deferred expense.
Any expenditure so treated shall be al-
lowed as a deduction ratably over the
number of continuous months (not less
than 60) selected by the taxpayer, be-
ginning with the first month of the
taxable year in which the expenditure
is paid or incurred. The term paid or in-
curred, as used in section 177 and this
section, is to be construed according to
the method of accounting used by the
taxpayer in computing taxable income.
See section 7701(a)(25). An election
under section 177 is irrevocable insofar
as it applies to a particular trademark
or trade name expenditure, but sepa-
rate elections may be made with re-
spect to other trademark or trade
name expenditures. See subparagraph
(3) of this paragraph. See also para-
graph (c) of this section for time and
manner of making election.

(2) The number of continuous months
selected by the taxpayer may be equal
to or greater, but not less than 60, but
in any event the deduction must begin
with the first month of the taxable
year in which the expenditure is paid
or incurred. The number of months se-
lected by the taxpayer at the time he
makes the election may not be subse-
quently changed but shall be adhered
to in computing taxable income for the
taxable year for which the election is
made and all subsequent taxable years.

(3) Section 177 permits an election by
the taxpayer for each separate trade-
mark or trade name expenditure. Thus,
a taxpayer who has several trademark
or trade name expenditures in a tax-
able year may elect under section 177
with respect to some of such expendi-
tures and not elect with respect to the
other expenditures. Also, a taxpayer
may choose different amortization pe-
riods for different trademark or trade
name expenditures with respect to
which he has made the election under
section 177.

(4) All trademark and trade name ex-
penditures are properly chargeable to
capital account for purposes of section
1016(a)(1), relating to adjustments to
basis of property, whether or not they
are to be amortized under section 177.
However, the trademark and trade
name expenditures with respect to
which the taxpayer has made an elec-
tion under section 177 must be kept in
a separate account in the taxpayer’s
books and records. See paragraph (c) of
this section. See also section 1016(a)(16)
and paragraph (m) of § 1.1016–5 for ad-
justments to basis of property for
amounts allowed as deductions under
section 177 and this section.

(b) Trademark and trade name expendi-
tures defined. (1) The term trademark
and trade name expenditures, as used in
section 177 and this section, means any
expenditure which:

(i) Is directly connected with the ac-
quisition, protection, expansion, reg-
istration (Federal, State, or foreign),
or defense of a trademark or trade
name;

(ii) Is chargeable to capital account;
and

(iii) Is not part of the consideration
or purchase price paid for a trademark,
trade name, or a business (including
goodwill) already in existence.

An expenditure which fails to meet one
or more of these tests is not a trade-
mark or trade name expenditure for
purposes of section 177 and this section.

Amounts paid in connection with the
acquisition of an existing trademark or
trade name may not be amortized
under section 177 even though such
amounts may be paid to protect or ex-
pand a previously owned trademark or
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trade name through purchase of a com-
petitive trademark. Similarly, the pro-
visions of section 177 and this section
are not applicable to expenditures paid
or incurred for an agreement to dis-
continue the use of a trademark or
trade name (if the effect of the agree-
ment is the purchase of a trademark or
trade name) nor to expenditures paid
or incurred in acquiring franchises or
rights to the use of a trademark or
trade name. Generally, section 177 will
apply to expenditures such as legal fees
and other costs in connection with the
acquisition of a certificate of registra-
tion of a trademark from the United
States or other government, artists’
fees and similar expenses connected
with the design of a distinctive mark
for a product or service, litigation ex-
penses connected with infringement
proceedings, and costs in connection
with the preparation and filing of an
application for renewal of registration
and continued use of a trademark.

(2) Expenditures for a trademark or
trade name which has a determinable
useful life and which would otherwise
be depreciable under section 167 must
be deferred and amortized under sec-
tion 177 if an election under section 177
is made with respect to such expendi-
tures.

(3) The following examples illustrate
the application of section 177:

Example 1. X Corporation engages an artist
to design a distinctive trademark for its
product. At the same time it retains an at-
torney to prepare the papers necessary for
registration of this trademark with the Fed-
eral Government. The fees of both the artist
and the attorney may be amortized under
section 177 over a period of not less than 60
continuous months.

Example 2. Y Corporation wishes to expand
the market served by its product. It acquires
a competing firm in a neighboring State. The
contract of sale provides for a purchase price
of $250,000 of which $225,000 shall constitute
payment for physical assets and $25,000 for
the trademark and goodwill. No part of the
purchase price may be amortized under sec-
tion 177.

Example 3. M Corporation brings suit
against N Corporation for infringement of
M’s trademark. The costs of this litigation
may be amortized under section 177.

(c) Time and manner of making elec-
tion. (1) A taxpayer who elects to defer
and amortize any trademark or trade
name expenditure paid or incurred dur-

ing a taxable year beginning after De-
cember 31, 1955, shall, within the time
prescribed by law (including extensions
thereof) for filing his income tax re-
turn for that year, attach to his in-
come tax return a statement signifying
his election under section 177 and set-
ting forth the following:

(i) Name and address of the taxpayer,
and the taxable year involved;

(ii) An identification of the character
and amount of each expenditure to
which the election applies and the
number of continuous months (not less
than 60) during which the expenditures
are to be ratably deducted; and

(iii) A declaration by the taxpayer
that he will make an accounting seg-
regation on his books and records of
the trademark and trade name expendi-
tures for which the election has been
made, sufficient to permit an identi-
fication of the character and amount of
each such expenditure and the amorti-
zation period selected for each expendi-
ture.

(2) The provisions of subparagraph (1)
of this paragraph shall apply to income
tax returns and statements required to
be filed after May 4, 1960. Elections
properly made in accordance with the
provisions of Treasury Decision 6209,
approved October 26, 1956 (21 FR 8319,
C.B. 1956–2, 1370), continue in effect.

§ 1.178–1 Depreciation or amortization
of improvements on leased property
and cost of acquiring a lease.

(a) In general. Section 178 provides
rules for determining the amount of
the deduction allowable for any taxable
year to a lessee for depreciation or am-
ortization of improvements made on
leased property and as amortization of
the cost of acquiring a lease. For pur-
poses of section 178 the term deprecia-
tion means the deduction allowable for
exhaustion, wear and tear, or obsoles-
cence under provisions of the Code such
as section 167 or 611 and the regulations
thereunder and the term amortization
means the deduction allowable for am-
ortization of buildings or other im-
provements made on leased property or
for amortization of the cost of acquir-
ing a lease under provisions of the Code
such as section 162 or 212 and the regu-
lations thereunder. The provisions of
section 178 are applicable with respect
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to costs of acquiring a lease incurred,
and improvements begun, after July 28,
1958, other than improvements which,
on July 28, 1958, and at all times there-
after, the lessee was under a binding
legal obligation to make.

(b) Determination of amount of deduc-
tion. (1) In determining the amount of
the deduction allowable to a lessee
(other than a lessee who is related to
the lessor within the meaning of § 1.178–
2) for any taxable year for depreciation
or amortization of improvements made
on leased property, or for amortization
in respect of the cost of acquiring a
lease, the term of the lease shall, ex-
cept as provided in subparagraph (2) of
this paragraph, be treated as including
all periods for which the lease may be
renewed, extended, or continued pursu-
ant to an option or options exercisable
by the lessee (whether or not specifi-
cally provided for in the lease) if:

(i) In the case of any building erect-
ed, or other improvements made, by
the lessee on the leased property, the
portion of the term of the lease (ex-
cluding all periods for which the lease
may subsequently be renewed, ex-
tended, or continued pursuant to an op-
tion or options exercisable by the les-
see) remaining upon the completion of
such building or other improvements is
less than 60 percent of the estimated
useful life of such building or other im-
provements; or

(ii) In the case of any cost of acquir-
ing the lease, less than 75 percent of
such cost is attributable to the portion
of the term of the lease (excluding all
periods for which the lease may be re-
newed, extended, or continued pursu-
ant to an option or options exercisable
by the lessee) remaining on the date of
its acquisition.

(2) The rules provided in subpara-
graph (1) of this paragraph shall not
apply if the lessee establishes that, as
of the close of the taxable year, it is
more probable that the lease will not
be renewed, extended, or continued
than that the lease will be renewed, ex-
tended, or continued. In such case, the
cost of improvements made on leased
property or the cost of acquiring a
lease shall be amortized over the re-
maining term of the lease without re-
gard to any options exercisable by the
lessee to renew, extend, or continue the

lease. The probability test referred to
in the first sentence of this subpara-
graph shall be applicable to each op-
tion period to which the lease may be
renewed, extended, or continued. The
establishment by a lessee as of the
close of the taxable year that it is
more probable that the lease will not
be renewed, extended, or continued will
ordinarily be effective as of the close of
such taxable year and any subsequent
taxable year, and the deduction for am-
ortization will be based on the term of
the lease without regard to any periods
for which the lease may be renewed, ex-
tended, or continued pursuant to an op-
tion or options exercisable by the les-
see. However, in appropriate cases, if
the facts as of the close of any subse-
quent taxable year indicate that it is
more probable that the lease will be re-
newed, extended, or continued, the de-
duction for amortization (or deprecia-
tion) shall, beginning with the first day
of such subsequent taxable year, be de-
termined by including in the remaining
term of the lease all periods for which
it is more probable that the lease will
be renewed, extended, or continued.

(3) If at any time the remaining term
of the lease determined in accordance
with section 178 and this section is
equal to or of longer duration than the
then estimated useful life of the im-
provements made on the leased prop-
erty by the lessee, the cost of such im-
provements shall be depreciated over
the estimated useful life of such im-
provements under the provisions of sec-
tion 167 and the regulations there-
under.

(4) For purposes of section 178(a)(1)
and this section, the date on which the
building erected or other improve-
ments made are completed is the date
on which the building or improvements
are usable, whether or not used.

(5)(i) For purposes of section 178(a)(2)
and this section, the portion of the cost
of acquiring a lease which is attrib-
utable to the term of the lease remain-
ing on the date of its acquisition with-
out regard to options exercisable by
the lessee to renew, extend, or continue
the lease shall be determined on the
basis of the facts and circumstances of
each case. In some cases, it may be ap-
propriate to determine such portion of
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the cost of acquiring a lease by apply-
ing the principles used to measure the
present value of an annuity. Where
that method is used, such portion shall
be determined by multiplying the cost
of the lease by a fraction, the numer-
ator comprised of a factor representing
the present value of an annually recur-
ring savings of $1 per year for the pe-
riod of the remaining term of the lease
(without regard to options to renew,
extend, or continue the lease) at an ap-
propriate rate of interest (determined
on the basis of all the facts and cir-
cumstances in each case), and the de-
nominator comprised of a factor rep-
resenting the present value of $1 per
year for the period of the remaining
term of the lease including the options
to renew, extend, or continue the lease
at an appropriate rate of interest.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. Lessee A acquires a lease with re-
spect to unimproved property at a cost of
$100,000 at which time there are 21 years re-
maining in the original term of the lease
with two renewal options of 21 years each.
The lease provides for a uniform annual rent-
al for the remaining term of the lease and
the renewal periods. It has been determined
that this is an appropriate case for the appli-
cation of the principles used to measure the
present value of an annuity. Assume that in
this case the appropriate rate of interest is 5
percent. By applying the tables (Inwood)
used to measure the present value of an an-
nuity of $1 per year, the factor representing
the present value of $1 per annum for 21
years at 5% is ascertained to be 12.821, and
the factor representing the present value of
$1 per annum for 63 years at 5% is 19.075. The
portion of the cost of the lease ($100,000) at-
tributable to the remaining term of the
original lease (21 years) is 67.21% or $67,210
determined as follows:

12.821/19.075 or 67.21%.

(6) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. Lessee A constructs a building
on land leased from lessor B. The construc-
tion is commenced on August 1, 1958, and is
completed and placed in service on December
31, 1958, at which time A has 15 years remain-
ing on his lease with an option to renew for
an additional 20 years. Lessee A computes
his taxable income on a calendar year basis.
Lessee A was not, on July 28, 1958, under a
binding legal obligation to erect the build-

ing. The building has an estimated useful life
of 30 years. A is not related to B. Since the
portion of the term of the lease (without re-
gard to any renewals) remaining upon com-
pletion of the building (15 years) is less than
60 percent of the estimated useful life of the
building (60 percent of 30 years, or 18 years),
the term of the lease shall be treated as in-
cluding the remaining portion of the original
lease period and the renewal period, or 35
years. Since the estimated useful life of the
building (30 years) is less than 35 years, the
cost of the building shall, in accord with
paragraph (b)(3) of this section, be depre-
ciated under the provisions of section 167,
over its estimated useful life. If, however,
lessee A establishes, as of the close of the
taxable year 1958, it is more probable that
the lease will not be renewed than that it
will be renewed, then in such case the re-
maining term of the lease shall be treated as
including only the 15-year period remaining
in the original lease. Since this is less than
the estimated useful life of the building, the
remaining cost of the building would be am-
ortized over such 15-year period under the
provisions of section 162 and the regulations
thereunder.

Example 2. Assume the same facts as in Ex-
ample (1), except that A has 21 years remain-
ing on his lease with an option to renew for
an additional 10 years. Section 178(a) and
paragraph (b)(1) of this section do not apply
since the term of the lease remaining on the
date of completion of the building (21 years)
is not less than 60 percent of the estimated
useful life of the building (60 percent of 30
years, or 18 years).

Example 3. Assume the same facts as in Ex-
ample (1), except that A has no renewal op-
tion until July 1, 1961, when lessor B grants
A an option to renew the lease for a 10-year
period. Because there is no option to renew
the lease, the term of the lease is, for the
taxable years 1959 and 1960 and for the first
six months of the taxable year 1961, deter-
mined without regard to section 178(a). How-
ever, as of July 1, 1961, the date the renewal
option is granted, section 178(a) and para-
graph (b)(1) of this section become applicable
since the portion of the term of the lease re-
maining upon completion of the building (15
years) was less than 60 percent of the esti-
mated useful life of the building (60 percent
of 30 years, or 18 years). As of July 1, 1961,
the term of the lease shall be treated as in-
cluding the remaining portion of the original
lease period (12 1/2 years) and the 10-year re-
newal period, or 22 1/2 years, unless lessee A
can establish that, as of the close of 1961, it
is more probable that the lease will not be
renewed than that it will be.

Example 4. On January 1, 1959, lessee A pays
$10,000 to acquire a lease for 20 years with
two options exercisable by him to renew for
periods of 5 years each. Of the total $10,000
cost to acquire the lease, $7,000 was paid for
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the original 20-year lease period and the
balance of $3,000 was paid for the renewal op-
tions. Since the $7,000 cost of acquiring the
initial lease is less than 75 percent of the
$10,000 cost of the lease ($7,500), the term of
the lease shall be treated as including the
original lease period and the 2 renewal peri-
ods, or 30 years. However, if lessee A estab-
lishes that, as of the close of the taxable
year 1959, it is more probable that the lease
will not be renewed than that it will be re-
newed, the term of the lease shall be treated
as including only the original lease period,
or 20 years.

Example 5. Assume the same facts as in Ex-
ample (4), except that the portion of the total
cost ($10,000) paid for the 20-year original
lease period is $8,000. Since the $8,000 cost of
acquiring the original lease is not less than
75 percent of the $10,000 cost of the lease
($7,500), section 178(a) and paragraph (b)(1) of
this section do not apply.

(c) Application of section 178(a) where
lessee gives notice to lessor of intention to
exercise option. (1) If the lessee has
given notice to the lessor of his inten-
tion to renew, extend, or continue a
lease, the lessee shall, for purposes of
applying the provisions of section
178(a) and paragraph (b)(1) of this sec-
tion, take into account such renewal or
extension in determining the portion of
the term of the lease remaining upon
the completion of the improvements or
on the date of the acquisition of the
lease.

(2) The application of the provisions
of this paragraph may be illustrated by
the following examples:

Example 1. Lessee A constructs a building
on land leased from lessor B. The construc-
tion was commenced on September 1, 1958,
and was completed and placed in service on
December 31, 1958. Lessee A was not, on July
28, 1958, under a binding legal obligation to
erect the building. A and B are not related.
At the time the building was completed (De-
cember 31, 1958), lessee A had 3 years remain-
ing on his lease with 2 options to renew for
periods of 20 years each. The estimated use-
ful life of the building is 50 years. Prior to
completion of the building, lessee A gives no-
tice to lessor B of his intention to exercise
the first 20-year option. Therefore, the por-
tion of the term of the lease remaining on
January 1, 1959, shall be the 3 years remain-
ing in the original lease period plus the 20-
year renewal period, or 23 years. Since the
term of the lease remaining upon completion
of the building (23 years) is less than 60 per-
cent of the estimated useful life of the build-
ing (60 percent of 50 years, or 30 years), the
provisions of section 178(a) and paragraph
(b)(1) of this section are applicable. Accord-

ingly, the term of the lease shall be treated
as including the aggregate of the remaining
term of the original lease (23 years) and the
second 20-year renewal period or 43 years,
unless lessee A establishes that it is more
probable that the lease will not be renewed,
extended, or continued under the second 20-
year option than that it will be so renewed,
extended, or continued under such option. If
this is established by lessee A, then the term
of the lease shall be treated as including
only the remaining portion of the original
lease period and the first 20-year renewal pe-
riod, or 23 years.

Example 2. Assume the same facts as in Ex-
ample (1), except that the estimated useful
life of the building is 30 years. Since the
term of the lease remaining upon completion
of the building (23 years) is not less than 60
percent of the estimated life of the building
(60 percent of 30 years, or 18 years), the pro-
visions of section 178(a) and paragraph (b)(1)
of this section do not apply.

Example 3. If in Examples (1) and (2), the les-
see failed to give notice of his intention to
exercise the renewal option, the renewal pe-
riod would not be taken into account in com-
puting the percentage requirements under
section 178(a) and paragraph (b)(1) of this
section. Thus, unless lessee A establishes the
required probability, the provisions of sec-
tion 178(a) and paragraph (b)(1) of this sec-
tion would apply in both examples since the
term of the lease remaining upon completion
of the building (3 years) is less than 60 per-
cent of the estimated useful life of the build-
ing in either example (60 percent of 50 years,
or 30 years; 60 percent of 30 years, or 18
years).

(d) Application of section 178 where les-
see is related to lessor. (1)(i) If the lessee
and lessor are related persons within
the meaning of section 178(b)(2) and
§ 1.178–2 at any time during the taxable
year, the lease shall be treated as in-
cluding a period of not less duration
than the remaining estimated useful
life of improvements made by the les-
see on leased property for purposes of
determining the amount of deduction
allowable to the lessee for such taxable
year for depreciation or amortization
in respect of any building erected or
other improvements made on leased
property. If the lessee and lessor cease
to be related persons during any tax-
able year, then for the immediately
following and subsequent taxable years
during which they continue to be unre-
lated, the amount allowable to the les-
see as a deduction shall be determined
without reference to section 178(b) and
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in accordance with section 178(a) or
section 178(c), whichever is applicable.

(ii) Although the related lessee and
lessor rule of section 178(b) and § 1.178–
2 does not apply in determining the pe-
riod over which the cost of acquiring a
lease may be amortized, the relation-
ship between a lessee and lessor will be
a significant factor in applying section
178 (a) and (c) in cases in which the
lease may be renewed, extended, or
continued pursuant to an option or op-
tions exercisable by the lessee.

(2) The application of the provisions
of this paragraph may be illustrated by
the following examples:

Example 1. Lessee A constructs a building
on land leased from lessor B. The construc-
tion was commenced on August 1, 1958, and
was completed and put in service on Decem-
ber 31, 1958. Lessee A was not on July 28, 1958,
under a binding legal obligation to erect the
building. On the completion date of the
building, lessee A had 20 years remaining in
his original lease period with an option to
renew for an additional 20 years. The build-
ing has an estimated useful life of 50 years.
During the taxable years 1959 and 1960, A and
B are related persons within the meaning of
section 178(b)(2) and § 1.178–2, but they are
not related persons at any time during the
taxable year 1961 or during any subsequent
taxable year. Since A and B are related per-
sons during the taxable years 1959 and 1960,
the term of the lease shall, for each of those
years, be treated as 50 years. Section 178(a)
and paragraph (b)(1) of this section become
applicable in the taxable year 1961 since A
and B are not related persons at any time
during that year and because the portion of
the original lease period remaining at the
time the building was completed (20 years) is
less than 60 percent of the estimated useful
life of the building (60 percent of 50 years, or
30 years). Thus, the term of the lease shall,
beginning on January 1, 1961, be treated as
including the remaining portion of the origi-
nal lease period (18 years) and the renewal
period (20 years), or 38 years, unless lessee A
can establish that, as of the close of the tax-
able year 1961 or any subsequent taxable
year, it is more probable that the lease will
not be renewed than that it will be renewed.
Example 2. Assume the same facts as in Ex-
ample (1), except that the estimated useful
life of the building is 30 years. During the
taxable years 1959 and 1960, the term of the
lease shall be treated as 30 years. For the
taxable year 1961, however, neither section
178(a) nor section 178(b) apply since the per-
centage requirement of section 178(a) and
paragraph (b) of this section are not satisfied

and A and B are not related persons within
the meaning of section 178(b)(2) and § 1.178–2.

[T.D. 6520, 25 FR 13689, Dec. 24, 1960]

§ 1.178–2 Related lessee and lessor.

(a) For purposes of section 178 and
§ 1.178–1, a lessor and lessee shall be
considered to be related persons if:

(1) The lessor and lessee are members
of an affiliated group, as defined in sec-
tion 1504 and the regulations there-
under; or

(2) The relationship between the les-
sor and lessee is one described in sec-
tion 267(b), except that the phrase ‘‘80
percent or more’’ shall be substituted
for the phrase ‘‘more than 50 percent’’
wherever such phrase appears in sec-
tion 267(b).

(b) In the application of section 267(b)
for purposes of section 178, the rules
provided in section 267(c) shall apply,
except that the family of an individual
shall include only his spouse, ances-
tors, and lineal descendants. Thus, if
the lessee is the brother or sister of the
lessor, the lessee and lessor will not be
considered to be related persons for
purposes of section 178 and § 1.178–1. If
the lessor leases property to a corpora-
tion of which he owns 80 percent or
more in value of the outstanding stock,
the lessor and lessee shall be consid-
ered to be related persons. On the other
hand, if the lessor leases property to a
corporation of which he owns less than
80 percent in value of the outstanding
stock and his brother owns the remain-
ing stock, the lessor and lessee will not
be considered to be related persons.

(c) If a relationship described in sec-
tion 267(b) exists independently of fam-
ily status, the brother-sister exception
does not apply. For example, if the les-
sor leases property to the fiduciary of a
trust of which he is the grantor, the
lessor and lessee will be considered to
be related persons for purposes of sec-
tion 178. This result obtains whether or
not the fiduciary is the brother or sis-
ter of the lessor since the disqualifying
relationship exists because of the
grantor-fiduciary status and not be-
cause of family status.

[T.D. 6520, 25 FR 13691, Dec. 24, 1960]
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§ 1.178–3 Reasonable certainty test.
(a) In any case in which neither sec-

tion 178 (a) nor (b) applies, the deter-
mination as to the amount of the de-
duction allowable to a lessee for any
taxable year for depreciation or amor-
tization in respect of any building
erected, or other improvements made,
on leased property, or in respect of any
cost of acquiring a lease, shall be made
with reference to the original term of
the lease (excluding any period for
which the lease may subsequently be
renewed, extended, or continued pursu-
ant to an option exercisable by the les-
see) unless the lease has been renewed,
extended, or continued, or the facts
show with reasonable certainty that
the lease will be renewed, extended, or
continued. In a case in which the facts
show with reasonable certainty that
the lease will be renewed, extended, or
continued, the term of the lease shall,
beginning with the taxable year in
which such reasonable certainty is
shown, be treated as including the pe-
riod or periods for which it is reason-
ably certain that the lease will be re-
newed, extended, or continued. If the
lessee has given notice to the lessor of
his intention to renew, extend, or con-
tinue a lease, the lease shall be consid-
ered as renewed, extended, or contin-
ued for the periods specified in the no-
tice. See paragraph (c) of § 1.178–1.

(b) The reasonable certainty test is
applicable to each option to which the
lease is subject. Thus, in a case of two
successive options, the facts in a par-
ticular taxable year may show with
reasonable certainty that the lease will
be renewed pursuant to an exercise of
only the first option; and, beginning
with such year, the term of the lease
will be treated as including the first
option, but not the second. If in a sub-
sequent taxable year the facts show
with reasonable certainty that the sec-
ond option will also be exercised, the
term of the lease shall, beginning with
such subsequent taxable year, be treat-
ed as including both options. Although
the related lessee and lessor rule of sec-
tion 178(b) and paragraph (d) of § 1.178–
1 does not apply in determining the pe-
riod over which the cost of acquiring a
lease may be amortized, the relation-
ship between the lessee and lessor will
be a significant factor in determining

whether the ‘‘reasonable certainty’’
rule of section 178(c) and this section
applies.

(c) The application of the provisions
of this section may be illustrated by
the following examples:

Example 1. Corporation A leases land from
lessor B for a period of 30 years beginning
with January 1, 1958. Corporation A and les-
sor B are not related persons. The lease pro-
vides that Corporation A will have two re-
newal options of 5 years each at the same an-
nual rental as specified in the lease for the
initial 30 years. Corporation A constructs a
factory building on the leased land at a cost
of $100,000. Corporation A was not, on July
28, 1958, under a binding legal obligation to
erect the building. The construction was
commenced on August 1, 1958, and was com-
pleted and placed in service on December 31,
1958. On January 1, 1959, Corporation A has 29
years remaining in the initial term of the
lease. The estimated useful life of the build-
ing on January 1, 1959, is 40 years. The loca-
tion of the leased property is particularly
suitable for Corporation A’s business and the
annual rental of the property is lower than A
would have to pay for other suitable prop-
erty. No factors are present which establish
that these conditions will not continue to
exist beyond the initial term of the lease.
Since the period remaining in the initial
term of the lease on January 1, 1959 (29
years) is not less than 60 percent of the esti-
mated useful life of the building (60 percent
of 40 years, or 24 years), the provisions of
section 178(a) and paragraph (b)(1) of § 1.178–
1 do not apply, and since Corporation A and
lessor B are not related, section 178(b) and
paragraph (d) of § 1.178–1 do not apply. How-
ever, since the facts show with reasonable
certainty that Corporation A will renew the
lease for the period of the two options (10
years), the cost of the building shall be am-
ortized over the term of the lease, including
the two renewal options, or 39 years.

Example 2. Assume the same facts as in Ex-
ample (1), except that a term of 30 years is
the longest period that lessor B is willing to
lease the unimproved property; that there
was no agreement that Corporation A will
have any renewal options; and that any
other location would be as suitable for Cor-
poration A’s business as the leased property.
Since the facts do not show with reasonable
certainty that the initial term of the lease
will be renewed, extended, or continued, Cor-
poration A shall amortize the cost of the
building over the remaining term of the
lease, or 29 years.

[T.D. 6520, 25 FR 13691, Dec. 24, 1960]
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§ 1.179–0 Table of contents for section
179 expensing rules.

This section lists captioned para-
graphs contained in §§ 1.179–1 through
1.179–6.

§ 1.179–1 Election to Expense Certain
Depreciable Assets

(a) In general.
(b) Cost subject to expense.
(c) Proration not required.

(1) In general.
(2) Example.

(d) Partial business use.
(1) In general.
(2) Example.
(3) Additional rules that may apply.

(e) Change in use; recapture.
(1) In general.
(2) Predominant use.
(3) Basis; application with section 1245.
(4) Carryover of disallowed deduction.
(5) Example.

(f) Basis.
(1) In general.
(2) Special rules for partnerships and S cor-

porations.
(3) Special rules with respect to trusts and

estates which are partners or S corpora-
tion shareholders.

(g) Disallowance of the section 38 credit.
(h) Partnerships and S corporations.

(1) In general.
(2) Example.

(i) Leasing of section 179 property.
(1) In general.
(2) Noncorporate lessor.

(j) Application of sections 263 and 263A.
(k) Cross references.

§ 1.179–2 Limitations on Amount Subject to
Section 179 Election

(a) In general.
(b) Dollar limitation.

(1) In general.
(2) Excess section 179 property.
(3) Application to partnerships.
(i) In general.
(ii) Example.
(iii) Partner’s share of section 179 expenses.
(iv) Taxable year.
(v) Example.
(4) S corporations.
(5) Joint returns.
(i) In general.
(ii) Joint returns filed after separate re-

turns.
(iii) Example.
(6) Married individuals filing separately.
(i) In general.
(ii) Example.
(7) Component members of a controlled

group.
(i) In general.
(ii) Statement to be filed.

(iii) Revocation.
(c) Taxable income limitation.

(1) In general.
(2) Application to partnerships and part-

ners.
(i) In general.
(ii) Taxable year.
(iii) Example.
(iv) Taxable income of a partnership.
(v) Partner’s share of partnership taxable

income.
(3) S corporations and S corporation share-

holders.
(i) In general.
(ii) Taxable income of an S corporation.
(iii) Shareholder’s share of S corporation

taxable income.
(4) Taxable income of a corporation other

than an S corporation.
(5) Ordering rule for certain circular prob-

lems.
(i) In general.
(ii) Example.
(6) Active conduct by the taxpayer of a

trade or business.
(i) Trade or business.
(ii) Active conduct.
(iii) Example.
(iv) Employees.
(7) Joint returns.
(i) In general.
(ii) Joint returns filed after separate re-

turns.
(8) Married individuals filing separately.

(d) Examples.

§ 1.179–3 Carryover of Disallowed Deduction

(a) In general.
(b) Deduction of carryover of disallowed de-

duction.
(1) In general.
(2) Cross references.

(c) Unused section 179 expense allowance.
(d) Example.
(e) Recordkeeping requirement and ordering

rule.
(f) Dispositions and other transfers of section

179 property.
(1) In general.
(2) Recapture under section 179(d)(10).

(g) Special rules for partnerships and S cor-
porations.

(1) In general.
(2) Basis adjustment.
(3) Dispositions and other transfers of sec-

tion 179 property by a partnership or an
S corporation.

(4) Example.
(h) Special rules for partners and S corpora-

tion shareholders.
(1) In general.
(2) Dispositions and other transfers of a

partner’s interest in a partnership or a
shareholder’s interest in an S corpora-
tion.

(3) Examples.
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§ 1.179–4 Definitions

(a) Section 179 property.
(b) Section 38 property.
(c) Purchase.
(d) Cost.
(e) Placed in service.
(f) Controlled group of corporations and com-

ponent member of controlled group.

§ 1.179–5 Time and Manner of Making Election

(a) Election.
(b) Revocation.

§ 1.179–6 Effective Date

[T.D. 8455, 57 FR 61316, Dec. 24, 1992]

§ 1.179–1 Election to expense certain
depreciable assets.

(a) In general. Section 179(a) allows a
taxpayer to elect to expense the cost
(as defined in § 1.179–4(d)), or a portion
of the cost, of section 179 property (as
defined in § 1.179–4(a)) for the taxable
year in which the property is placed in
service (as defined in § 1.179–4(e)). The
election is not available for trusts, es-
tates, and certain noncorporate lessors.
See paragraph (i)(2) of this section for
rules concerning noncorporate lessors.
However, section 179(b) provides cer-
tain limitations on the amount that a
taxpayer may elect to expense in any
one taxable year. See §§ 1.179–2 and
1.179–3 for rules relating to the dollar
and taxable income limitations and the
carryover of disallowed deduction
rules. For rules describing the time and
manner of making an election under
section 179, see § 1.179–5. For the effec-
tive date, see § 1.179–6.

(b) Cost subject to expense. The ex-
pense deduction under section 179 is al-
lowed for the entire cost or a portion of
the cost of one or more items of section
179 property. This expense deduction is
subject to the limitations of section
179(b) and § 1.179–2. The taxpayer may
select the properties that are subject
to the election as well as the portion of
each property’s cost to expense.

(c) Proration not required—(1) In gen-
eral. The expense deduction under sec-
tion 179 is determined without any pro-
ration based on—

(i) The period of time the section 179
property has been in service during the
taxable year; or

(ii) The length of the taxable year in
which the property is placed in service.

(2) Example. The following example il-
lustrates the provisions of paragraph
(c)(1) of this section.

Example. On December 1, 1991, X, a cal-
endar-year corporation, purchases and places
in service section 179 property costing
$20,000. For the taxable year ending Decem-
ber 31, 1991, X may elect to claim a section
179 expense deduction on the property (sub-
ject to the limitations imposed under section
179(b)) without proration of its cost for the
number of days in 1991 during which the
property was in service.

(d) Partial business use—(1) In general.
If a taxpayer uses section 179 property
for trade or business as well as other
purposes, the portion of the cost of the
property attributable to the trade or
business use is eligible for expensing
under section 179 provided that more
than 50 percent of the property’s use in
the taxable year is for trade or busi-
ness purposes. The limitations of
section179(b) and § 1.179–2 are applied to
the portion of the cost attributable to
the trade or business use.

(2) Example. The following example il-
lustrates the provisions of paragraph
(d)(1) of this section.

Example. A purchases section 179 property
costing $10,000 in 1991 for which 80 percent of
its use will be in A’s trade or business. The
cost of the property adjusted to reflect the
business use of the property is $8,000 (80 per-
cent × $10,000). Thus, A may elect to expense
up to $8,000 of the cost of the property (sub-
ject to the limitations imposed under section
179(b) and § 1.179–2).

(3) Additional rules that may apply. If
a section 179 election is made for ‘‘list-
ed property’’ within the meaning of
section 280F(d)(4) and there is personal
use of the property, section 280F(d)(1),
which provides rules that coordinate
section 179 with the section 280F limi-
tation on the amount of depreciation,
may apply. If section 179 property is no
longer predominantly used in the tax-
payer’s trade or business, paragraphs
(e) (1) through (4) of this section, relat-
ing to recapture of the section 179 de-
duction, may apply.

(e) Change in use; recapture—(1) In
general. If a taxpayer’s section 179 prop-
erty is not used predominantly in a
trade or business of the taxpayer at
any time before the end of the prop-
erty’s recovery period, the taxpayer
must recapture in the taxable year in
which the section 179 property is not
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used predominantly in a trade or busi-
ness any benefit derived from expens-
ing such property. The benefit derived
from expensing the property is equal to
the excess of the amount expensed
under this section over the total
amount that would have been allow-
able for prior taxable years and the
taxable year of recapture as a deduc-
tion under section 168 (had section 179
not been elected) for the portion of the
cost of the property to which the ex-
pensing relates (regardless of whether
such excess reduced the taxpayer’s tax
liability). For purposes of the pre-
ceding sentence (i) the ‘‘amount ex-
pensed under this section’’ shall not in-
clude any amount that was not allowed
as a deduction to a taxpayer because
the taxpayer’s aggregate amount of al-
lowable section 179 expenses exceeded
the section 179(b) dollar limitation, and
(ii) in the case of an individual who
does not elect to itemize deductions
under section 63(g) in the taxable year
of recapture, the amount allowable as a
deduction under section 168 in the tax-
able year of recapture shall be deter-
mined by treating property used in the
production of income other than rents
or royalties as being property used for
personal purposes. The amount to be
recaptured shall be treated as ordinary
income for the taxable year in which
the property is no longer used predomi-
nantly in a trade or business of the
taxpayer. For taxable years following
the year of recapture, the taxpayer’s
deductions under section 1688(a) shall
be determined as if no section 179 elec-
tion with respect to the property had
been made. However, see section
280F(d)(1) relating to the coordination
of section 179 with the limitation on
the amount of depreciation for luxury
automobiles and where certain prop-
erty is used for personal purposes. If
the recapture rules of both section
280F(b)(2) and this paragraph (e)(1)
apply to an item of section 179 prop-
erty, the amount of recapture for such
property shall be determined only
under the rules of section 280F(b)(2).

(2) Predominant use. Property will be
treated as not used predominantly in a
trade or business of the taxpayer if 50
percent or more of the use of such
property during any taxable year with-
in the recapture period is for a use

other than in a trade or business of the
taxpayer. If during any taxable year of
the recapture period the taxpayer dis-
poses of the property (other than in a
disposition to which section 1245(a) ap-
plies) or ceases to use the property in a
trade or business in a manner that had
the taxpayer claimed a credit under
section 38 for such property such dis-
position or cessation in use would
cause recapture under section 47, the
property will be treated as not used in
a trade or business of the taxpayer.
However, for purposes of applying the
recapture rules of section 47 pursuant
to the preceding sentence, converting
the use of the property from use in
trade or business to use in the produc-
tion of income will be treated as a con-
version to personal use.

(3) Basis; application with section 1245.
The basis of property with respect to
which there is recapture under para-
graph (e)(1) of this section shall be in-
creased immediately before the event
resulting in such recapture by the
amount recaptured. If section 1245(a)
applies to a disposition of property,
there is no recapture under paragraph
(e)(1) of this section.

(4) Carryover of disallowed deduction.
See § 1.179–3 for rules on applying the
recapture provisions of this paragraph
(e) when a taxpayer has a carryover of
disallowed deduction.

(5) Example. The following example il-
lustrates the provisions of paragraphs
(e)(1) through (e)(4) of this section.

Example. A, a calendar-year taxpayer, pur-
chases and places in service on January 1,
1991, section 179 property costing $15,000. The
property is 5-year property for section 168
purposes and is the only item of depreciable
property placed in service by A during 1991.
A properly elects to expense $10,000 of the
cost and elects under section 168(b)(5) to de-
preciate the remaining cost under the
straight-line method. On January 1, 1992, A
converts the property from use in A’s busi-
ness to use for the production of income, and
A uses the property in the latter capacity for
the entire year. A elects to itemize deduc-
tions for 1992. Because the property was not
predominantly used in A’s trade or business
in 1992, A must recapture any benefit derived
from expensing the property under section
179. Had A not elected to expense the $10,000
in 1991, A would have been entitled to de-
duct, under section 168, 10 percent of the
$10,000 in 1991, and 20 percent of the $10,000 in
1992. Therefore, A must include $7,000 in ordi-
nary income for the 1992 taxable year, the
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excess of $10,000 (the section 179 expense
amount) over $3,000 (30 percent of $10,000).

(f) Basis—(1) In general. A taxpayer
who elects to expense under section 179
must reduce the depreciable basis of
the section 179 property by the amount
of the section 179 expense deduction.

(2) Special rules for partnerships and S
corporations. Generally, the basis of a
partnership or S corporation’s section
179 property must be reduced to reflect
the amount of section 179 expense
elected by the partnership or S cor-
poration. This reduction must be made
in the basis of partnership or S cor-
poration property even if the limita-
tions of section 179(b) and § 1.179–2 pre-
vent a partner in a partnership or a
shareholder in an S corporation from
deducting all or a portion of the
amount of the section 179 expense allo-
cated by the partnership or S corpora-
tion. See § 1.179–3 for rules on applying
the basis provisions of this paragraph
(f) when a person has a carryover of
disallowed deduction.

(3) Special rules with respect to trusts
and estates which are partners or S cor-
poration shareholders. Since the section
179 election is not available for trusts
or estates, a partner or S corporation
shareholder that is a trust or estate
may not deduct its allocable share of
the section 179 expense elected by the
partnership or S corporation. The part-
nership or S corporation’s basis in sec-
tion 179 property shall not be reduced
to reflect any portion of the section 179
expense that is allocable to the trust or
estate. Accordingly, the partnership or
S corporation may claim a deprecia-
tion deduction under section 168 or a
section 38 credit (if available) with re-
spect to any depreciable basis resulting
from the trust or estate’s inability to
claim its allocable portion of the sec-
tion 179 expense.

(g) Disallowance of the section 38 cred-
it. If a taxpayer elects to expense under
section 179, no section 38 credit is al-
lowable for the portion of the cost ex-
pensed. In addition, no section 38 credit
shall be allowed under section 48(d) to
a lessee of property for the portion of
the cost of the property that the lessor
expensed under section 179.

(h) Partnerships and S corporations—
(1) In general. In the case of property
purchased and placed in service by a

partnership or an S corporation, the
determination of whether the property
is section 179 property is made at the
partnership or S corporation level. The
election to expense the cost of section
179 property is made by the partnership
or the S corporation. See sections
703(b), 1363(c), 6221, 6231(a)(3), 6241, and
6245.

(2) Example. The following example il-
lustrates the provisions of paragraph
(h)(1) of this section.

Example. A owns certain residential rental
property as an investment. A and others
form ABC partnership whose function is to
rent and manage such property. A and ABC
partnership file their income tax returns on
a calendar-year basis. In 1991, ABC partner-
ship purchases and places in service office
furniture costing $20,000 to be used in the ac-
tive conduct of ABC’s business. Although the
office furniture is used with respect to an in-
vestment activity of A, the furniture is being
used in the active conduct of ABC’s trade or
business. Therefore, because the determina-
tion of whether property is section 179 prop-
erty is made at the partnership level, the of-
fice furniture is section 179 property and
ABC may elect to expense a portion of its
cost under section 179.

(i) Leasing of section 179 property—(1)
In general. A lessor of section 179 prop-
erty who is treated as the owner of the
property for Federal tax purposes will
be entitled to the section 179 expense
deduction if the requirements of sec-
tion 179 and the regulations thereunder
are met. These requirements will not
be met if the lessor merely holds the
property for the production of income.
For certain leases entered into prior to
January 1, 1984, the safe harbor provi-
sions of section 168(f)(8) apply in deter-
mining whether an agreement is treat-
ed as a lease for Federal tax purposes.

(2) Noncorporate lessor. In determining
the class of taxpayers (other than an
estate or trust) for which section 179 is
applicable, section 179(d)(5) provides
that if a taxpayer is a noncorporate
lessor (i.e., a person who is not a cor-
poration and is a lessor), the taxpayer
shall not be entitled to claim a section
179 expense for section 179 property
purchased and leased by the taxpayer
unless the taxpayer has satisfied all of
the requirements of section 179(d)(5)
(A) or (B).

(j) Application of sections 263 and 263A.
Under section 263(a)(1)(G), expenditures
for which a deduction is allowed under
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section 179 and this section are ex-
cluded from capitalization under sec-
tion 263(a). Under this paragraph (j),
amounts allowed as a deduction under
section 179 and this section are ex-
cluded from the application of the uni-
form capitalization rules of section
263A.

(k) Cross references. See section 453(i)
and the regulations thereunder with re-
spect to installment sales of section 179
property. See section 1033(g)(3) and the
regulations thereunder relating to con-
demnation of outdoor advertising dis-
plays. See section 1245(a) and the regu-
lations thereunder with respect to re-
capture rules for section 179 property.

[T.D. 8121, 52 FR 410, Jan. 6, 1987, as amended
by T.D. 8455, 57 FR 61316, Dec. 24, 1992]

§ 1.179–2 Limitations on amount sub-
ject to section 179 election.

(a) In general. Sections 179(b) (1) and
(2) limit the aggregate cost of section
179 property that a taxpayer may elect
to expense under section 179 for any
one taxable year (dollar limitation).
See paragraph (b) of this section. Sec-
tion 179(b)(3)(A) limits the aggregate
cost of section 179 property that a tax-
payer may deduct in any taxable year
(taxable income limitation). See para-
graph (c) of this section. Any cost that
is elected to be expensed but that is
not currently deductible because of the
taxable income limitation may be car-
ried forward to the next taxable year
(carryover of disallowed deduction).
See § 1.179–3 for rules relating to
carryovers of disallowed deductions.
See also sections 280F(a), (b), and (d)(1)
relating to the coordination of section
179 with the limitations on the amount
of depreciation for luxury automobiles
and other listed property. The dollar
and taxable income limitations apply
to each taxpayer and not to each trade
or business in which the taxpayer has
an interest.

(b) Dollar limitation—(1) In general.
The aggregate cost of section 179 prop-
erty that a taxpayer may elect to ex-
pense under section 179 for any taxable
year is $10,000 reduced (but not below
zero) by the amount of any excess sec-
tion 179 property (described in para-
graph (b)(2) of this section) placed in
service during the taxable year.

(2) Excess section 179 property. The
amount of any excess section 179 prop-
erty for a taxable year equals the ex-
cess (if any) of—

(i) The cost of section 179 property
placed in service by the taxpayer in the
taxable year; over

(ii) $200,000.
(3) Application to partnerships—(i) In

general. The dollar limitation of this
paragraph (b) applies to the partner-
ship as well as to each partner. In ap-
plying the dollar limitation to a tax-
payer that is a partner in one or more
partnerships, the partner’s share of
section 179 expenses allocated to the
partner from each partnership is aggre-
gated with any nonpartnership section
179 expenses of the taxpayer for the
taxable year. However, in determining
the excess section 179 property placed
in service by a partner in a taxable
year, the cost of section 179 property
placed in service by the partnership is
not attributed to any partner.

(ii) Example. The following example
illustrates the provisions of paragraph
(b)(3)(i) of this section.

Example. During 1991, CD, a calendar-year
partnership, purchases and places in service
section 179 property costing $150,000 and
elects under section 179(c) and § 1.179–5 to ex-
pense $10,000 of the cost of that property. CD
properly allocates to C, a calendar-year tax-
payer and a partner in CD, $5,000 of section
179 expenses (C’s distributive share of CD’s
section 179 expenses for 1991). In applying the
dollar limitation to C for 1991, C must in-
clude the $5,000 of section 179 expenses allo-
cated from CD. However, in determining the
amount of any excess section 179 property C
placed in service during 1991, C does not in-
clude any of the cost of section 179 property
placed in service by CD, including the $5,000
of cost represented by the $5,000 of section
179 expenses allocated to C by the partner-
ship.

(iii) Partner’s share of section 179 ex-
penses. Section 704 and the regulations
thereunder govern the determination
of a partner’s share of a partnership’s
section 179 expenses for any taxable
year. However, no allocation among
partners of the section 179 expenses
may be modified after the due date of
the partnership return (without regard
to extensions of time) for the taxable
year for which the election under sec-
tion 179 is made.

(iv) Taxable year. If the taxable years
of a partner and the partnership do not
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coincide, then for purposes of section
179, the amount of the partnership’s
section 179 expenses attributable to a
partner for a taxable year is deter-
mined under section 706 and the regula-
tions thereunder (generally the part-
ner’s distributive share of partnership
section 179 expenses for the partnership
year that ends with or within the part-
ner’s taxable year).

(v) Example. The following example
illustrates the provisions of paragraph
(b)(3)(iv) of this section.

Example. AB partnership has a taxable year
ending January 31. A, a partner of AB, has a
taxable year ending December 31. AB pur-
chases and places in service section 179 prop-
erty on March 10, 1991, and elects to expense
a portion of the cost of that property under
section 179. Under section 706 and § 1.706–
1(a)(1), A will be unable to claim A’s dis-
tributive share of any of AB’s section 179 ex-
penses attributable to the property placed in
service on March 10, 1991, until A’s taxable
year ending December 31, 1992.

(4) S Corporations. Rules similar to
those contained in paragraph (b)(3) of
this section apply in the case of S cor-
porations (as defined in section 1361(a))
and their shareholders. Each share-
holder’s share of the section 179 ex-
penses of an S corporation is deter-
mined under section 1366.

(5) Joint returns—(i) In General. A hus-
band and wife who file a joint income
tax return under section 6013(a) are
treated as one taxpayer in determining
the amount of the dollar limitation
under paragraph (b)(1) of this section,
regardless of which spouse purchased
the property or placed it in service.

(ii) Joint returns filed after separate re-
turns. In the case of a husband and wife
who elect under section 6013(b) to file a
joint income tax return for a taxable
year after the time prescribed by law
for filing the return for such taxable
year has expired, the dollar limitation
under paragraph (b)(1) of this section is
the lesser of—

(A) The dollar limitation (as deter-
mined under paragraph (b)(5)(i) of this
section); or

(B) The aggregate cost of section 179
property elected to be expensed by the
husband and wife on their separate re-
turns.

(iii) Example. The following example
illustrates the provisions of paragraph
(b)(5)(ii) of this section.

Example. During 1991, Mr. and Mrs. B, both
calendar-year taxpayers, purchase and place
in service section 179 property costing
$100,000. On their separate returns for 1991,
Mr. B elects to expense $3,000 of section 179
property as an expense and Mrs. B elects to
expense $4,000. After the due date of the re-
turn they elect under section 6013(b) to file a
joint income tax return for 1991. The dollar
limitation for their joint income tax return
is $7,000, the lesser of the dollar limitation
($10,000) or the aggregate cost elected to be
expensed under section 179 on their separate
returns ($3,000 elected by Mr. B plus $4,000
elected by Mrs. B, or $7,000).

(6) Married individuals filing sepa-
rately—(i) In general. In the case of an
individual who is married but files a
separate income tax return for a tax-
able year, the dollar limitation of this
paragraph (b) for such taxable year is
the amount that would be determined
under paragraph (b)(5)(i) of this section
if the individual filed a joint income
tax return under section 6013(a) multi-
plied by either the percentage elected
by the individual under this paragraph
(b)(6) or 50 percent. The election in the
preceding sentence is made in accord-
ance with the requirements of section
179(c) and § 1.179–5. However, the
amount determined under paragraph
(b)(5)(i) of this section must be multi-
plied by 50 percent if either the indi-
vidual or the individual’s spouse does
not elect a percentage under this para-
graph (b)(6) or the sum of the percent-
ages elected by the individual and the
individual’s spouse does not equal 100
percent. For purposes of this paragraph
(b)(6), marital status is determined
under section 7703 and the regulations
thereunder.

(ii) Example. The following example
illustrates the provisions of paragraph
(b)(6)(i) of this section.

Example. Mr. and Mrs. D, both calendar-
year taxpayers, file separate income tax re-
turns for 1991. During 1991, Mr. D places
$195,000 of section 179 property in service and
Mrs. D places $9,000 of section 179 property in
service. Neither of them elects a percentage
under paragraph (b)(6)(i) of this section. The
1991 dollar limitation for both Mr. D and
Mrs. D is determined by multiplying by 50
percent the dollar limitation that would
apply had they filed a joint income tax re-
turn. Had Mr. and Mrs. D filed a joint return
for 1991, the dollar limitation would have
been $6,000, $10,000 reduced by the excess sec-
tion 179 property they placed in service dur-
ing 1991 ($195,000 placed in service by Mr. D
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plus $9,000 placed in service by Mrs. D less
$200,000, or $4,000). Thus, the 1991 dollar limi-
tation for Mr. and Mrs. D is $3,000 each
($6,000 multiplied by 50 percent).

(7) Component members of a controlled
group—(i) In general. Component mem-
bers of a controlled group (as defined in
§ 1.179–4(f)) on December 31 are treated
as one taxpayer in applying the dollar
limitation of sections 179(b) (1) and (2)
and this paragraph (b). The expense de-
duction may be taken by any one com-
ponent member or allocated (for the
taxable year of each member that in-
cludes that December 31) among the
several members in any manner. Any
allocation of the expense deduction
must be pursuant to an allocation by
the common parent corporation if a
consolidated return is filed for all com-
ponent members of the group, or in ac-
cordance with an agreement entered
into by the members of the group if
separate returns are filed. If a consoli-
dated return is filed by some compo-
nent members of the group and sepa-
rate returns are filed by other compo-
nent members, the common parent of
the group filing the consolidated re-
turn must enter into an agreement
with those members that do not join in
filing the consolidated return allo-
cating the amount between the group
filing the consolidated return and the
other component members of the con-
trolled group that do not join in filing
the consolidated return. The amount of
the expense allocated to any compo-
nent member, however, may not exceed
the cost of section 179 property actu-
ally purchased and placed in service by
the member in the taxable year. If the
component members have different
taxable years, the term taxable year in
sections 179(b) (1) and (2) means the
taxable year of the member whose tax-
able year begins on the earliest date.

(ii) Statement to be filed. If a consoli-
dated return is filed, the common par-
ent corporation must file a separate
statement attached to the income tax
return on which the election is made to
claim an expense deduction under sec-
tion 179. See § 1.179–5. If separate re-
turns are filed by some or all compo-
nent members of the group, each com-
ponent member not included in a con-
solidated return must file a separate
statement attached to the income tax

return on which an election is made to
claim a deduction under section 179.
The statement must include the name,
address, employer identification num-
ber, and the taxable year of each com-
ponent member of the controlled
group, a copy of the allocation agree-
ment signed by persons duly authorized
to act on behalf of the component
members, and a description of the man-
ner in which the deduction under sec-
tion 179 has been divided among the
component members.

(iii) Revocation. If a consolidated re-
turn is filed for all component mem-
bers of the group, an allocation among
such members of the expense deduction
under section 179 may not be revoked
after the due date of the return (includ-
ing extensions of time) of the common
parent corporation for the taxable year
for which an election to take an ex-
pense deduction is made. If some or all
of the component members of the con-
trolled group file separate returns for
taxable years including a particular
December 31 for which an election to
take the expense deduction is made,
the allocation as to all members of the
group may not be revoked after the due
date of the return (including exten-
sions of time) of the component mem-
ber of the controlled group whose tax-
able year that includes such December
31 ends on the latest date.

(c) Taxable income limitation—(1) In
general. The aggregate cost of section
179 property elected to be expensed
under section 179 that may be deducted
for any taxable year may not exceed
the aggregate amount of taxable in-
come of the taxpayer for such taxable
year that is derived from the active
conduct by the taxpayer of any trade
or business during the taxable year.
For purposes of section 179(b)(3) and
this paragraph (c), the aggregate
amount of taxable income derived from
the active conduct by an individual, a
partnership, or an S corporation of any
trade or business is computed by aggre-
gating the net income (or loss) from all
of the trades or businesses actively
conducted by the individual, partner-
ship, or S corporation during the tax-
able year. Items of income that are de-
rived from the active conduct of a
trade or business include section 1231
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gains (or losses) from the trade or busi-
ness and interest from working capital
of the trade or business. Taxable in-
come derived from the active conduct
of a trade or business is computed
without regard to the deduction allow-
able under section 179, any section
164(f) deduction, any net operating loss
carryback or carryforward, and deduc-
tions suspended under any section of
the Code. See paragraph (c)(6) of this
section for rules on determining wheth-
er a taxpayer is engaged in the active
conduct of a trade or business for this
purpose.

(2) Application to partnerships and
partners—(i) In general. The taxable in-
come limitation of this paragraph (c)
applies to the partnership as well as to
each partner. Thus, the partnership
may not allocate to its partners as a
section 179 expense deduction for any
taxable year more than the partner-
ship’s taxable income limitation for
that taxable year, and a partner may
not deduct as a section 179 expense de-
duction for any taxable year more than
the partner’s taxable income limita-
tion for that taxable year.

(ii) Taxable year. If the taxable year
of a partner and the partnership do not
coincide, then for purposes of section
179, the amount of the partnership’s
taxable income attributable to a part-
ner for a taxable year is determined
under section 706 and the regulations
thereunder (generally the partner’s dis-
tributive share of partnership taxable
income for the partnership year that
ends with or within the partner’s tax-
able year).

(iii) Example. The following example
illustrates the provisions of paragraph
(c)(2)(ii) of this section.

Example AB partnership has a taxable year
ending January 31. A, a partner of AB, has a
taxable year ending December 31. For AB’s
taxable year ending January 31, 1992, AB has
taxable income from the active conduct of
its trade or business of $100,000, $90,000 of
which was earned during 1991. Under section
706 and § 1.706–1(a)(1), A includes A’s entire
share of partnership taxable income in com-
puting A’s taxable income limitation for A’s
taxable year ending December 31, 1992.

(iv) Taxable income of a partnership.
The taxable income (or loss) derived
from the active conduct by a partner-
ship of any trade or business is com-
puted by aggregating the net income

(or loss) from all of the trades or busi-
nesses actively conducted by the part-
nership during the taxable year. The
net income (or loss) from a trade or
business actively conducted by the
partnership is determined by taking
into account the aggregate amount of
the partnership’s items described in
section 702(a) (other than credits, tax-
exempt income, and guaranteed pay-
ments under section 707(c)) derived
from that trade or business. For pur-
poses of determining the aggregate
amount of partnership items, deduc-
tions and losses are treated as negative
income. Any limitation on the amount
of a partnership item described in sec-
tion 702(a) which may be taken into ac-
count for purposes of computing the
taxable income of a partner shall be
disregarded in computing the taxable
income of the partnership.

(v) Partner’s share of partnership tax-
able income. A taxpayer who is a part-
ner in a partnership and is engaged in
the active conduct of at least one of
the partnership’s trades or businesses
includes as taxable income derived
from the active conduct of a trade or
business the amount of the taxpayer’s
allocable share of taxable income de-
rived from the active conduct by the
partnership of any trade or business (as
determined under paragraph (c)(2)(iv)
of this section).

(3) S corporations and S corporation
shareholders—(i) In general. Rules simi-
lar to those contained in paragraphs
(c)(2) (i) and (ii) of this section apply in
the case of S corporations (as defined
in section 1361(a)) and their share-
holders. Each shareholder’s share of
the taxable income of an S corporation
is determined under section 1366.

(ii) Taxable income of an S corporation.
The taxable income (or loss) derived
from the active conduct by an S cor-
poration of any trade or business is
computed by aggregating the net in-
come (or loss) from all of the trades or
businesses actively conducted by the S
corporation during the taxable year.
The net income (or loss) from a trade
or business actively conducted by an S
corporation is determined by taking
into account the aggregate amount of
the S corporation’s items described in
section 1366(a) (other than credits, tax-
exempt income, and deductions for
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compensation paid to an S corpora-
tion’s shareholder-employees) derived
from that trade or business. For pur-
poses of determining the aggregate
amount of S corporation items, deduc-
tions and losses are treated as negative
income. Any limitation on the amount
of an S corporation item described in
section 1366(a) which may be taken
into account for purposes of computing
the taxable income of a shareholder
shall be disregarded in computing the
taxable income of the S corporation.

(iii) Shareholder’s share of S corpora-
tion taxable income. Rules similar to
those contained in paragraph (c)(2)(v)
and (c)(6)(ii) of this section apply to a
taxpayer who is a shareholder in an S
corporation and is engaged in the ac-
tive conduct of the S corporation’s
trades or businesses.

(4) Taxable income of a corporation
other than an S corporation. The aggre-
gate amount of taxable income derived
from the active conduct by a corpora-
tion other than an S corporation of any
trade or business is the amount of the
corporation’s taxable income before de-
ducting its net operating loss deduc-
tion and special deductions (as re-
ported on the corporation’s income tax
return), adjusted to reflect those items
of income or deduction included in that
amount that were not derived by the
corporation from a trade or business
actively conducted by the corporation
during the taxable year.

(5) Ordering rule for certain circular
problems—(i) In general. A taxpayer
who elects to expense the cost of sec-
tion 179 property (the deduction of
which is subject to the taxable income
limitation) also may have to apply an-
other Internal Revenue Code section
that has a limitation based on the tax-
payer’s taxable income. Except as pro-
vided in paragraph (c)(1) of this sec-
tion, this section provides rules for ap-
plying the taxable income limitation
under section 179 in such a case. First,
taxable income is computed for the
other section of the Internal Revenue
Code. In computing the taxable income
of the taxpayer for the other section of
the Internal Revenue Code, the tax-
payer’s section 179 deduction is com-
puted by assuming that the taxpayer’s
taxable income is determined without
regard to the deduction under the

other Internal Revenue Code section.
Next, after reducing taxable income by
the amount of the section 179 deduc-
tion so computed, a hypothetical
amount of deduction is determined for
the other section of the Internal Rev-
enue Code. The taxable income limita-
tion of the taxpayer under section
179(b)(3) and this paragraph (c) then is
computed by including that hypo-
thetical amount in determining tax-
able income.

(ii) Example. The following example
illustrates the ordering rule described
in paragraph (c)(5)(i) of this section.

Example. X, a calendar-year corporation,
elects to expense $10,000 of the cost of section
179 property purchased and placed in service
during 1991. Assume X’s dollar limitation is
$10,000. X also gives a charitable contribu-
tion of $5,000 during the taxable year. X’s
taxable income for purposes of both sections
179 and 170(b)(2), but without regard to any
deduction allowable under either section 179
or section 170, is $11,000. In determining X’s
taxable income limitation under section
179(b)(3) and this paragraph (c), X must first
compute its section 170 deduction. However,
section 170(b)(2) limits X’s charitable con-
tribution to 10 percent of its taxable income
determined by taking into account its sec-
tion 179 deduction. Paragraph (c)(5)(i) of this
section provides that in determining X’s sec-
tion 179 deduction for 1991, X first computes
a hypothetical section 170 deduction by as-
suming that its section 179 deduction is not
affected by the section 170 deduction. Thus,
in computing X’s hypothetical section 170 de-
duction, X’s taxable income limitation under
section 179 is $11,000 and its section 179 de-
duction is $10,000. X’s hypothetical section
170 deduction is $100 (10 percent of $1,000
($11,000 less $10,000 section 179 deduction)).
X’s taxable income limitation for section 179
purposes is then computed by deducting the
hypothetical charitable contribution of $100
for 1991. Thus, X’s section 179 taxable income
limitation is $10,900 ($11,000 less hypothetical
$100 section 170 deduction), and its section
179 deduction for 1991 is $10,000. X’s section
179 deduction so calculated applies for all
purposes of the Code, including the computa-
tion of its actual section 170 deduction.

(6) Active conduct by the taxpayer of a
trade or business—(i) Trade or business.
For purposes of this section and § 1.179–
4(a), the term trade or business has the
same meaning as in section 162 and the
regulations thereunder. Thus, property
held merely for the production of in-
come or used in an activity not en-
gaged in for profit (as described in sec-
tion 183) does not qualify as section 179
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property and taxable income derived
from property held for the production
of income or from an activity not en-
gaged in for profit is not taken into ac-
count in determining the taxable in-
come limitation.

(ii) Active conduct. For purposes of
this section, the determination of
whether a trade or business is actively
conducted by the taxpayer is to be
made from all the facts and cir-
cumstances and is to be applied in light
of the purpose of the active conduct re-
quirement of section 179(b)(3)(A). In the
context of section 179, the purpose of
the active conduct requirement is to
prevent a passive investor in a trade or
business from deducting section 179 ex-
penses against taxable income derived
from that trade or business. Consistent
with this purpose, a taxpayer generally
is considered to actively conduct a
trade or business if the taxpayer mean-
ingfully participates in the manage-
ment or operations of the trade or busi-
ness. Generally, a partner is considered
to actively conduct a trade or business
of the partnership if the partner mean-
ingfully participates in the manage-
ment or operations of the trade or busi-
ness. A mere passive investor in a trade
or business does not actively conduct
the trade or business.

(iii) Example. The following example
illustrates the provisions of paragraph
(c)(6)(ii) of this section.

Example. A owns a salon as a sole propri-
etorship and employs B to operate it. A peri-
odically meets with B to review develop-
ments relating to the business. A also ap-
proves the salon’s annual budget that is pre-
pared by B. B performs all the necessary op-
erating functions, including hiring beau-
ticians, acquiring the necessary beauty sup-
plies, and writing the checks to pay all bills
and the beauticians’ salaries. In 1991, B pur-
chased, as provided for in the salon’s annual
budget, equipment costing $9,500 for use in
the active conduct of the salon. There were
no other purchases of section 179 property
during 1991. A’s net income from the salon,
before any section 179 deduction, totaled
$8,000. A also is a partner in PRS, a calendar-
year partnership, which owns a grocery
store. C, a partner in PRS, runs the grocery
store for the partnership, making all the
management and operating decisions. PRS
did not purchase any section 179 property
during 1991. A’s allocable share of partner-
ship net income was $6,000. Based on the
facts and circumstances, A meaningfully
participates in the management of the salon.

However, A does not meaningfully partici-
pate in the management or operations of the
trade or business of PRS. Under section
179(b)(3)(A) and this paragraph (c), A’s aggre-
gate taxable income derived from the active
conduct by A of any trade or business is
$8,000, the net income from the salon.

(iv) Employees. For purposes of this
section, employees are considered to be
engaged in the active conduct of the
trade or business of their employment.
Thus, wages, salaries, tips, and other
compensation (not reduced by unreim-
bursed employee business expenses) de-
rived by a taxpayer as an employee are
included in the aggregate amount of
taxable income of the taxpayer under
paragraph (c)(1) of this section.

(7) Joint returns—(i) In general. The
taxable income limitation of this para-
graph (c) is applied to a husband and
wife who file a joint income tax return
under section 6013(a) by aggregating
the taxable income of each spouse (as
determined under paragraph (c)(1) of
this section).

(ii) Joint returns filed after separate re-
turns. In the case of a husband and wife
who elect under section 6013(b) to file a
joint income tax return for a taxable
year after the time prescribed by law
for filing the return for such taxable
year, the taxable income limitation of
this paragraph (c) for the taxable year
for which the joint return is filed is de-
termined under paragraph (c)(7)(i) of
this section.

(8) Married individuals filing sepa-
rately. In the case of an individual who
is married but files a separate tax re-
turn for a taxable year, the taxable in-
come limitation for that individual is
determined under paragraph (c)(1) of
this section by treating the husband
and wife as separate taxpayers.

(d) Examples. The following examples
illustrate the provisions of paragraphs
(b) and (c) of this section.

Example 1. (i) During 1991, PRS, a calendar-
year partnership, purchases and places in
service $50,000 of section 179 property. The
taxable income of PRS derived from the ac-
tive conduct of all its trades or businesses
(as determined under paragraph (c)(1) of this
section) is $8,000.

(ii) Under the dollar limitation of para-
graph (b) of this section, PRS may elect to
expense $10,000 of the cost of section 179
property purchased in 1991. Assume PRS
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elects under section 179( c) and § 1.179–5 to ex-
pense $10,000 of the cost of section 179 prop-
erty purchased in 1991.

(iii) Under the taxable income limitation
of paragraph (c) of this section, PRS may al-
locate to its partners as a deduction only
$8,000 of the cost of section 179 property in
1991. Under section 179(b)(3)(B) and § 1.179–
3(a), PRS may carry forward the remaining
$2,000 it elected to expense, which would
have been deductible under section 179(a) for
1991 absent the taxable income limitation.

Example 2. (i) The facts are the same as in
Example 1, except that on December 31, 1991,
PRS allocates to A, a calendar-year taxpayer
and a partner in PRS, $7,000 of section 179 ex-
penses and $2,000 of taxable income. A was
engaged in the active conduct of a trade or
business of PRS during 1991.

(ii) In addition to being a partner in PRS,
A conducts a business as a sole proprietor.
During 1991, A purchases and places in serv-
ice $201,000 of section 179 property in connec-
tion with the sole proprietorship. A’s 1991
taxable income derived from the active con-
duct of this business is $6,000.

(iii) Under the dollar limitation, A may
elect to expense only $9,000 of the cost of sec-
tion 179 property purchased in 1991, the
$10,000 limit reduced by $1,000 (the amount
by which the cost of section 179 property
placed in service during 1991 ($201,000) ex-
ceeds $200,000). Under paragraph (b)(3)(i) of
this section, the $7,000 of section 179 expenses
allocated from PRS is subject to the $9,000
limit. Assume that A elects to expense $2,000
of the cost of section 179 property purchased
by A’s sole proprietorship in 1991. Thus, A
has elected to expense under section 179 an
amount equal to the dollar limitation for
1991 ($2,000 elected to be expensed by A’s sole
proprietorship plus $7,000, the amount of
PRS’s section 179 expenses allocated to A in
1991).

(iv) Under the taxable income limitation,
A may only deduct $8,000 of the cost of sec-
tion 179 property elected to be expensed in
1991, the aggregate taxable income derived
from the active conduct of A’s trades or busi-
nesses in 1991 ($2,000 from PRS and $6,000
from A’s sole proprietorship). The entire
$2,000 of taxable income allocated from PRS
is included by A as taxable income derived
from the active conduct by A of a trade or
business because it was derived from the ac-
tive conduct of a trade or business by PRS
and A was engaged in the active conduct of
a trade or business of PRS during 1991. Under
section 179(b)(3)(B) and § 1.179–3(a), A may
carry forward the remaining $1,000 A elected
to expense, which would have been deduct-
ible under section 179(a) for 1991 absent the
taxable income limitation.

[T.D. 8455, 57 FR 61318, Dec. 24, 1992]

§ 1.179–3 Carryover of disallowed de-
duction.

(a) In general. Under section
179(b)(3)(B), a taxpayer may carry for-
ward for an unlimited number of years
the amount of any cost of section 179
property elected to be expensed in a
taxable year but disallowed as a deduc-
tion in that taxable year because of the
taxable income limitation of section
179(b)(3)(A) and § 1.179–2(c) (‘‘carryover
of disallowed deduction’’). This carry-
over of disallowed deduction may be
deducted under section 179(a) and
§ 1.179–1(a) in a future taxable year as
provided in paragraph (b) of this sec-
tion.

(b) Deduction of carryover of disallowed
deduction—(1) In general. The amount
allowable as a deduction under section
179(a) and § 1.179–1(a) for any taxable
year is increased by the lesser of—

(i) The aggregate amount disallowed
under section 179(b)(3)(A) and § 1.179–
2(c) for all prior taxable years (to the
extent not previously allowed as a de-
duction by reason of this section); or

(ii) The amount of any unused sec-
tion 179 expense allowance for the tax-
able year (as described in paragraph (c)
of this section).

(2) Cross references. See paragraph (f)
of this section for rules that apply
when a taxpayer disposes of or other-
wise transfers section 179 property for
which a carryover of disallowed deduc-
tion is outstanding. See paragraph (g)
of this section for special rules that
apply to partnerships and S corpora-
tions and paragraph (h) of this section
for special rules that apply to partners
and S corporation shareholders.

(c) Unused section 179 expense allow-
ance. The amount of any unused sec-
tion 179 expense allowance for a tax-
able year equals the excess (if any) of—

(1) The maximum cost of section 179
property that the taxpayer may deduct
under section 179 and § 1.179–1 for the
taxable year after applying the limita-
tions of section 179(b) and § 1.179–2; over

(2) The amount of section 179 prop-
erty that the taxpayer actually elected
to expense under section 179 and § 1.179–
1(a) for the taxable year.

(d) Example. The following example
illustrates the provisions of paragraphs
(b) and (c) of this section.

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00221 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



226

26 CFR Ch. I (4–1–99 Edition)§ 1.179–3

Example. A, a calendar-year taxpayer, has a
$3,000 carryover of disallowed deduction for
an item of section 179 property purchased
and placed in service in 1991. In 1992, A pur-
chases and places in service an item of sec-
tion 179 property costing $25,000. A’s 1992 tax-
able income from the active conduct of all
A’s trades or businesses is $100,000. A elects,
under section 179(c) and § 1.179–5, to expense
$8,000 of the cost of the item of section 179
property purchased in 1992. Under paragraph
(b) of this section, A may deduct $2,000 of A’s
carryover of disallowed deduction from 1991
(the lesser of A’s total outstanding carryover
of disallowed deductions ($3,000), or the
amount of any unused section 179 expense al-
lowance for 1992 ($10,000 limit less $8,000
elected to be expensed, or $2,000)). For 1993, A
has a $1,000 carryover of disallowed deduc-
tion for the item of section 179 property pur-
chased and placed in service in 1991.

(e) Recordkeeping requirement and or-
dering rule. The properties and the ap-
portionment of cost that will be sub-
ject to a carryover of disallowed deduc-
tion are selected by the taxpayer in the
year the properties are placed in serv-
ice. This selection must be evidenced
on the taxpayer’s books and records
and be applied consistently in subse-
quent years. If no selection is made,
the total carryover of disallowed de-
duction is apportioned equally over the
items of section 179 property elected to
be expensed for the taxable year. For
this purpose, the taxpayer treats any
section 179 expense amount allocated
from a partnership (or an S corpora-
tion) for a taxable year as one item of
section 179 property. If the taxpayer is
allowed to deduct a portion of the total
carryover of disallowed deduction
under paragraph (b) of this section, the
taxpayer must deduct the cost of sec-
tion 179 property carried forward from
the earliest taxable year.

(f) Dispositions and other transfers of
section 179 property—(1) In general. Upon
a sale or other disposition of section
179 property, or a transfer of section 179
property in a transaction in which gain
or loss is not recognized in whole or in
part (including transfers at death), im-
mediately before the transfer the ad-
justed basis of the section 179 property
is increased by the amount of any out-
standing carryover of disallowed de-
duction with respect to the property.
This carryover of disallowed deduction
is not available as a deduction to the

transferor or the transferee of the sec-
tion 179 property.

(2) Recapture under section 179(d)(10).
Under § 1.179–1(e), if a taxpayer’s sec-
tion 179 property is subject to recap-
ture under section 179(d)(10), the tax-
payer must recapture the benefit de-
rived from expensing the property.
Upon recapture, any outstanding car-
ryover of disallowed deduction with re-
spect to the property is no longer
available for expensing. In determining
the amount subject to recapture under
section 179(d)(10) and § 1.179–1(e), any
outstanding carryover of disallowed de-
duction with respect to that property
is not treated as an amount expensed
under section 179.

(g) Special rules for partnerships and S
corporations—(1) In general. Under sec-
tion 179(d)(8) and § 1.179–2(c), the tax-
able income limitation applies at the
partnership level as well as at the part-
ner level. Therefore, a partnership may
have a carryover of disallowed deduc-
tion with respect to the cost of its sec-
tion 179 property. Similar rules apply
to S corporations. This paragraph (g)
provides special rules that apply when
a partnership or an S corporation has a
carryover of disallowed deduction.

(2) Basis adjustment. Under § 1.179–
1(f)(2), the basis of a partnership’s sec-
tion 179 property must be reduced to
reflect the amount of section 179 ex-
pense elected by the partnership. This
reduction must be made for the taxable
year for which the election is made
even if the section 179 expense amount,
or a portion thereof, must be carried
forward by the partnership. Similar
rules apply to S corporations.

(3) Dispositions and other transfers of
section 179 property by a partnership or
an S corporation. The provisions of
paragraph (f) of this section apply in
determining the treatment of any out-
standing carryover of disallowed de-
duction with respect to section 179
property disposed of, or transferred in
a nonrecognition transaction, by a
partnership or an S corporation.

(4) Example. The following example il-
lustrates the provisions of this para-
graph (g).

Example. ABC, a calendar-year partnership,
owns and operates a restaurant business.
During 1992, ABC purchases and places in
service two items of section 179 property—a
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cash register costing $4,000 and office fur-
niture costing $6,000. ABC elects to expense
under section 179(c) the full cost of the cash
register and the office furniture. For 1992,
ABC has $6,000 of taxable income derived
from the active conduct of its restaurant
business. Therefore, ABC may deduct only
$6,000 of section 179 expenses and must carry
forward the remaining $4,000 of section 179
expenses at the partnership level. ABC must
reduce the adjusted basis of the section 179
property by the full amount elected to be ex-
pensed. However, ABC may not allocate to
its partners any portion of the carryover of
disallowed deduction until ABC is able to de-
duct it under paragraph (b) of this section.

(h) Special rules for partners and S cor-
poration shareholders—(1) In general.
Under section 179(d)(8) and § 1.179–2(c), a
partner may have a carryover of dis-
allowed deduction with respect to the
cost of section 179 property elected to
be expensed by the partnership and al-
located to the partner. A partner who
is allocated section 179 expenses from a
partnership must reduce the basis of
his or her partnership interest by the
full amount allocated regardless of
whether the partner may deduct for
the taxable year the allocated section
179 expenses or is required to carry for-
ward all or a portion of the expenses.
Similar rules apply to S corporation
shareholders.

(2) Dispositions and other transfers of a
partner’s interest in a partnership or a
shareholder’s interest in an S corporation.
A partner who disposes of a partnership
interest, or transfers a partnership in-
terest in a transaction in which gain or
loss is not recognized in whole or in
part (including transfers of a partner-
ship interest at death), may have an
outstanding carryover of disallowed de-
duction of section 179 expenses allo-
cated from the partnership. In such a
case, immediately before the transfer
the partner’s basis in the partnership
interest is increased by the amount of
the partner’s outstanding carryover of
disallowed deduction with respect to
the partnership interest. This carry-
over of disallowed deduction is not
available as a deduction to the trans-
feror or transferee partner of the sec-
tion 179 property. Similar rules apply
to S corporation shareholders.

(3) Examples. The following examples
illustrate the provisions of this para-
graph (h).

Example 1. (i) G is a general partner in GD,
a calendar-year partnership, and is engaged
in the active conduct of GD’s business. Dur-
ing 1991, GD purchases and places section 179
property in service and elects to expense a
portion of the cost of the property under sec-
tion 179. GD allocates $2,500 of section 179 ex-
penses and $15,000 of taxable income (deter-
mined without regard to the section 179 de-
duction) to G. The income was derived from
the active conduct by GD of a trade or busi-
ness.

(ii) In addition to being a partner in GD, G
conducts a business as a sole proprietor. Dur-
ing 1991, G purchases and places in service of-
fice equipment costing $25,000 and a com-
puter costing $10,000 in connection with the
sole proprietorship. G elects under section
179(c) and § 1.179–5 to expense $7,500 of the
cost of the office equipment. G has a taxable
loss (determined without regard to the sec-
tion 179 deduction) derived from the active
conduct of this business of $12,500.

(iii) G has no other taxable income (or loss)
derived from the active conduct of a trade or
business during 1991. G’s taxable income lim-
itation for 1991 is $2,500 ($15,000 taxable in-
come allocated from GD less $12,500 taxable
loss from the sole proprietorship). Therefore,
G may deduct during 1991 only $2,500 of the
$10,000 of section 179 expenses. G notes on the
appropriate books and records that G ex-
penses the $2,500 of section 179 expenses allo-
cated from GD and carries forward the $7,500
of section 179 expenses with respect to the of-
fice equipment purchased by G’s sole propri-
etorship.

(iv) On January 1, 1992, G sells the office
equipment G’s sole proprietorship purchased
and placed in service in 1991. Under para-
graph (f) of this section, immediately before
the sale G increases the adjusted basis of the
office equipment by $7,500, the amount of the
outstanding carryover of disallowed deduc-
tion with respect to the office equipment.

Example 2. (i) Assume the same facts as in
Example 1, except that G notes on the appro-
priate books and records that G expenses
$2,500 of section 179 expenses relating to G’s
sole proprietorship and carries forward the
remaining $5,000 of section 179 expenses re-
lating to G’s sole proprietorship and $2,500 of
section 179 expenses allocated from GD.

(ii) On January 1, 1992, G sells G’s partner-
ship interest to A. Under paragraph (h)(2) of
this section, immediately before the sale G
increases the adjusted basis of G’s partner-
ship interest by $2,500, the amount of the
outstanding carryover of disallowed deduc-
tion with respect to the partnership interest.

[T.D. 8455, 57 FR 61321, Dec. 24, 1992]

§ 1.179–4 Definitions.
The following definitions apply for

purposes of section 179 and §§ 1.179–1
through 1.179–6:
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(a) Section 179 property. The term sec-
tion 179 property means any tangible
property described in section 179(d)(1)
that is acquired by purchase for use in
the active conduct of the taxpayer’s
trade or business (as described in
§ 1.179–2(c)(6)). For purposes of this
paragraph (a), the term trade or busi-
ness has the same meaning as in sec-
tion 162 and the regulations there-
under.

(b) Section 38 property. The term sec-
tion 38 property shall have the same
meaning assigned to it in section 48(a)
and the regulations thereunder.

(c) Purchase. (1)(i) Except as other-
wise provided in paragraph (d)(2) of this
section, the term purchase means any
acquisition of the property, but only if
all the requirements of paragraphs
(c)(1) (ii), (iii), and (iv) of this section
are satisfied.

(ii) Property is not acquired by pur-
chase if it is acquired from a person
whose relationship to the person ac-
quiring it would result in the disallow-
ance of losses under section 267 or
707(b). The property is considered not
acquired by purchase only to the ex-
tent that losses would be disallowed
under section 267 or 707(b). Thus, for
example, if property is purchased by a
husband and wife jointly from the hus-
band’s father, the property will be
treated as not acquired by purchase
only to the extent of the husband’s in-
terest in the property. However, in ap-
plying the rules of section 267 (b) and
(c) for this purpose, section 267(c)(4)
shall be treated as providing that the
family of an individual will include
only his spouse, ancestors, and lineal
descendants. For example, a purchase
of property from a corporation by a
taxpayer who owns, directly or indi-
rectly, more than 50 percent in value of
the outstanding stock of such corpora-
tion does not qualify as a purchase
under section 179(d)(2); nor does the
purchase of property by a husband
from his wife. However, the purchase of
section 179 property by a taxpayer from
his brother or sister does qualify as a
purchase for purposes of section
179(d)(2).

(iii) The property is not acquired by
purchase if acquired from a component
member of a controlled group of cor-
porations (as defined in paragraph (g)

of this section) by another component
member of the same group.

(iv) The property is not acquired by
purchase if the basis of the property in
the hands of the person acquiring it is
determined in whole or in part by ref-
erence to the adjusted basis of such
property in the hands of the person
from whom acquired, or is determined
under section 1014(a), relating to prop-
erty acquired from a decedent. For ex-
ample, property acquired by gift or be-
quest does not qualify as property ac-
quired by purchase for purposes of sec-
tion 179(d)(2); nor does property re-
ceived in a corporate distribution the
basis of which is determined under sec-
tion 301(d)(2)(B), property acquired by a
corporation in a transaction to which
section 351 applies, property acquired
by a partnership through contribution
(section 723), or property received in a
partnership distribution which has a
carryover basis under section 732(a)(1).

(2) Property deemed to have been ac-
quired by a new target corporation as a
result of a section 338 election (relating
to certain stock purchases treated as
asset acquisitions) will be considered
acquired by purchase.

(d) Cost. The cost of section 179 prop-
erty does not include so much of the
basis of such property as is determined
by reference to the basis of other prop-
erty held at any time by the taxpayer.
For example, X Corporation purchases
a new drill press costing $10,000 in No-
vember 1984 which qualifies as section
179 property, and is granted a trade-in
allowance of $2,000 on its old drill
press. The old drill press had a basis of
$1,200. Under the provisions of sections
1012 and 1031(d), the basis of the new
drill press is $9,200 ($1,200 basis of oil
drill press plus cash expended of $8,000).
However, only $8,000 of the basis of the
new drill press qualifies as cost for pur-
poses of the section 179 expense deduc-
tion; the remaining $1,200 is not part of
the cost because it is determined by
reference to the basis of the old drill
press.

(e) Placed in service. The term placed
in service means the time that property
is first placed by the taxpayer in a con-
dition or state of readiness and avail-
ability for a specifically assigned func-
tion, whether for use in a trade or busi-
ness, for the production of income, in a
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tax-exempt activity, or in a personal
activity. See § 1.46–3(d)(2) for examples
regarding when property shall be con-
sidered in a condition or state of readi-
ness and availability for a specifically
assigned function.

(f) Controlled group of corporations and
component member of controlled group.
The terms controlled group of corpora-
tions and component member of a con-
trolled group of corporations shall have
the same meaning assigned to those
terms in section 1563 (a) and (b), except
that the phrase ‘‘more than 50 percent’’
shall be substituted for the phrase ‘‘at
least 80 percent’’ each place it appears
in section 1563(a)(1).

[T.D. 8121, 52 FR 413, Jan. 6, 1987. Redesig-
nated by T.D. 8455, 57 FR 61321, 61323, Dec. 24,
1992]

§ 1.179–5 Time and manner of making
election.

(a) Election. A separate election must
be made for each taxable year in which
a section 179 expense deduction is
claimed with respect to section 179
property. The election under section
179 and § 1.179–1 to claim a section 179
expense deduction for section 179 prop-
erty shall be made on the taxpayer’s
first income tax return for the taxable
year to which the election applies
(whether or not the return is timely) or
on an amended return filed within the
time prescribed by law (including ex-
tensions) for filing the return for such
taxable year. The election shall be
made by showing as a separate item on
the taxpayer’s income tax return the
following items:

(1) The total section 179 expense de-
duction claimed with respect to all sec-
tion 179 property selected, and

(2) The portion of that deduction al-
locable to each specific item.
The person shall maintain records
which permit specific identification of
each piece of section 179 property and
reflect how and from whom such prop-
erty was acquired and when such prop-
erty was placed in service. However, for
this purpose a partner (or an S corpora-
tion shareholder) treats partnership (or
S corporation) section 179 property for
which section 179 expenses are allo-
cated from a partnership (or an S cor-
poration) as one item of section 179
property. The election to claim a sec-

tion 179 expense deduction under this
section, with respect to any property,
is irrevocable and will be binding on
the taxpayer with respect to such prop-
erty for the taxable year for which the
election is made and for all subsequent
taxable years, unless the Commissioner
consents to the revocation of the elec-
tion. Similarly, the selection of section
179 property by the taxpayer to be sub-
ject to the expense deduction and ap-
portionment scheme must be adhered
to in computing the taxpayer’s taxable
income for the taxable year for which
the election is made and for all subse-
quent taxable years, unless consent to
change is given by the Commissioner.

(b) Revocation. Any election made
under section 179, and any specification
contained in such election, may not be
revoked except with the consent of the
Commissioner. Such consent will be
granted only in extraordinary cir-
cumstances. Requests for consent must
be filed with the Commissioner of In-
ternal Revenue, Washington, DC 20224.
The request must include the name, ad-
dress, and taxpayer identification num-
ber of the taxpayer and must be signed
by the taxpayer or his duly authorized
representative. It must be accompanied
by a statement showing the year and
property involved, and must set forth
in detail the reasons for the request.

[T.D. 8121, 52 FR 414, Jan. 6, 1987. Redesig-
nated by T.D. 8455, 57 FR 61321, 61323, Dec. 24,
1992]

§ 1.179–6 Effective date.
The provisions of §§ 1.179–1 through

1.179–5 are effective for property placed
in service in taxable years ending after
January 25, 1993. However, a taxpayer
may apply the provisions of §§ 1.179–1
through 1.179–5 to property placed in
service after December 31, 1986, in tax-
able years ending on or before January
25, 1993. Otherwise, for property placed
in service after December 31, 1986, in
taxable years ending on or before Janu-
ary 25, 1993, the final regulations under
section 179 as in effect for the year the
property was placed in service apply,
except to the extent modified by the
changes made to section 179 by the Tax
Reform Act of 1986, the Technical and
Miscellaneous Revenue Act of 1988, and
the Revenue Reconciliation Act of 1990.
For that property, a taxpayer may
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apply any reasonable method that
clearly reflects income in applying the
changes to section 179, provided the
taxpayer consistently applies the
method to the property.

[T.D. 8455, 57 FR 61323, Dec. 24, 1992]

§ 1.179A–1 Recapture of deduction for
qualified clean-fuel vehicle prop-
erty and qualified clean-fuel vehicle
refueling property.

(a) In general. If a recapture event oc-
curs with respect to a taxpayer’s quali-
fied clean-fuel vehicle property or
qualified clean-fuel vehicle refueling
property, the taxpayer must include
the recapture amount in taxable in-
come for the taxable year in which the
recapture event occurs.

(b) Recapture event—(1) Qualified
clean-fuel vehicle property—(i) In gen-
eral. A recapture event occurs if, with-
in 3 full years from the date a vehicle
of which qualified clean-fuel vehicle
property is a part is placed in service,
the property ceases to be qualified
clean-fuel vehicle property. Property
ceases to be qualified clean-fuel vehicle
property if—

(A) The vehicle is modified by the
taxpayer so that it may no longer be
propelled by a clean-burning fuel;

(B) The vehicle is used by the tax-
payer in a manner described in section
50(b);

(C) The vehicle otherwise ceases to
qualify as property defined in section
179A(c); or

(D) The taxpayer receiving the deduc-
tion under section 179A sells or dis-
poses of the vehicle and knows or has
reason to know that the vehicle will be
used in a manner described in para-
graph (b)(1)(i) (A), (B), or (C) of this
section.

(ii) Exception for disposition. Except as
provided in paragraph (b)(1)(i)(D) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of qualified
clean-fuel vehicle property is not a re-
capture event.

(2) Qualified clean-fuel vehicle refueling
property—(i) In general. A recapture
event occurs if, at any time before the
end of its recovery period, the property
ceases to be qualified clean-fuel vehicle
refueling property. Property ceases to

be qualified clean-fuel vehicle refueling
property if—

(A) The property no longer qualifies
as property described in section
179A(d);

(B) The property is no longer used
predominantly in a trade or business
(property will be treated as no longer
used predominantly in a trade or busi-
ness if 50 percent or more of the use of
the property in a taxable year is for
use other than in a trade or business);

(C) The property is used by the tax-
payer in a manner described in section
50(b); or

(D) The taxpayer receiving the deduc-
tion under section 179A sells or dis-
poses of the property and knows or has
reason to know that the property will
be used in a manner described in para-
graph (b)(2)(i) (A), (B), or (C) of this
section.

(ii) Exception for disposition. Except as
provided in paragraph (b)(2)(i)(D) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of qualified
clean-fuel vehicle refueling property is
not a recapture event.

(c) Recapture date—(1) Qualified clean-
fuel vehicle property. The recapture date
is the actual date of the recapture
event unless an event described in
paragraph (b)(1)(i)(B) of this section oc-
curs, in which case the recapture date
is the first day of the recapture year.

(2) Qualified clean-fuel vehicle refueling
property. The recapture date is the ac-
tual date of the recapture event unless
the recapture occurs as a result of an
event described in paragraph (b)(2)(i)
(B) or (C) of this section, in which case
the recapture date is the first day of
the recapture year.

(d) Recapture amount—(1) Qualified
clean-fuel vehicle property. The recap-
ture amount is equal to the benefit of
the section 179A deduction allowable
multiplied by the recapture percent-
age. The recapture percentage is—

(i) 100, if the recapture date is within
the first full year after the date the ve-
hicle is placed in service;

(ii) 662⁄3, if the recapture date is with-
in the second full year after the date
the vehicle is placed in service; or

(iii) 331⁄3, if the recapture date is
within the third full year after the date
the vehicle is placed in service.
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(2) Qualified clean-fuel vehicle refueling
property. The recapture amount is
equal to the benefit of the section 179A
deduction allowable multiplied by the
following fraction. The numerator of
the fraction equals the total recovery
period for the property minus the num-
ber of recovery years prior to, but not
including, the recapture year. The de-
nominator of the fraction equals the
total recovery period.

(e) Basis adjustment. As of the first
day of the taxable year in which the re-
capture event occurs, the basis of the
vehicle of which qualified clean-fuel ve-
hicle property is a part or the basis of
qualified clean-fuel vehicle refueling
property is increased by the recapture
amount. For a vehicle or refueling
property that is of a character that is
subject to an allowance for deprecia-
tion, this increase in basis is recover-
able over its remaining recovery period
beginning as of the first day of the tax-
able year in which the recapture event
occurs.

(f) Application of section 1245 for sales
and other dispositions. For purposes of
section 1245, the amount of the deduc-
tion allowable under section 179A(a)
with respect to any property that is (or
has been) of a character subject to an
allowance for depreciation is treated as
a deduction allowed for depreciation
under section 167. Therefore, upon a
sale or other disposition of depreciable
qualified clean-fuel vehicle refueling
property or a depreciable vehicle of
which qualified clean-fuel vehicle prop-
erty is a part, section 1245 will apply to
any gain recognized to the extent the
basis of the depreciable property or ve-
hicle was reduced under section
179A(e)(6) net of any basis increase de-
scribed in paragraph (e) of this section.

(g) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. A, a calendar-year taxpayer,
purchases and places in service for personal
use on January 1, 1995, a clean-fuel vehicle, a
portion of which is qualified clean-fuel vehi-
cle property, costing $25,000. The qualified
clean-fuel vehicle property costs $11,000. On
A’s 1995 federal income tax return, A claims
a section 179A deduction of $2,000. On Janu-
ary 2, 1996, A sells the vehicle to an unre-
lated third party who subsequently converts
the vehicle into a gasoline-propelled vehicle
on October 15, 1996. There is no recapture

upon the sale of the vehicle by A provided A
did not know or have reason to know that
the purchaser intended to convert the vehi-
cle to a gasoline-propelled vehicle.

Example 2. B, a calendar-year taxpayer,
purchases and places in service for personal
use on October 11, 1994, a clean-fuel vehicle
costing $20,000, a portion of which is quali-
fied clean-fuel vehicle property. The quali-
fied clean-fuel vehicle property costs $10,000.
On B’s 1994 federal income tax return, B
claims a deduction of $2,000, which reduces
B’s gross income by $2,000. The basis of the
vehicle is reduced to $18,000 ($20,000¥$2,000).
On January 31, 1996, B sells the vehicle to a
tax-exempt entity. Because B knowingly sold
the vehicle to a tax-exempt entity described
in section 50(b) in the second full year from
the date the vehicle was placed in service, B
must recapture $1,333 ($2,000 × 662⁄3 percent).
This recapture amount increases B’s gross
income by $1,333 on B’s 1996 federal income
tax return and is added to the basis of the
motor vehicle as of January 1, 1996, the be-
ginning of the taxable year of recapture.

Example 3. X, a calendar-year taxpayer,
purchases and places in service for its busi-
ness use on January 1, 1994, qualified clean-
fuel vehicle refueling property costing
$400,000. Assume this property has a 5-year
recovery period. On X’s 1994 federal income
tax return, X claims a deduction of $100,000,
which reduces X’s gross income by $100,000.
The basis of the property is reduced to
$300,000 ($400,000¥$100,000) prior to any ad-
justments for depreciation. In 1996, more
than 50 percent of the use of the property is
other than in X’s trade or business.

Because the property is no longer used pre-
dominantly in X’s business, X must recap-
ture three-fifths of the section 179A deduc-
tion or $60,000 ($100,000×(5–2)/5 = $60,000) and
include that amount in gross income on its
1996 federal income tax return. The recapture
amount of $60,000 is added to the basis of the
property as of January 1, 1996, the beginning
of the taxable year of recapture, and to the
extent the property remains depreciable, the
adjusted basis is recoverable over the re-
maining recovery period.

Example 4. X, a calendar-year taxpayer,
purchases and places in service for business
use on January 1, 1994, qualified clean-fuel
vehicle refueling property costing $350,000.
Assume this property has a 5-year recovery
period. On X’s 1994 federal income tax return,
X claims a deduction of $100,000, which re-
duces X’s gross income by $100,000. The basis
of the property is reduced to $250,000
($350,000¥$100,000) prior to any adjustments
for depreciation. In 1995, X converts the
property to store and dispense gasoline. Be-
cause the property is no longer used as quali-
fied clean-fuel vehicle refueling property in
1995, X must recapture four-fifths of the sec-
tion 179A deduction or $80,000 ($100,000×(5–1)/5
= $80,000) and include that amount in gross
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income on its 1995 federal income tax return.
The recapture amount of $80,000 is added to
the basis of the property as of January 1,
1995, the beginning of the taxable year of re-
capture, and to the extent the property re-
mains depreciable, the adjusted basis is re-
coverable over the remaining recovery pe-
riod.

Example 5. The facts are the same as in Ex-
ample 4. In 1996, X sells the refueling prop-
erty for $351,000, recognizing a gain from this
sale. Under paragraph (f) of this section, sec-
tion 1245 will apply to any gain recognized on
the sale of depreciable property to the extent
the basis of the property was reduced by the
section 179A deduction net of any basis in-
crease from recapture of the section 179A de-
duction. Accordingly, the gain from the sale
of the property is subject to section 1245 to
the extent of the depreciation allowance for
the property plus the deduction allowed
under section 179A ($100,000), less the pre-
vious recapture amount ($80,000). Any re-
maining amount of gain may be subject to
other applicable provisions of the Internal
Revenue Code.

(h) Effective date. This section is ef-
fective on October 14, 1994. If the recap-
ture date is before the effective date of
this section, a taxpayer may use any
reasonable method to recapture the
benefit of any deduction allowable
under section 179A(a) consistent with
section 179A and its legislative history.
For this purpose, the recapture date is
defined in paragraph (c) of this section.

[T.D.8606, 60 FR 39651, Aug. 3, 1995]

§ 1.180–1 Expenditures by farmers for
fertilizer, etc.

(a) In general. A taxpayer engaged in
the business of farming may elect, for
any taxable year beginning after De-
cember 31, 1959, to treat as deductible
expenses those expenditures otherwise
chargeable to capital account which
are paid or incurred by him during the
taxable year for the purchase or acqui-
sition of fertilizer, lime, ground lime-
stone, marl, or other materials to en-
rich, neutralize, or condition land used
in farming, and those expenditures oth-
erwise chargeable to capital account
paid or incurred for the application of
such items and materials to such land.
No election is required to be made for
those expenditures which are not cap-
ital in nature. Section 180, § 1.180–2, and
this section are not applicable to those
expenses which are deductible under
section 162 and the regulations there-

under or which are subject to the
method described in section 175 and the
regulations thereunder.

(b) Land used in farming. For purposes
of section 180(a) and of paragraph (a) of
this section, the term land used in farm-
ing means land used (before or simulta-
neously with the expenditures de-
scribed in such section and such para-
graph) by the taxpayer or his tenant
for the production of crops, fruits, or
other agricultural products or for the
sustenance of livestock. See section
180(b). Expenditures for the initial
preparation of land never previously
used for farming purposes by the tax-
payer or his tenant (although charge-
able to capital account) are not subject
to the election. The principles stated in
§§ 1.175–3 and 1.175–4 are equally appli-
cable under this section in determining
whether the taxpayer is engaged in the
business of farming and whether the
land is used in farming.

(74 Stat. 1001, 26 U.S.C. 180)

[T.D. 6548, 26 FR 1486, Feb. 22, 1961]

§ 1.180–2 Time and manner of making
election and revocation.

(a) Election. The claiming of a deduc-
tion on the taxpayer’s return for an
amount to which section 180 applies for
amounts (otherwise chargeable to cap-
ital account) expended for fertilizer,
lime, etc., shall constitute an election
under section 180 and paragraph (a) of
§ 1.180–1. Such election shall be effec-
tive only for the taxable year for which
the deduction is claimed.

(b) Revocation. Once the election is
made for any taxable year such elec-
tion may not be revoked without the
consent of the district director for the
district in which the taxpayer’s return
is required to be filed. Such requests
for consent shall be in writing and
signed by the taxpayer or his author-
ized representative and shall set forth:

(1) The name and address of the tax-
payer;

(2) The taxable year to which the rev-
ocation of the election is to apply;

(3) The amount of expenditures paid
or incurred during the taxable year, or
portions thereof (where applicable),
previously taken as a deduction on the
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return in respect of which the revoca-
tion of the election is to be applicable;
and

(4) The reasons for the request to re-
voke the election.

(74 Stat. 1001, 26 U.S.C. 180)

[T.D. 6548, 26 FR 1486, Feb. 22, 1961]

§ 1.182–1 Expenditures by farmers for
clearing land; in general.

Under section 182, a taxpayer en-
gaged in the business of farming may
elect, in the manner provided in § 1.182–
6, to deduct certain expenditures paid
or incurred by him in any taxable year
beginning after December 31, 1962, in
the clearing of land. The expenditures
to which the election applies are all ex-
penditures paid or incurred during the
taxable year in clearing land for the
purpose of making the ‘‘land suitable
for use in farming’’ (as defined in
§ 1.182–4) which are not otherwise de-
ductible (exclusive of expenditures for
or in connection with depreciable
items referred to in paragraph (b)(1) of
§ 1.182–3), but only if such expenditures
are made in furtherance of the tax-
payer’s business of farming. The term
expenditures to which the election ap-
plies also includes a reasonable allow-
ance for depreciation (not otherwise al-
lowable) on equipment used in the
clearing of land provided such equip-
ment, if used in the carrying on of a
trade or business, would be subject to
the allowance for depreciation under
section 167. (See paragraph (c) of
§ 1.182–3.) (See section 175 and the regu-
lations thereunder for deductibility of
certain expenditures for treatment or
moving of earth by a farmer where the
land already qualifies as land used in
farming as defined in § 1.175–4.) The
amount deductible for any taxable year
is limited to the lesser of $5,000 or 25
percent of the taxable income derived
from farming (as defined in paragraph
(a)(2) of § 1.182–5) during the taxable
year. Expenditures paid or incurred in
a taxable year in excess of the amount
deductible under section 182 for such
taxable year shall be treated as capital
expenditures and shall constitute an
adjustment to the basis of the land
under section 1016(a).

[T.D. 6794, 30 FR 790, Jan. 26, 1965]

§ 1.182–2 Definition of ‘‘the business of
farming.’’

Under section 182, the election to de-
duct expenditures incurred in the
clearing of land is applicable only to a
taxpayer who is engaged in ‘‘the busi-
ness of farming’’ during the taxable
year. A taxpayer is engaged in the
business of farming if he cultivates, op-
erates, or manages a farm for gain or
profit, either as owner or tenant. For
purposes of section 182, a taxpayer who
receives a rental (either in cash or in
kind) which is based upon farm produc-
tion is engaged in the business of farm-
ing. However, a taxpayer who receives
a fixed rental (without reference to
production) is engaged in the business
of farming only if he participates to a
material extent in the operation or
management of the farm. A taxpayer
engaged in forestry or the growing of
timber is not thereby engaged in the
business of farming. A person culti-
vating or operating a farm for recre-
ation or pleasure rather than for profit
is not engaged in the business of farm-
ing. For purposes of section 182 and
this section, the term farm is used in
its ordinary, accepted sense and in-
cludes stock, dairy, poultry, fish, fruit,
and truck farms, and also plantations,
ranches, ranges, and orchards. A fish
farm is an area where fish are grown or
raised, as opposed to merely caught or
harvested; that is, an area where they
are artificially fed, protected, cared
for, etc. A taxpayer is engaged in ‘‘the
business of farming’’ if he is a member
of a partnership engaged in the busi-
ness of farming. See § 1.702–1.

[T.D. 6794, 30 FR 790, Jan. 26, 1965]

§ 1.182–3 Definition, exceptions, etc.,
relating to deductible expenditures.

(a) Clearing of land. (1) For purposes
of section 182, the term clearing of land
includes (but is not limited to):

(i) The removal of rocks, stones,
trees, stumps, brush or other natural
impediments to the use of the land in
farming through blasting, cutting,
burning, bulldozing, plowing, or in any
other way;

(ii) The treatment or moving of
earth, including the construction, re-
pair or removal of nondepreciable
earthen structures, such as dikes or
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levies, if the purpose of such treatment
or moving of earth is to protect, level,
contour, terrace, or condition the land
so as to permit its use as farming land;
and

(iii) The diversion of streams and wa-
tercourses, including the construction
of nondepreciable drainage facilities,
provided that the purpose is to remove
or divert water from the land so as to
make it available for use in farming.

(2) The following are examples of
land clearing activities:

(i) The cutting of trees, the blasting
of the resulting stumps, and the burn-
ing of the residual undergrowth;

(ii) The leveling of land so as to per-
mit irrigation or planting;

(iii) The removal of salt or other
minerals which might inhibit cultiva-
tion of the soil;

(iv) The draining and filling in of a
swamp or marsh; and

(v) The diversion of a stream from
one watercourse to another.

(b) Expenditures not allowed as a de-
duction under section 182. (1) Section 182
applies only to expenditures for non-
depreciable items. Accordingly, a tax-
payer may not deduct expenditures for
the purchase, construction, installa-
tion, or improvement of structures, ap-
pliances, or facilities which are of a
character which is subject to the allow-
ance for depreciation under section 167
and the regulations thereunder. Ex-
penditures in respect of such depre-
ciable property include those for mate-
rials, supplies, wages, fuel, freight, and
the moving of earth, paid or incurred
with respect to tanks, reservoirs, pipes,
conduits, canals, dams, wells, or pumps
constructed of masonry, concrete, tile,
metal, wood, or other nonearthen ma-
terial.

(2) Expenditures which are deductible
without regard to section 182 are not
deductible under section 182. Thus,
such expenditures are deductible with-
out being subject to the limitations
imposed by section 182(b) and § 1.182–5.
For example, section 182 does not apply
to the ordinary and necessary expenses
incurred in the business of farming
which are deductible under section 162
even though they might otherwise be
considered to be clearing of land ex-
penditures. Section 182 also does not
apply to interest (deductible under sec-

tion 163) nor to taxes (deductible under
section 164). Similarly, section 182 does
not apply to any expenditures (whether
or not currently deductible) paid or in-
curred for the purpose of soil or water
conservation in respect of land used in
farming, or for the prevention of ero-
sion of land used in farming, within the
meaning of section 175 and the regula-
tions thereunder, nor to expenditures
deductible under section 180 and the
regulations thereunder, relating to ex-
penditures for fertilizer, etc.

(c) Depreciation. In addition to ex-
penditures for the activities described
in paragraph (a) of this section, there
also shall be treated as an expenditure
to which section 182 applies a reason-
able allowance for depreciation not
otherwise deductible on property of the
taxpayer which is used in the clearing
of land for the purpose of making such
land suitable for use in farming, pro-
vided the property is property which, if
used in a trade or business, would be
subject to the allowance for deprecia-
tion under section 167. Depreciation al-
lowable as a deduction under section
182 is limited to the portion of depre-
ciation which is attributable to the use
of the property in the clearing of land.
The depreciation shall be computed in
accordance with section 167 and the
regulations thereunder. To the extent
an amount representing a reasonable
allowance for depreciation with respect
to property used in clearing land is
treated as an expenditure to which sec-
tion 182 applies, such depreciation
shall, for purposes of chapter 1 of the
Code, be treated as an amount allowed
under section 167 for depreciation.
Thus, if a deduction is allowed for de-
preciation under section 182 in respect
of property used in clearing land, prop-
er adjustment to the basis of the prop-
erty so used shall be made under sec-
tion 1016(a).

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§ 1.182–4 Definition of ‘‘land suitable
for use in farming’’, etc.

For purposes of section 182, the term
land suitable for use in farming means
land which, as a result of the land
clearing activities described in para-
graph (a) of § 1.182–3, could be used by
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the taxpayer or his tenant for the pro-
duction of crops, fruits, or other agri-
cultural products, including fish, or for
the sustenance of livestock. The term
livestock includes cattle, hogs, horses,
mules, donkeys, sheep, goats, captive
fur-bearing animals, chickens, turkeys,
pigeons, and other poultry. Land used
for the sustenance of livestock includes
land used for grazing such livestock.
Expenditures are considered to be for
the purpose of making land suitable for
use in farming by the taxpayer or his
tenant only if made to prepare the land
which is cleared for use by the tax-
payer or his tenant in farming. Thus, if
the taxpayer pays or incurs expendi-
tures to clear land for the purpose of
sale (whether or not for use in farming
by the purchaser) or to be held by the
taxpayer or his tenant other than for
use in farming, section 182 does not
apply to such expenditures. Whether
the land is cleared for the purpose of
making it suitable for use in farming
by the taxpayer or his tenant, is a
question of fact which must be resolved
on the basis of all the relevant facts
and circumstances. For purposes of sec-
tion 182, it is not necessary that the
land cleared actually be used in farm-
ing following the clearing activities.
However, the fact that following the
clearing operation, the land is used by
the taxpayer or his tenant in the busi-
ness of farming will, in most cases,
constitute evidence that the purpose of
the clearing was to make land suitable
for use in farming by the taxpayer or
his tenant. On the other hand, if the
land cleared is sold or converted to
nonfarming use soon after the taxpayer
has completed his clearing activities,
there will be a presumption that the
expenditures were not made for the
purpose of making the land suitable for
use in farming by the taxpayer or his
tenant. Other factors which will be
considered in determining the tax-
payer’s purpose for clearing the land
are, for example, the acreage, location,
and character of the land cleared, the
nature of the taxpayer’s farming oper-
ation, and the use to which adjoining
or nearby land is put.

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§ 1.182–5 Limitation.

(a) Limitation—(1) General rule. The
amount of land clearing expenditures
which the taxpayer may deduct under
section 182 in any one taxable year is
limited to the lesser of $5,000 or 25 per-
cent of his ‘‘taxable income derived
from farming’’. Expenditures in excess
of the applicable limitation are to be
charged to the capital account and con-
stitute additions to the taxpayer’s
basis in the land.

(2) Definition of ‘‘taxable income de-
rived from farming’’. For purposes of
section 182, the term taxable income de-
rived from farming means the gross in-
come derived from the business of
farming reduced by the deductions at-
tributable to such gross income. Gross
income derived from the business of
farming is the gross income of the tax-
payer derived from the production of
crops, fruits, or other agricultural
products, including fish, or from live-
stock (including livestock held for
draft, breeding or dairy purposes). It
does not include gains from sales of as-
sets such as farm machinery or gains
from the disposition of land. The de-
ductions attributable to the business of
farming are all the deductions allowed
by Chapter 1 of the Code (other than
the deduction allowed by section 182)
for expenditures or charges (including
depreciation and amortization) paid or
incurred in connection with the pro-
duction or raising of crops, fruits, or
other agricultural products, including
fish, or livestock. However, the deduc-
tion under section 1202 (relating to the
capital gains deduction) attributable
to gain on the sale or other disposition
of assets (other than draft, breeding, or
dairy stock), and the net operating loss
deduction (computed under section 172)
shall not be taken into account in com-
puting ‘‘taxable income derived from
farming.’’ Similarly, deductible losses
on the sale, disposition, destruction,
condemnation, or abandonment of as-
sets (other than draft, breeding, or
dairy stock) shall not be considered as
deductions attributable to the business
of farming. A taxpayer shall compute
his gross income from farming in ac-
cordance with his accounting method
used in determining gross income. (See
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the regulations under section 61 relat-
ing to accounting methods used by
farmers in determining gross income.)

(b) Examples. The provisions of para-
graph (a) of this section may be illus-
trated by the following examples:

Example 1. For the taxable year 1963, A,
who uses the cash receipts and disburse-
ments method of accounting, incurs expendi-
tures to which section 182 applies in the
amount of $2,000 and makes the election
under section 182. A has the following items
of income and deductions (without regard to
section 182 expenditures).
Income:

Proceeds from sale of his 1963 yield
of corn ............................................. $10,000

Proceeds from sales of milk .............. 8,000
Gain from disposition of old breeding

cows ................................................ 500
Gain from sale of tractor .................... 100
Gain from sale of farmland ................ 5,000
Interest on loan to brother ................. 100

23,700

Deductions:
Cost of labor ....................................... 4,000
Cost of feed ........................................ 3,000
Depreciation on farm equipment and

buildings .......................................... 2,500
Cost of maintenance, fuel, etc ........... 2,000
Interest paid, mortgage on farm build-

ings ................................................. 1,000
Interest paid, personal loan ............... 500
Loss on destruction of barn ............... 2,000
Loss on sale of truck .......................... 300
Section 1202 deduction—gain on

sale of cows (500× 1/2 ) ................. 250
Section 1202 deduction—net gain on

disposition of section 1231 prop-
erty, other than cows [$2,800
($5,100¥$2,300) × 1/2 ] ................ 1,400

——— $16,950

Net income before section 182 de-
duction ............................................ 6,750

For purposes of computing taxable income
derived from farming under section 182, the
following items of income and deductions are
not taken into account:
Income:

Gain from the sale of tractor .................. $100
Gain from the sale of farmland .............. 5,000
Interest on loan to brother ..................... 100

——— $5,200
Deductions:

Interest paid, personal loan ................... $500
Loss on destruction of barn ................... 2,000
Loss on sale of truck .............................. 300
Section 1202 deduction—Net gain from

disposition of 1231 assets other than
cows .................................................... 1,400

——— $4,200

A’s ‘‘taxable income derived from farming’’
for purposes of section 182 is $5,750; income of
$18,500 ($23,700¥$5,200), less deductions of
$12,750 ($16,950¥$4,200). A may deduct
$1,437.50 (25% of $5,750) under section 182. The
excess expenditures in the amount of $562.50

are to be charged to capital account and
serve to increase the taxpayer’s basis of the
land.

Example 2. Assume the same facts as in Ex-
ample (1) and in addition, assume that A is
allowed a deduction for a net operating loss
carryback from the taxable year 1966 in the
amount of $3,000. The net operating loss de-
duction will not be taken into account in
computing A’s ‘‘taxable income derived from
farming’’ for 1963 Accordingly, A will not be
required to recompute such taxable income
for purposes of applying the limitation on
the deduction provided in section 182 and the
deduction of $1,437.50 will not be reduced.

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§ 1.182–6 Election to deduct land clear-
ing expenditures.

(a) Manner of making election. The
election to deduct expenditures for
land clearing provided by section 182(a)
shall be made by means of a statement
attached to the taxpayer’s income tax
return for the taxable year for which
such election is to apply. The state-
ment shall include the name and ad-
dress of the taxpayer, shall be signed
by the taxpayer (or his duly authorized
representative), and shall be filed not
later than the time prescribed by law
for filing the income tax return (in-
cluding extensions thereof) for the tax-
able year for which the election is to
apply. The statement shall also set
forth the amount and description of
the expenditures for land clearing
claimed as a deduction under section
182, and shall include a computation of
‘‘taxable income derived from farm-
ing’’, if the amount of such income is
not the same as the net income from
farming shown on Schedule F of Form
1040, increased by the amount of the
deduction claimed under section 182.

(b) Scope of election. An election
under section 182(a) shall apply only to
the taxable year for which made. How-
ever, once made, an election applies to
all expenditures described in § 1.182–3
paid or incurred during the taxable
year, and is binding for such taxable
year unless the district director con-
sents to a revocation of such election.
Requests for consent to revoke an elec-
tion under section 182 shall be made by
means of a letter to the district direc-
tor for the district in which the tax-
payer is required to file his return, set-
ting forth the taxpayer’s name, address
and identification number, the year for
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which it is desired to revoke the elec-
tion, and the reasons therefor. How-
ever, consent will not be granted where
the only reason therefor is a change in
tax consequences.

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§ 1.183–1 Activities not engaged in for
profit.

(a) In general. Section 183 provides
rules relating to the allowance of de-
ductions in the case of activities
(whether active or passive in char-
acter) not engaged in for profit by indi-
viduals and electing small business
corporations, creates a presumption
that an activity is engaged in for profit
if certain requirements are met, and
permits the taxpayer to elect to post-
pone determination of whether such
presumption applies until he has en-
gaged in the activity for at least 5 tax-
able years, or, in certain cases, 7 tax-
able years. Whether an activity is en-
gaged in for profit is determined under
section 162 and section 212 (1) and (2)
except insofar as section 183(d) creates
a presumption that the activity is en-
gaged in for profit. If deductions are
not allowable under sections 162 and
212 (1) and (2), the deduction allowance
rules of section 183(b) and this section
apply. Pursuant to section 641(b), the
taxable income of an estate or trust is
computed in the same manner as in the
case of an individual, with certain ex-
ceptions not here relevant. Accord-
ingly, where an estate or trust engages
in an activity or activities which are
not for profit, the rules of section 183
and this section apply in computing
the allowable deductions of such trust
or estate. No inference is to be drawn
from the provisions of section 183 and
the regulations thereunder that any
activity of a corporation (other than
an electing small business corporation)
is or is not a business or engaged in for
profit. For rules relating to the deduc-
tions that may be taken into account
by taxable membership organizations
which are operated primarily to fur-
nish services, facilities, or goods to
members, see section 277 and the regu-
lations thereunder. For the definition
of an activity not engaged in for profit,
see § 1.183–2. For rules relating to the
election contained in section 183(e), see
§ 1.183–3.

(b) Deductions allowable—(1) Manner
and extent. If an activity is not engaged
in for profit, deductions are allowable
under section 183(b) in the following
order and only to the following extent:

(i) Amounts allowable as deductions
during the taxable year under Chapter
1 of the Code without regard to wheth-
er the activity giving rise to such
amounts was engaged in for profit are
allowable to the full extent allowed by
the relevant sections of the Code, de-
termined after taking into account any
limitations or exceptions with respect
to the allowability of such amounts.
For example, the allowability-of-inter-
est expenses incurred with respect to
activities not engaged in for profit is
limited by the rules contained in sec-
tion 163(d).

(ii) Amounts otherwise allowable as
deductions during the taxable year
under Chapter 1 of the Code, but only if
such allowance does not result in an
adjustment to the basis of property, de-
termined as if the activity giving rise
to such amounts was engaged in for
profit, are allowed only to the extent
the gross income attributable to such
activity exceeds the deductions al-
lowed or allowable under subdivision
(i) of this subparagraph.

(iii) Amounts otherwise allowable as
deductions for the taxable year under
Chapter 1 of the Code which result in
(or if otherwise allowed would have re-
sulted in) an adjustment to the basis of
property, determined as if the activity
giving rise to such deductions was en-
gaged in for profit, are allowed only to
the extent the gross income attrib-
utable to such activity exceeds the de-
ductions allowed or allowable under
subdivisions (i) and (ii) of this subpara-
graph. Deductions falling within this
subdivision include such items as de-
preciation, partial losses with respect
to property, partially worthless debts,
amortization, and amortizable bond
premium.

(2) Rule for deductions involving basis
adjustments—(i) In general. If deduc-
tions are allowed under subparagraph
(1)(iii) of this paragraph, and such de-
ductions are allowed with respect to
more than one asset, the deduction al-
lowed with respect to each asset shall
be determined separately in accordance
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with the computation set forth in sub-
division (ii) of this subparagraph.

(ii) Basis adjustment fraction. The de-
duction allowed under subparagraph
(1)(iii) of this paragraph is computed by
multiplying the amount which would
have been allowed, had the activity
been engaged in for profit, as a deduc-
tion with respect to each particular
asset which involves a basis adjust-
ment, by the basis adjustment fraction:

(a) The numerator of which is the
total of deductions allowable under
subparagraph (1)(iii) of this paragraph,
and

(b) The denominator of which is the
total of deductions which involve basis
adjustments which would have been al-
lowed with respect to the activity had
the activity been engaged in for profit.
The amount resulting from this com-
putation is the deduction allowed
under subparagraph (1)(iii) of this para-
graph with respect to the particular
asset. The basis of such asset is ad-
justed only to the extent of such deduc-
tion.

(3) Examples. The provisions of sub-
paragraphs (1) and (2) of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, an individual, maintains a
herd of dairy cattle, which is an ‘‘activity
not engaged in for profit’’ within the mean-
ing of section 183(c). A sold milk for $1,000
during the year. During the year A paid $300
State taxes on gasoline used to transport the
cows, milk, etc., and paid $1,200 for feed for
the cows. For the year A also had a casualty
loss attributable to this activity of $500. A
determines the amount of his allowable de-
ductions under section 183 as follows:

(i) First, A computes his deductions allow-
able under subparagraph (1)(i) of this para-
graph as follows:
State gasoline taxes specifically allowed under

section 164(a)(5) without regard to whether the
activity is engaged in for profit ........................... $300

Casualty loss specifically allowed under section
165(c)(3) without regard to whether the activity
is engaged in for profit ($500 less $100 limita-
tion) .................................................................... 400

Deductions allowable under subparagraph (1)(i)
of this paragraph ................................................ 700

(ii) Second, A computes his deductions al-
lowable under subparagraph (1)(ii) of this
paragraph (deductions which would be al-
lowed under chapter 1 of the Code if the ac-
tivity were engaged in for profit and which
do not involve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(ii) of this paragraph:

Income from milk sales .......................................... $1,000

Gross income from activity .................................... 1,000
Less: deductions allowable under subparagraph

(1)(i) of this paragraph ....................................... 700

Maximum amount of deductions allowable under
subparagraph (1)(ii) of this paragraph ............... 300

Feed for cows ........................................................ 1,200
Deduction allowed under subparagraph (1)(ii) of

this paragraph .................................................... 300

$900 of the feed expense is not allowed as a
deduction under section 183 because the total
feed expense ($1,200) exceeds the maximum
amount of deductions allowable under sub-
paragraph (1)(ii) of this paragraph ($300). In
view of these circumstances, it is not nec-
essary to determine deductions allowable
under subparagraph (1)(iii) of this paragraph
which would be allowable under chapter 1 of
the Code if the activity were engaged in for
profit and which involve basis adjustment
(the $100 of casualty loss not allowable under
subparagraph (1)(i) of this paragraph because
of the limitation in section 165(c)(3)) because
none of such amount will be allowed as a de-
duction under section 183.

Example 2. Assume the same facts as in Ex-
ample (1), except that A also had income
from sales of hay grown on the farm of $1,200
and that depreciation of $750 with respect to
a barn, and $650 with respect to a tractor
would have been allowed with respect to the
activity had it been engaged in for profit. A
determines the amount of his allowable de-
ductions under section 183 as follows:

(i) First, A computes his deductions allow-
able under subparagraph (1)(i) of this para-
graph as follows:
State gasoline taxes specifically allowed under

section 164(a)(5) without regard to whether the
activity is engaged in for profit ........................... $300

Casualty loss specifically allowed under section
165(c)(3) without regard to whether the activity
is engaged in for profit ($500 less $100 limita-
tion) .................................................................... 400

Deductions allowable under subparagraph (1)(i)
of this paragraph ................................................ 700

(ii) Second, A computes his deductions al-
lowable under subparagraph (1)(ii) of this
paragraph (deductions which would be allow-
able under chapter 1 of the Code if the activ-
ity were engaged in for profit and which do
not involve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(ii) of this paragraph:
Income from milk sales .......................................... $1,000
Income from hay sales .......................................... 1,200

Gross income from activity .................................... 2,200
Less: deductions allowable under subparagraph

(1)(i) of this paragraph ....................................... 700

Maximum amount of deductions allowable under
subparagraph (1)(ii) of this paragraph ............... 1,500

Feed for cows ........................................................ 1,200
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The entire $1,200 of expenses relating to feed
for cows is allowable as a deduction under
subparagraph (1)(ii) of this paragraph, since
it does not exceed the maximum amount of
deductions allowable under such subpara-
graph.

(iii) Last, A computes the deductions al-
lowable under subparagraph (1)(iii) of this
paragraph (deductions which would be allow-
able under chapter 1 of the Code if the activ-
ity were engaged in for profit and which in-
volve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(iii) of this paragraph:
Gross income from farming ............... $2,200
Less: Deductions allowed under sub-

paragraph (1)(i) of this paragraph .. $700
Deductions allowed under subpara-

graph (1)(ii) of this paragraph ........ 1,200 1,900

Maximum amount of deductions al-
lowable under subparagraph (1)(iii)
of this paragraph ............................ 300

(iv) Since the total of A’s deductions under
chapter 1 of the Code (determined as if the
activity was engaged in for profit) which in-
volve basis adjustments ($750 with respect to
barn, $650 with respect to tractor, and $100
with respect to limitation on casualty loss)
exceeds the maximum amount of the deduc-
tions allowable under subparagraph (1)(iii) of
this paragraph ($300), A computes his allow-
able deductions with respect to such assets
as follows:

A first computes his basis adjustment frac-
tion under subparagraph (2)(ii) of this para-
graph as follows:
The numerator of the fraction is the maximum of

deductions allowable under subparagraph
(1)(iii) of this paragraph which involve basis ad-
justments ............................................................ $300

The denominator of the fraction is the total of de-
ductions that involve basis adjustments which
would have been allowed with respect to the
activity had the activity been engaged in for
profit ................................................................... 1,500

The basis adjustment fraction is then applied
to the amount of each deduction which
would have been allowable if the activity
were engaged in for profit and which involves
a basis adjustment as follows:
Depreciation allowed with respect to barn (300/

1,500×$750) ....................................................... $150
Depreciation allowed with respect to tractor (300/

1,500×$650) ....................................................... 130
Deduction allowed with respect to limitation on

casualty loss (300/1,500×$100) ......................... 20

The basis of the barn and of the tractor are
adjusted only by the amount of depreciation
actually allowed under section 183 with re-
spect to each (as determined by the above
computation). The basis of the asset with re-
gard to which the casualty loss was suffered
is adjusted only to the extent of the amount
of the casualty loss actually allowed as a de-
duction under subparagraph (1) (i) and (iii) of
this paragraph.

(4) Rule for capital gains and losses—(i)
In general. For purposes of section 183
and the regulations thereunder, the
gross income from any activity not en-
gaged in for profit includes the total of
all capital gains attributable to such
activity determined without regard to
the section 1202 deduction. Amounts
attributable to an activity not engaged
in for profit which would be allowable
as a deduction under section 1202, with-
out regard to section 183, shall be al-
lowable as a deduction under section
183(b)(1) in accordance with the rules
stated in this subparagraph.

(ii) Cases where deduction not allowed
under section 183. No deduction is allow-
able under section 183(b)(1) with re-
spect to capital gains attributable to
an activity not engaged in for profit if:

(a) Without regard to section 183 and
the regulations thereunder, there is no
excess of net long-term capital gain
over net short-term capital loss for the
year, or

(b) There is no excess of net long-
term capital gain attributable to the
activity over net short-term capital
loss attributable to the activity.

(iii) Allocation of deduction. If there
is:

(a) An excess of net long-term capital
gain over net short-term capital loss
attributable to an activity not engaged
in for profit, and

(b) Such an excess attributable to all
activities, determined without regard
to section 183 and the regulations
thereunder, the deduction allowable
under section 183(b)(1) attributable to
capital gains with respect to each ac-
tivity not engaged in for profit (with
respect to which there is an excess of
net long-term capital gain over net
short-term capital loss for the year)
shall be an amount equal to the deduc-
tion allowable under section 1202 for
the taxable year (determined without
regard to section 183) multiplied by a
fraction the numerator of which is the
excess of the net long-term capital
gain attributable to the activity over
the net short-term capital loss attrib-
utable to the activity and the denomi-
nator of which is an amount equal to
the total excess of net long-term cap-
ital gain over net short-term capital
loss for all activities with respect to
which there is such excess. The amount
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of the total section 1202 deduction al-
lowable for the year shall be reduced
by the amount determined to be allo-
cable to activities not engaged in for
profit and accordingly allowed as a de-
duction under section 183(b)(1).

(iv) Example. The provisions of this
subparagraph may be illustrated by the
following example:

Example. A, an individual who uses the
cash receipts and disbursement method of
accounting and the calendar year as the tax-
able year, has three activities not engaged in
for profit. For his taxable year ending on De-
cember 31, 1973, A has a $200 net long-term
capital gain from activity No. 1, a $100 net
short-term capital loss from activity No. 2,
and a $300 net long-term capital gain from
activity No. 3. In addition, A has a $500 net
long-term capital gain from another activity
which he engages in for profit. A computes
his deductions for capital gains for calendar
year 1973 as follows:

Section 1202 deduction without regard to
section 183 is determined as follows:
Net long-term capital gain from activity No. 1 ....... $200
Net long-term capital gain from activity No. 3 ....... 300
Net long-term capital gain from activity engaged

in for profit .......................................................... 500

Total net long-term capital gain from all
activities ............................................... 1,000

Less: Net short-term capital loss attributable to
activity No. 2 ...................................................... 100

Aggregate net long-term capital gain over net
short-term capital loss from all activities ............ 900

Section 1202 deduction determined without re-
gard to section 183 (one-half of $900) .............. $450

Allocation of the total section 1202 deduc-
tion among A’s various activities:
Portion allocable to activity No. 1 which is deduct-

ible under section 183(b)(1) (Excess net long-
term capital gain attributable to activity No. 1
($200) over total excess net long-term capital
gain attributable to all of A’s activities with re-
spect to which there is such an excess
($1,000) times amount of section 1202 deduc-
tion ($450)) ......................................................... 90

Portion allocable to activity No. 3 which is deduct-
ible under section 183(b)(1) (Excess net long-
term capital gain attributable to activity No. 3
($300) over total excess net long-term capital
gain attributable to all of A’s activities with re-
spect to which there is such an excess
($1,000) times amount of section 1202 deduc-
tion ($450)) ......................................................... 135

Portion allocable to all activities engaged in for
profit (total section 1202 deduction ($450) less
section 1202 deduction allowable to activities
Nos. 1 and 3 ($225)) .......................................... 225

Total section 1202 deduction deductible
under sections 1202 and 183(b)(1) ..... 450

(c) Presumption that activity is engaged
in for profit—(1) In general. If for:

(i) Any 2 of 7 consecutive taxable
years, in the case of an activity which
consists in major part of the breeding,
training, showing, or racing of horses,
or

(ii) Any 2 of 5 consecutive taxable
years, in the case of any other activity,
the gross income derived from an activ-
ity exceeds the deductions attributable
to such activity which would be al-
lowed or allowable if the activity were
engaged in for profit, such activity is
presumed, unless the Commissioner es-
tablishes to the contrary, to be en-
gaged in for profit. For purposes of this
determination the deduction permitted
by section 1202 shall not be taken into
account. Such presumption applies
with respect to the second profit year
and all years subsequent to the second
profit year within the 5- or 7-year pe-
riod beginning with the first profit
year. This presumption arises only if
the activity is substantially the same
activity for each of the relevant tax-
able years, including the taxable year
in question. If the taxpayer does not
meet the requirements of section 183(d)
and this paragraph, no inference that
the activity is not engaged in for profit
shall arise by reason of the provisions
of section 183. For purposes of this
paragraph, a net operating loss deduc-
tion is not taken into account as a de-
duction. For purposes of this subpara-
graph a short taxable year constitutes
a taxable year.

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples,
in each of which it is assumed that the
taxpayer has not elected, in accordance
with section 183(e), to postpone deter-
mination of whether the presumption
described in section 183(d) and this
paragraph is applicable.

Example 1. For taxable years 1970–74, A, an
individual who uses the cash receipts and
disbursement method of accounting and the
calendar year as the taxable year, is engaged
in the activity of farming. In taxable years
1971, 1973, and 1974, A’s deductible expendi-
tures with respect to such activity exceed
his gross income from the activity. In tax-
able years 1970 and 1972 A has income from
the sale of farm produce of $30,000 for each
year. In each of such years A had expenses
for feed for his livestock of $10,000, deprecia-
tion of equipment of $10,000, and fertilizer
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cost of $5,000 which he elects to take as a de-
duction. A also has a net operating loss car-
ryover to taxable year 1970 of $6,000. A is pre-
sumed, for taxable years 1972, 1973, and 1974,
to have engaged in the activity of farming
for profit, since for 2 years of a 5-consecu-
tive-year period the gross income from the
activity ($30,000 for each year) exceeded the
deductions (computed without regard to the
net operating loss) which are allowable in
the case of the activity ($25,000 for each
year).

Example 2. For the taxable years 1970 and
1971, B, an individual who uses the cash re-
ceipts and disbursement method of account-
ing and the calendar year as taxable year,
engaged in raising pure-bred Charolais cattle
for breeding purposes. The operation showed
a loss during 1970. At the end of 1971, B sold
a substantial portion of his herd and the cat-
tle operation showed a profit for that year.
For all subsequent relevant taxable years B
continued to keep a few Charolais bulls at
stud. In 1972, B started to raise Tennessee
Walking Horses for breeding and show pur-
poses, utilizing substantially the same pas-
ture land, barns, and (with structural modi-
fications) the same stalls. The Walking
Horse operations showed a small profit in
1973 and losses in 1972 and 1974 through 1976.

(i) Assuming that under paragraph (d)(1) of
this section the raising of cattle and raising
of horses are determined to be separate ac-
tivities, no presumption that the Walking
Horse operation was carried on for profit
arises under section 183(d) and this para-
graph since this activity was not the same
activity that generated the profit in 1971 and
there are not, therefore, 2 profit years attrib-
utable to the horse activity.

(ii) Assuming the same facts as in (i)
above, if there were no stud fees received in
1972 with respect to Charolais bulls, but for
1973 stud fees with respect to such bulls ex-
ceed deductions attributable to maintenance
of the bulls in that year, the presumption
will arise under section 183(d) and this para-
graph with respect to the activity of raising
and maintaining Charolais cattle for 1973 and
for all subsequent years within the 5-year pe-
riod beginning with taxable year 1971, since
the activity of raising and maintaining
Charolais cattle is the same activity in 1971
and in 1973, although carried on by B on a
much reduced basis and in a different man-
ner. Since it has been assumed that the
horse and cattle operations are separate ac-
tivities, no presumption will arise with re-
spect to the Walking Horse operation be-
cause there are not 2 profit years attrib-
utable to such horse operation during the pe-
riod in question.

(iii) Assuming, alternatively, that the rais-
ing of cattle and raising of horses would be
considered a single activity under paragraph
(d)(1) of this section, B would receive the
benefit of the presumption beginning in 1973

with respect to both the cattle and horses
since there were profits in 1971 and 1973. The
presumption would be effective through 1977
(and longer if there is an excess of income
over deductions in this activity in 1974, 1975,
1976, or 1977 which would extend the pre-
sumption) if, under section 183(d) and sub-
paragraph (3) of this paragraph, it was deter-
mined that the activity consists in major
part of the breeding, training, showing, or
racing of horses. Otherwise, the presumption
would be effective only through 1975 (assum-
ing no excess of income over deductions in
this activity in 1974 or 1975 which would ex-
tend the presumption).

(3) Activity which consists in major part
of the breeding, training, showing, or rac-
ing of horses. For purposes of this para-
graph an activity consists in major
part of the breeding, training, showing,
or racing of horses for the taxable year
if the average of the portion of expendi-
tures attributable to breeding, train-
ing, showing, and racing of horses for
the 3 taxable years preceding the tax-
able year (or, in the case of an activity
which has not been conducted by the
taxpayer for 3 years, for so long as it
has been carried on by him) was at
least 50 percent of the total expendi-
tures attributable to the activity for
such prior taxable years.

(4) Transitional rule. In applying the
presumption described in section 183(d)
and this paragraph, only taxable years
beginning after December 31, 1969, shall
be taken into account. Accordingly, in
the case of an activity referred to in
subparagraph (1) (i) or (ii) of this para-
graph, section 183(d) does not apply
prior to the second profitable taxable
year beginning after December 31, 1969,
since taxable years prior to such date
are not taken into account.

(5) Cross reference. For rules relating
to section 183(e) which permits a tax-
payer to elect to postpone determina-
tion of whether any activity shall be
presumed to be ‘‘an activity engaged in
for profit’’ by operation of the pre-
sumption described in section 183(d)
and this paragraph until after the close
of the fourth taxable year (sixth tax-
able year, in the case of activity which
consists in major part of breeding,
training, showing, or racing of horses)
following the taxable year in which the
taxpayer first engages in the activity,
see § 1.183–3.

(d) Activity defined—(1) Ascertainment
of activity. In order to determine
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whether, and to what extent, section
183 and the regulations thereunder
apply, the activity or activities of the
taxpayer must be ascertained. For in-
stance, where the taxpayer is engaged
in several undertakings, each of these
may be a separate activity, or several
undertakings may constitute one ac-
tivity. In ascertaining the activity or
activities of the taxpayer, all the facts
and circumstances of the case must be
taken into account. Generally, the
most significant facts and cir-
cumstances in making this determina-
tion are the degree of organizational
and economic interrelationship of var-
ious undertakings, the business pur-
pose which is (or might be) served by
carrying on the various undertakings
separately or together in a trade or
business or in an investment setting,
and the similarity of various under-
takings. Generally, the Commissioner
will accept the characterization by the
taxpayer of several undertakings either
as a single activity or as separate ac-
tivities. The taxpayer’s characteriza-
tion will not be accepted, however,
when it appears that his characteriza-
tion is artificial and cannot be reason-
ably supported under the facts and cir-
cumstances of the case. If the taxpayer
engages in two or more separate activi-
ties, deductions and income from each
separate activity are not aggregated ei-
ther in determining whether a par-
ticular activity is engaged in for profit
or in applying section 183. Where land
is purchased or held primarily with the
intent to profit from increase in its
value, and the taxpayer also engages in
farming on such land, the farming and
the holding of the land will ordinarily
be considered a single activity only if
the farming activity reduces the net
cost of carrying the land for its appre-
ciation in value. Thus, the farming and
holding of the land will be considered a
single activity only if the income de-
rived from farming exceeds the deduc-
tions attributable to the farming activ-
ity which are not directly attributable
to the holding of the land (that is, de-
ductions other than those directly at-
tributable to the holding of the land
such as interest on a mortgage secured
by the land, annual property taxes at-
tributable to the land and improve-

ments, and depreciation of improve-
ments to the land).

(2) Rules for allocation of expenses. If
the taxpayer is engaged in more than
one activity, an item of deduction or
income may be allocated between two
or more of these activities. Where
property is used in several activities,
and one or more of such activities is
determined not to be engaged in for
profit, deductions relating to such
property must be allocated between the
various activities on a reasonable and
consistently applied basis.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (i) A, an individual, owns a small
house located near the beach in a resort
community. Visitors come to the area for
recreational purposes during only 3 months
of the year. During the remaining 9 months
of the year houses such as A’s are not rented.
Customarily, A arranges that the house will
be leased for 2 months of 3-month rec-
reational season to vacationers and reserves
the house for his own vacation during the re-
maining month of the recreational season. In
1971, A leases the house for 2 months for
$1,000 per month and actually uses the house
for his own vacation during the other month
of the recreational season. For 1971, the ex-
penses attributable to the house are $1,200
interest, $600 real estate taxes, $600 mainte-
nance, $300 utilities, and $1,200 which would
have been allowed as depreciation had the
activity been engaged in for profit. Under
these facts and circumstances, A is engaged
in a single activity, holding the beach house
primarily for personal purposes, which is an
‘‘activity not engaged in for profit’’ within
the meaning of section 183(c). See paragraph
(b)(9) of § 1.183–2.

(ii) Since the $1,200 of interest and the $600
of real estate taxes are specifically allowable
as deductions under sections 163 and 164(a)
without regard to whether the beach house
activity is engaged in for profit, no alloca-
tion of these expenses between the uses of
the beach house is necessary. However, since
section 262 specifically disallows personal,
living, and family expenses as deductions,
the maintenance and utilities expenses and
the depreciation from the activity must be
allocated between the rental use and the per-
sonal use of the beach house. Under the par-
ticular facts and circumstances, 2/3 (2
months of rental use over 3 months of total
use) of each of these expenses are allocated
to the rental use, and 1/3 (1 month of per-
sonal use over 3 months of total use) of each
of these expenses are allocated to the per-
sonal use as follows:
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Rental use 2/3
—expenses al-
locable to sec-
tion 183(b)(2)

Personal use
1/3

—expenses al-
locable to sec-

tion 262

Maintenance expense
$600 ............................... $400 $200

Utilities expense $300 ....... 200 100
Depreciation $1,200 .......... 800 400

Total ............................ 1,400 700

The $700 of expenses and depreciation allo-
cated to the personal use of the beach house
are disallowed as a deduction under section
262. In addition, the allowability of each of
the expenses and the depreciation allocated
to section 183(b)(2) is determined under para-
graph (b)(1) (ii) and (iii) of this section. Thus,
the maximum amount allowable as a deduc-
tion under section 183(b)(2) is $200 ($2,000
gross income from activity, less $1,800 deduc-
tions under section 183(b)(1)). Since the
amounts described in section 183(b)(2) ($1,400)
exceed the maximum amount allowable
($200), and since the amounts described in
paragraph (b)(1)(ii) of this section ($600) ex-
ceed such maximum amount allowable ($200),
none of the depreciation (an amount de-
scribed in paragraph (b)(1)(iii) of this sec-
tion) is allowable as a deduction.

(e) Gross income from activity not en-
gaged in for profit defined. For purposes
of section 183 and the regulations
thereunder, gross income derived from
an activity not engaged in for profit in-
cludes the total of all gains from the
sale, exchange, or other disposition of
property, and all other gross receipts
derived from such activity. Such gross
income shall include, for instance, cap-
ital gains, and rents received for the
use of property which is held in connec-
tion with the activity. The taxpayer
may determine gross income from any
activity by subtracting the cost of
goods sold from the gross receipts so
long as he consistently does so and fol-
lows generally accepted methods of ac-
counting in determining such gross in-
come.

(f) Rule for electing small business cor-
porations. Section 183 and this section
shall be applied at the corporate level
in determining the allowable deduc-
tions of an electing small business cor-
poration.

[T.D. 7198, 37 FR 13680, July 13, 1972]

§ 1.183–2 Activity not engaged in for
profit defined.

(a) In general. For purposes of section
183 and the regulations thereunder, the
term activity not engaged in for profit
means any activity other than one
with respect to which deductions are
allowable for the taxable year under
section 162 or under paragraph (1) or (2)
of section 212. Deductions are allowable
under section 162 for expenses of car-
rying on activities which constitute a
trade or business of the taxpayer and
under section 212 for expenses incurred
in connection with activities engaged
in for the production or collection of
income or for the management, con-
servation, or maintenance of property
held for the production of income. Ex-
cept as provided in section 183 and
§ 1.183–1, no deductions are allowable
for expenses incurred in connection
with activities which are not engaged
in for profit. Thus, for example, deduc-
tions are not allowable under section
162 or 212 for activities which are car-
ried on primarily as a sport, hobby, or
for recreation. The determination
whether an activity is engaged in for
profit is to be made by reference to ob-
jective standards, taking into account
all of the facts and circumstances of
each case. Although a reasonable ex-
pectation of profit is not required, the
facts and circumstances must indicate
that the taxpayer entered into the ac-
tivity, or continued the activity, with
the objective of making a profit. In de-
termining whether such an objective
exists, it may be sufficient that there
is a small chance of making a large
profit. Thus it may be found that an in-
vestor in a wildcat oil well who incurs
very substantial expenditures is in the
venture for profit even though the ex-
pectation of a profit might be consid-
ered unreasonable. In determining
whether an activity is engaged in for
profit, greater weight is given to objec-
tive facts than to the taxpayer’s mere
statement of his intent.

(b) Relevant factors. In determining
whether an activity is engaged in for
profit, all facts and circumstances with
respect to the activity are to be taken
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into account. No one factor is deter-
minative in making this determina-
tion. In addition, it is not intended
that only the factors described in this
paragraph are to be taken into account
in making the determination, or that a
determination is to be made on the
basis that the number of factors
(whether or not listed in this para-
graph) indicating a lack of profit objec-
tive exceeds the number of factors indi-
cating a profit objective, or vice versa.
Among the factors which should nor-
mally be taken into account are the
following:

(1) Manner in which the taxpayer car-
ries on the activity. The fact that the
taxpayer carries on the activity in a
businesslike manner and maintains
complete and accurate books and
records may indicate that the activity
is engaged in for profit. Similarly,
where an activity is carried on in a
manner substantially similar to other
activities of the same nature which are
profitable, a profit motive may be indi-
cated. A change of operating methods,
adoption of new techniques or abandon-
ment of unprofitable methods in a
manner consistent with an intent to
improve profitability may also indicate
a profit motive.

(2) The expertise of the taxpayer or his
advisors. Preparation for the activity
by extensive study of its accepted busi-
ness, economic, and scientific prac-
tices, or consultation with those who
are expert therein, may indicate that
the taxpayer has a profit motive where
the taxpayer carries on the activity in
accordance with such practices. Where
a taxpayer has such preparation or pro-
cures such expert advice, but does not
carry on the activity in accordance
with such practices, a lack of intent to
derive profit may be indicated unless it
appears that the taxpayer is attempt-
ing to develop new or superior tech-
niques which may result in profits
from the activity.

(3) The time and effort expended by the
taxpayer in carrying on the activity. The
fact that the taxpayer devotes much of
his personal time and effort to carrying
on an activity, particularly if the ac-
tivity does not have substantial per-
sonal or recreational aspects, may indi-
cate an intention to derive a profit. A
taxpayer’s withdrawal from another

occupation to devote most of his ener-
gies to the activity may also be evi-
dence that the activity is engaged in
for profit. The fact that the taxpayer
devotes a limited amount of time to an
activity does not necessarily indicate a
lack of profit motive where the tax-
payer employs competent and qualified
persons to carry on such activity.

(4) Expectation that assets used in ac-
tivity may appreciate in value. The term
profit encompasses appreciation in the
value of assets, such as land, used in
the activity. Thus, the taxpayer may
intend to derive a profit from the oper-
ation of the activity, and may also in-
tend that, even if no profit from cur-
rent operations is derived, an overall
profit will result when appreciation in
the value of land used in the activity is
realized since income from the activity
together with the appreciation of land
will exceed expenses of operation. See,
however, paragraph (d) of § 1.183–1 for
definition of an activity in this connec-
tion.

(5) The success of the taxpayer in car-
rying on other similar or dissimilar activi-
ties. The fact that the taxpayer has en-
gaged in similar activities in the past
and converted them from unprofitable
to profitable enterprises may indicate
that he is engaged in the present activ-
ity for profit, even though the activity
is presently unprofitable.

(6) The taxpayer’s history of income or
losses with respect to the activity. A se-
ries of losses during the initial or
start-up stage of an activity may not
necessarily be an indication that the
activity is not engaged in for profit.
However, where losses continue to be
sustained beyond the period which cus-
tomarily is necessary to bring the op-
eration to profitable status such con-
tinued losses, if not explainable, as due
to customary business risks or re-
verses, may be indicative that the ac-
tivity is not being engaged in for prof-
it. If losses are sustained because of un-
foreseen or fortuitous circumstances
which are beyond the control of the
taxpayer, such as drought, disease, fire,
theft, weather damages, other involun-
tary conversions, or depressed market
conditions, such losses would not be an
indication that the activity is not en-
gaged in for profit. A series of years in
which net income was realized would of
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course be strong evidence that the ac-
tivity is engaged in for profit.

(7) The amount of occasional profits, if
any, which are earned. The amount of
profits in relation to the amount of
losses incurred, and in relation to the
amount of the taxpayer’s investment
and the value of the assets used in the
activity, may provide useful criteria in
determining the taxpayer’s intent. An
occasional small profit from an activ-
ity generating large losses, or from an
activity in which the taxpayer has
made a large investment, would not
generally be determinative that the ac-
tivity is engaged in for profit. However,
substantial profit, though only occa-
sional, would generally be indicative
that an activity is engaged in for prof-
it, where the investment or losses are
comparatively small. Moreover, an op-
portunity to earn a substantial ulti-
mate profit in a highly speculative
venture is ordinarily sufficient to indi-
cate that the activity is engaged in for
profit even though losses or only occa-
sional small profits are actually gen-
erated.

(8) The financial status of the taxpayer.
The fact that the taxpayer does not
have substantial income or capital
from sources other than the activity
may indicate that an activity is en-
gaged in for profit. Substantial income
from sources other than the activity
(particularly if the losses from the ac-
tivity generate substantial tax bene-
fits) may indicate that the activity is
not engaged in for profit especially if
there are personal or recreational ele-
ments involved.

(9) Elements of personal pleasure or
recreation. The presence of personal mo-
tives in carrying on of an activity may
indicate that the activity is not en-
gaged in for profit, especially where
there are recreational or personal ele-
ments involved. On the other hand, a
profit motivation may be indicated
where an activity lacks any appeal
other than profit. It is not, however,
necessary that an activity be engaged
in with the exclusive intention of de-
riving a profit or with the intention of
maximizing profits. For example, the
availability of other investments which
would yield a higher return, or which
would be more likely to be profitable,
is not evidence that an activity is not

engaged in for profit. An activity will
not be treated as not engaged in for
profit merely because the taxpayer has
purposes or motivations other than
solely to make a profit. Also, the fact
that the taxpayer derives personal
pleasure from engaging in the activity
is not sufficient to cause the activity
to be classified as not engaged in for
profit if the activity is in fact engaged
in for profit as evidenced by other fac-
tors whether or not listed in this para-
graph.

(c) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. The taxpayer inherited a farm
from her husband in an area which was be-
coming largely residential, and is now nearly
all so. The farm had never made a profit be-
fore the taxpayer inherited it, and the farm
has since had substantial losses in each year.
The decedent from whom the taxpayer inher-
ited the farm was a stockbroker, and he also
left the taxpayer substantial stock holdings
which yield large income from dividends.
The taxpayer lives on an area of the farm
which is set aside exclusively for living pur-
poses. A farm manager is employed to oper-
ate the farm, but modern methods are not
used in operating the farm. The taxpayer
was born and raised on a farm, and expresses
a strong preference for living on a farm. The
taxpayer’s activity of farming, based on all
the facts and circumstances, could be found
not to be engaged in for profit.

Example 2. The taxpayer is a wealthy indi-
vidual who is greatly interested in philos-
ophy. During the past 30 years he has written
and published at his own expense several
pamphlets, and he has engaged in extensive
lecturing activity, advocating and dissemi-
nating his ideas. He has made a profit from
these activities in only occasional years, and
the profits in those years were small in rela-
tion to the amounts of the losses in all other
years. The taxpayer has very sizable income
from securities (dividends and capital gains)
which constitutes the principal source of his
livelihood. The activity of lecturing, pub-
lishing pamphlets, and disseminating his
ideas is not an activity engaged in by the
taxpayer for profit.

Example 3. The taxpayer, very successful in
the business of retailing soft drinks, raises
dogs and horses. He began raising a par-
ticular breed of dogs many years ago in the
belief that the breed was in danger of declin-
ing, and he has raised and sold the dogs in
each year since. The taxpayer recently began
raising and racing thoroughbred horses. The
losses from the taxpayer’s dog and horse ac-
tivities have increased in magnitude over
the years, and he has not made a profit on
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these operations during any of the last 15
years. The taxpayer generally sells the dogs
only to friends, does not advertise the dogs
for sale, and shows the dogs only infre-
quently. The taxpayer races his horses only
at the ‘‘prestige’’ tracks at which he com-
bines his racing activities with social and
recreational activities. The horse and dog
operations are conducted at a large residen-
tial property on which the taxpayer also
lives, which includes substantial living quar-
ters and attractive recreational facilities for
the taxpayer and his family. Since (i) the ac-
tivity of raising dogs and horses and racing
the horses is of a sporting and recreational
nature, (ii) the taxpayer has substantial in-
come from his business activities of retailing
soft drinks, (iii) the horse and dog operations
are not conducted in a businesslike manner,
and (iv) such operations have a continuous
record of losses, it could be determined that
the horse and dog activities of the taxpayer
are not engaged in for profit.

Example 4. The taxpayer inherited a farm
of 65 acres from his parents when they died
6 years ago. The taxpayer moved to the farm
from his house in a small nearby town, and
he operates it in the same manner as his par-
ents operated the farm before they died. The
taxpayer is employed as a skilled machine
operator in a nearby factory, for which he is
paid approximately $8,500 per year. The farm
has not been profitable for the past 15 years
because of rising costs of operating farms in
general, and because of the decline in the
price of the produce of this farm in par-
ticular. The taxpayer consults the local
agent of the State agricultural service from
time to time, and the suggestions of the
agent have generally been followed. The
manner in which the farm is operated by the
taxpayer is substantially similar to the man-
ner in which farms of similar size, and which
grow similar crops in the area, are operated.
Many of these other farms do not make prof-
its. The taxpayer does much of the required
labor around the farm himself, such as fixing
fences, planting crops, etc. The activity of
farming could be found, based on all the
facts and circumstances, to be engaged in by
the taxpayer for profit.

Example 5. A, an independent oil and gas
operator, frequently engages in the activity
of searching for oil on undeveloped and unex-
plored land which is not near proven fields.
He does so in a manner substantially similar
to that of others who engage in the same ac-
tivity. The chances, based on the experience
of A and others who engaged in this activity,
are strong that A will not find a commer-
cially profitable oil deposit when he drills on
land not established geologically to be prov-
en oil bearing land. However, on the rare oc-
casions that these activities do result in dis-
covering a well, the operator generally real-
izes a very large return from such activity.
Thus, there is a small chance that A will

make a large profit from his soil exploration
activity. Under these circumstances, A is en-
gaged in the activity of oil drilling for profit.

Example 6. C, a chemist, is employed by a
large chemical company and is engaged in a
wide variety of basic research projects for
his employer. Although he does no work for
his employer with respect to the develop-
ment of new plastics, he has always been in-
terested in such development and has out-
fitted a workshop in his home at his own ex-
pense which he uses to experiment in the
field. He has patented several developments
at his own expense but as yet has realized no
income from his inventions or from such pat-
ents. C conducts his research on a regular,
systematic basis, incurs fees to secure con-
sultation on his projects from time to time,
and makes extensive efforts to ‘‘market’’ his
developments. C has devoted substantial
time and expense in an effort to develop a
plastic sufficiently hard, durable, and malle-
able that it could be used in lieu of sheet
steel in many major applications, such as
automobile bodies. Although there may be
only a small chance that C will invent new
plastics, the return from any such develop-
ment would be so large that it induces C to
incur the costs of his experimental work. C
is sufficiently qualified by his background
that there is some reasonable basis for his
experimental activities. C’s experimental
work does not involve substantial personal
or recreational aspects and is conducted in
an effort to find practical applications for
his work. Under these circumstances, C may
be found to be engaged in the experimental
activities for profit.

[T.D. 7198, 37 FR 13683, July 13, 1972]

§ 1.183–3 Election to postpone deter-
mination with respect to the pre-
sumption described in section
183(d). [Reserved]

§ 1.183–4 Taxable years affected.
The provisions of section 183 and the

regulations thereunder shall apply only
with respect to taxable years beginning
after December 31, 1969. For provisions
applicable to prior taxable years, see
section 270 and § 1.270–1.

[T.D. 7198, 37 FR 13685, July 13, 1972]

§ 1.186–1 Recoveries of damages for
antitrust violations, etc.

(a) Allowance of deduction. Under sec-
tion 186, when a compensatory amount
which is included in gross income is re-
ceived or accrued during a taxable year
for a compensable injury, a deduction
is allowed in an amount equal to the
lesser of (1) such compensatory
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amount, or (2) the unrecovered losses
sustained as a result of such compen-
sable injury.

(b) Compensable injury—(1) In general.
For purposes of this section, the term
compensable injury means any of the in-
juries described in subparagraph (2),
(3), or (4) of this paragraph.

(2) Patent infringement. An injury sus-
tained as a result of an infringement of
a patent issued by the United States
(whether or not issued to the taxpayer
or another person or persons) con-
stitutes a compensable injury. The
term patent issued by the United States
means any patent issued or granted by
the United States under the authority
of the Commissioner of Patents pursu-
ant to 35 U.S.C. 153.

(3) Breach of contract or of fiduciary
duty or relationship. An injury sus-
tained as a result of a breach of con-
tract (including an injury sustained by
a third party beneficiary) or a breach
of fiduciary duty or relationship con-
stitutes a compensable injury.

(4) Injury suffered under certain anti-
trust law violations. An injury sustained
in business, or to property, by reason of
any conduct forbidden in the antitrust
laws for which a civil action may be
brought under section 4 of the Act of
October 15, 1914 (15 U.S.C. 15), com-
monly known as the Clayton Act, con-
stitutes a compensable injury.

(c) Compensatory amount—(1) In gen-
eral. For purposes of this section, the
term, compensatory amount means any
amount received or accrued during the
taxable year as damages as a result of
an award in, or in settlement of, a civil
action for recovery for a compensable
injury, reduced by any amounts paid or
incurred in the taxable year in secur-
ing such award or settlement. The
term compensatory amount includes
only amounts compensating for actual
economic injury. Thus, additional
amounts representing punitive, exem-
plary, or treble damages are not in-
cluded within the term. Where, for ex-
ample, a taxpayer recovers treble dam-
ages under section 4 of the Clayton
Act, only one-third of the recovery rep-
resenting economic injury constitutes
a compensatory amount. In the ab-
sence of any indication to the con-
trary, amounts received in settlement
of an action shall be deemed to be a re-

covery for an actual economic injury
except to the extent such settlement
amounts exceed actual damages
claimed by the taxpayer in such action.

(2) Interest on a compensatory amount.
Interest attributable to a compen-
satory amount shall not be included
within the term compensatory amount.

(3) Settlement of a civil action for dam-
ages—(i) Necessity for an action. The
term compensatory amount does not in-
clude an amount received or accrued in
settlement of a claim for a compen-
sable injury if the amount is received
or accrued prior to institution of an ac-
tion. An action shall be considered as
instituted upon completion of service
of process, in accordance with the laws
and rules of the court in which the ac-
tion has been commenced or to which
the action has been removed, upon all
defendants who pay or incur an obliga-
tion to pay a compensatory amount.

(ii) Specifications of the parties. If an
action for a compensable injury is set-
tled, the specifications of the parties
will generally determine compensatory
amounts unless such specifications are
not reasonably supported by the facts
and circumstances of the case. For ex-
ample, the parties may provide that
the sum of $1,000 represents actual
damages sustained as the result of
antitrust violations and that the total
amount of the settlement after the tre-
bling of damages is $3,000. In such case,
only the sum of $1,000 would be a com-
pensatory amount. In the absence of
specifications of the parties, the com-
plaint filed by the taxpayer may be
considered in determining what portion
of the amount of the settlement is a
compensatory amount.

(4) Amounts paid or incurred in secur-
ing the award or settlement. For pur-
poses of this section, the term amounts
paid or incurred in the taxable year in se-
curing such award or settlement shall in-
clude legal expenses such as attorney’s
fees, witness fees, accountant fees, and
court costs. Expenses incurred in se-
curing a recovery of both a compen-
satory amount and other amounts from
the same action shall be allocated
among such amounts in the ratio each
of such amounts bears to the total re-
covery. For instance, where a taxpayer
incurs attorney’s fees and other ex-
penses of $3,000 in recovering $10,000 as
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a compensatory amount, $5,000 as a re-
turn of capital, and $25,000 as punitive
damages from the same action, the tax-
payer shall allocate $750 of the ex-
penses to the compensatory amount
(10,000/40,000×3,000), $375 to the return of
capital (5,000/40,000×3,000), and $1,875 to
the punitive damages (25,000/40,000×
3,000).

(d) Unrecovered losses—(1) In general.
For purposes of this section, the term
unrecovered losses sustained as a result of
such compensable injury means the sum
of the amounts of the net operating
losses for each taxable year in whole or
in part within the injury period, to the
extent that such net operating losses
are attributable to such compensable
injury, reduced by (i) the sum of any
amounts of such net operating losses
which were allowed as a net operating
loss carryback or carryover for any
prior taxable year under the provisions
of section 172, and (ii) the sum of any
amounts allowed as deductions under
section 186 (a) and this section for all
prior taxable years with respect to the
same compensable injury. Accordingly,
a deduction is permitted under section
186(a) and this section with respect to
net operating losses whether or not the
period for carryover under section 172
has expired.

(2) Injury period. For purposes of this
section, the term injury period means
(i) with respect to an infringement of a
patent, the period during which the in-
fringement of the patent continued, (ii)
with respect to a breach of contract or
breach of fiduciary duty or relation-
ship, the period during which amounts
would have been received or accrued
but for such breach of contract or
breach of fiduciary duty or relation-
ship, or (iii) with respect to injuries
sustained by reason of a violation of
section 4 of the Clayton Act, the period
during which such injuries were sus-
tained. The injury period will be deter-
mined on the basis of the facts and cir-
cumstances of the taxpayer’s situation.
The injury period may include a peri-
ods before and after the period covered
by the civil action instituted.

(3) Net operating losses attributable to
compensable injuries. A net operating
loss for any taxable year shall be treat-
ed as attributable (whether actually
attributable or not) to a compensable

injury to the extent the compensable
injury is sustained during the taxable
year. For purposes of determining the
extent of the compensable injury sus-
tained during a taxable year, a judg-
ment for a compensable injury appor-
tioning the amount of the recovery
(not reduced by any amounts paid or
incurred in securing such recovery) to
specific taxable years within the injury
period will be conclusive. If a judgment
for a compensable injury does not ap-
portion the amount of the recovery to
specific taxable years within the injury
period, the amount of the recovery will
be prorated among the years within the
injury period in the proportion that
the net operating loss sustained in
each of such years bear to the total net
operating losses sustained for all such
years. If an action is settled, the speci-
fications of the parties will generally
determine the apportionment of the
amount of the recovery unless such
specifications are not reasonably sup-
ported by the facts and circumstances
of the case. In the absence of specifica-
tions of the parties, the amount of the
recovery will be prorated among the
years within the injury period in the
proportion that the net operating loss
sustained in each of such years bears to
the total net operating losses sustained
for all such years.

(4) Application of losses attributable to
a compensable injury. If only a portion
of a net operating loss for any taxable
year is attributable to a compensable
injury, such portion shall (in applying
section 172 for purposes of this section)
be considered to be a separate net oper-
ating loss for such year to be applied
after the other portion of such net op-
erating loss. If, for example, in the
year of the compensable injury the net
operating loss was $1,000 and the
amount of the compensable injury was
$600, the amount of $400 not attrib-
utable to the compensable injury would
be used first to offset profits in the car-
ryover or carryback periods as pre-
scribed by section 172. After the
amount not attributable to the com-
pensable injury is used to offset profits
in other years, then the amount attrib-
utable to the compensable injury will
be applied against profits in the carry-
over or carryback periods.
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(e) Effect on net operating loss
carryovers—(1) In general. Under section
186 (e) if for the taxable year in which
a compensatory amount is received or
accrued any portion of the net oper-
ating loss carryovers to such year is
attributable to the compensable injury
for which such amount is received or
accrued, such portion of the net oper-
ating loss carryovers must be reduced
by the excess, if any, of (i) the amount
computed under section 186(e)(1) with
respect to such compensatory amount,
over (ii) the amount computed under
section 186(e)(2) with respect to such
compensable injury.

(2) Amount computed under section
186(e)(1). The amount computed under
section 186(e)(1) is equal to the deduc-
tion allowed under section 186(a) with
respect to the compensatory amount
received or accrued for the taxable
year.

(3) Amount computed under section
186(e)(2). The amount computed under
section 186(e)(2) is equal to that portion
of the unrecovered losses sustained as a
result of the compensable injury with
respect to which, as of the beginning of
the taxable year, the period for carry-
over under section 172 has expired
without benefit to the taxpayer, but
only to the extent that such portion of
the unrecovered losses did not reduce
an amount computed under section
186(e)(1) for any prior taxable year.

(4) Increase in income under section
172(b)(2). If there is a reduction for any
taxable year under subparagraph (1) of
this paragraph in the portion of the net
operating loss carryovers to such year
attributable to a compensable injury,
then, solely for purposes of deter-
mining the amount of such portion
which may be carried to subsequent
taxable years, the income of such tax-
able year, as computed under section
172(b)(2), shall be increased by the
amount of the reduction computed
under subparagraph (1) of this para-
graph, for such year.

(f) Illustration. The provisions of sec-
tion 186 and this section may be illus-
trated by the following example:

Example. (i) As of the beginning of his tax-
able year 1969, taxpayer A has a net oper-
ating loss carryover from his taxable year
1966 of $550 of which $250 is attributable to a
compensable injury. In addition, he has a net
operating loss attributable to the compen-

sable injury of $150 with respect to which the
period for carryover under section 172 has ex-
pired without benefit to the taxpayer. In
1969, he receives a $100 compensatory amount
with respect to that injury and he has $75 in
other income. Thus, A has gross income of
$175 and he is entitled to a $100 deduction
(the compensatory amount received) under
section 186(a) and this section since this
amount is less than the unrecovered losses
sustained as a result of the compensable in-
jury ($250+$150=$400). No portion of the net
operating loss carryover to the current tax-
able year attributable to the compensable
injury is reduced under section 186(e) since
the amount determined under section
186(e)(1) ($100) does not exceed the amount
determined under section 186(e)(2) ($150).
Therefore, A applies a net operating loss car-
ryover of $550 against his remaining income
of $75 and retains a net operating loss carry-
over of $475 to following years of which
amount $250 remains attributable to the
compensable injury. In addition, he retains
$50 of net operating losses attributable to
the compensable injury with respect to
which the period for carryover under section
172 has expired without benefit to the tax-
payer.

(ii) In 1970, A receives a $200 compensatory
amount with respect to the same compen-
sable injury and has $75 of other income.
Thus, A has gross income of $275 and he is
entitled to a $200 deduction (the compen-
satory amount received) under section 186(a)
and this section since this amount is less
than the remaining unrecovered loss sus-
tained as a result of the compensable injury
($250+$50=$300). The net operating loss carry-
over to the current taxable year of $250 at-
tributable to the compensable injury is re-
duced under section 186(e) by $150, which is
the excess of the amount determined under
section 186(e)(1) ($200) over the amount deter-
mined under section 186(e)(2) ($50). Therefore,
A applies net operating loss carryovers of
$325 ($225 not attributable to the compen-
sable injury, +$100 attributable to such in-
jury) against his remaining income of $75. A
retains net operating loss carryovers of $250
for following years, of which amount $100 is
attributable to the compensable injury. A
has used all of his net operating losses at-
tributable to the compensable injury with
respect to which the period for carryover
under section 172 has expired without benefit
to the taxpayer.

(iii) In 1971, A receives a $200 compensatory
amount with respect to the same compen-
sable injury and has $75 of other income.
Thus, A has gross income of $275 and he is
entitled to a $100 deduction (the amount of
unrecovered losses) under section 186(a) and
this section since this amount is less than
the compensatory amount received ($200).
The net operating loss carryover to the cur-
rent taxable year of $100 attributable to the
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compensable injury is reduced under section
186(e) by $100, which is the excess of the
amount determined under section 186(e)(1)
($100) over the amount determined under sec-
tion 186(e)(2) ($0). Therefore, A applies net
operating loss carryovers of $150 against his
remaining income of $175 ($100 compensatory
amount plus $75 other income) which leaves
$25 taxable income. No net operating loss
carryover remains for following years.

(g) Effective date. The provisions of
this section are applicable as to com-
pensatory amounts received or accrued
in taxable years beginning after De-
cember 31, 1968, even though the com-
pensable injury was sustained in tax-
able years beginning before such date.

[T.D. 7220, 37 FR 24744, Nov. 21, 1972]

§ 1.187–1 Amortization of certain coal
mine safety equipment.

(a) Allowance of deduction—(1) In gen-
eral. Under section 187(a), every person,
at his election, shall be entitled to a
deduction with respect to the amorti-
zation of the adjusted basis (for deter-
mining gain) of any certified coal mine
safety equipment (as defined in § 1.187–
2), based on a period of 60 months. Such
60-month period shall, at the election
of the taxpayer, begin either with the
month following the month in which
such equipment was placed in service
or with the succeeding taxable year.
For rules as to making or dis-
continuing the election, see paragraphs
(b) and (c) of this section. For the com-
putation of the adjusted basis (for de-
termining gain) of any certified coal
mine safety equipment, see paragraph
(b) of § 1.187–2.

(2) Amount of deduction. (i) Such am-
ortization deduction shall be an
amount, with respect to each month of
such 60-month period which falls with-
in the taxable year, equal to the ad-
justed basis for determining gain of the
certified coal mine safety equipment at
the end of such month divided by the
number of months (including the
month for which the deduction is com-
puted) remaining in such 60-month pe-
riod. Such adjusted basis at the end of
any month shall be computed without
regard to the amortization deduction
for such month. The total amortization
deduction with respect to any certified
coal mine safety equipment for a par-
ticular taxable year is the sum of the
amortization deductions allowable for

each month of the 60-month period
which falls within such taxable year.

(ii) If any certified coal mine safety
equipment is sold or exchanged or oth-
erwise disposed of during a particular
month, then the amortization deduc-
tion (if any) allowable to the transferor
in respect of that month shall be that
portion of the amount to which such
person would be entitled for a full
month which the number of days in
such month during which the equip-
ment was held by such person bears to
the total number of days in such
month.

(3) Effect on other deductions. (i) The
amortization deduction provided by
section 187(a) with respect to any
month shall be in lieu of the deprecia-
tion deduction which would otherwise
be allowable with respect to such
equipment under section 167 for such
month.

(ii) If the adjusted basis of such coal
mine safety equipment as computed
under section 1011 for purposes other
than the amortization deduction pro-
vided by section 187(a) is in excess of
the adjusted basis, as computed under
paragraph (b) of § 1.187–2, then such ex-
cess shall be recovered through depre-
ciation deductions under the rules of
section 167. See section 187(e), and
paragraph (b)(2) of § 1.187–2.

(iii) See section 179 and paragraph
(e)(1)(ii) of § 1.179–1 for additional first-
year depreciation in respect of certified
coal mine safety equipment.

(4) Special rules. (i) If the assets of a
corporation which has elected to take
the amortization deduction under sec-
tion 187(a) are acquired by another cor-
poration in a transaction to which sec-
tion 381 (relating to carryovers in cer-
tain corporate acquisitions) applies,
the acquiring corporation is to be
treated as if it were the transferor or
distributor corporation for purposes of
this section.

(ii) For the right of estates and
trusts to take the amortization deduc-
tion provided by section 187 see section
642(f) and § 1.642(f)-1.

(iii) For the allowance of the amorti-
zation deduction in the case of coal
mine safety equipment of partnerships
see section 703 and § 1.703–1.

(iv) In the case of certified coal mine
safety equipment held by one person
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for life with the remainder to another
person, the amortization deduction
under section 187(a) shall be computed
as if the life tenant were the absolute
owner of the property and shall be al-
lowable to the life tenant during his
life.

(5) Effective date. The provisions of
this paragraph shall apply to taxable
years ending after December 31, 1969.

(6) Meaning of terms. Except as other-
wise provided in § 1.187–2, all terms used
in section 187 and the regulations
thereunder shall have the meaning pro-
vided by this section and § 1.187–2.

(b) Election of amortization—(1) In gen-
eral. Under section 187(b), an election
by the taxpayer to make amortization
deductions with respect to any cer-
tified coal mine safety equipment and
to begin the 60-month amortization pe-
riod shall be made by a statement to
that effect attached to his return for
the taxable year in which falls the first
month of the 60-month amortization
period so elected. Such statement shall
include the following information:

(i) A description clearly identifying
each piece of certified coal mine safety
equipment for which an amortization
deduction is claimed;

(ii) The date on which such equip-
ment was ‘‘placed in service’’ (see para-
graph (a)(2)(i) of § 1.187–2);

(iii) The date on which the amortiza-
tion period began;

(iv) The total costs paid or incurred
in the acquisition and installation of
such equipment;

(v) A computation showing the ad-
justed basis (as defined in paragraph (b)
of § 1.187–2) of the equipment as of the
beginning of the amortization period;

(vi) In the case of electric face equip-
ment which is newly acquired by the
taxpayer, a statement that the equip-
ment has been certified by the Sec-
retary of the Interior or the Director of
the Bureau of Mines as being permis-
sible within the meaning of section
305(a)(2) of the Federal Coal Mine
Health and Safety Act of 1969; and

(vii) In the case of property placed in
service in connection with used elec-
tric face equipment (within the mean-
ing of paragraph (a)(2)(ii) of § 1.187–2), a
statement that such property has re-
sulted in the used electric face equip-
ment becoming permissible and a copy

of the notification that such property
is permissible.

(2) Late certification. If, 90 days before
the date on which the return described
in this paragraph is due, a piece of coal
mine safety equipment has not been
certified as permissible by the Sec-
retary of the Interior or the Director of
the Bureau of Mines, then the election
may be made by a statement in an
amended income tax return for the tax-
able year in which falls the first month
of the 60-month amortization period so
elected. The statement and amended
return in such case must be filed not
later than 90 days after the date the
equipment is certified as permissible
by the Secretary of the Interior or the
Director of the Bureau of Mines.
Amended income tax returns or claims
for credit or refund should also be filed
at this time for other taxable years
which are within the amortization pe-
riod and which are subsequent to the
taxable year for which the election is
made. Nothing in this paragraph shall
be construed as extending the time
specified in section 6511 within which a
claim for credit or refund may be filed.

(3) Other requirements and consider-
ations. No method of making the elec-
tion provided for in section 187(a) other
than that prescribed in this section
shall be permitted on or after August
11, 1971. A taxpayer who does not elect
in the manner prescribed in this sec-
tion to take amortization deductions
with respect to certified coal mine
safety equipment shall not be entitled
to such deductions. In the case of a
taxpayer who has elected prior to Au-
gust 11, 1971 the statement required by
subparagraph (1) of this paragraph
shall be attached to his income tax re-
turn for his taxable year in which Au-
gust 11, 1971 occurs.

(c) Election to discontinue or revoke
amortization—(1) Election to discontinue.
(i) Under section 187(c), if a taxpayer
has elected to take the amortization
deduction provided by section 187(a)
with respect to any certified coal mine
safety equipment, he may, after such
election and prior to the expiration of
the 60-month amortization period,
elect to discontinue the amortization
deduction for the remainder of the 60-
month period for such equipment.
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(ii) An election to discontinue the
amortization deduction shall be made
by a statement in writing filed with
the District Director or with the direc-
tor of the Internal Revenue Service
center with whom the return of the
taxpayer is required to be filed for its
taxable year in which falls the first
month for which the election termi-
nates. In addition, a copy of such state-
ment shall be attached to the tax-
payer’s income tax return filed for such
taxable year. Such statement shall
specify the month as of the beginning
of which the taxpayer elects to dis-
continue such deductions, and shall be
filed before the beginning of the month
specified therein. In addition, such no-
tice shall contain a description clearly
identifying the certified coal mine
safety equipment with respect to which
the taxpayer elects to discontinue the
amortization deduction. If the tax-
payer so elects to discontinue the am-
ortization deduction, he shall not be
entitled to any further amortization
deductions under section 187 with re-
spect to such equipment.

(2) Revocation of elections made prior to
August 11, 1971. If before August 11, 1971
an election under section 187(a) has
been made, consent is hereby given for
the taxpayer to revoke such election
without the consent of the Commis-
sioner. Such election may be revoked
by filing a notice of revocation on or
before November 9, 1971. Such notice
shall be in the form and shall be filed
in the manner required by subpara-
graph (1)(ii) of this paragraph. If such
revocation is for a period which falls
within one or more taxable years for
which an income tax return has been
filed, an amended income tax return
shall be filed for any taxable year in
which a deduction was taken under sec-
tion 187 on or before November 9, 1971.

(3) Depreciation subsequent to dis-
continuance or in the case of revocation
of amortization. (i) A taxpayer who
elects in the manner prescribed under
subparagraph (1) of this section to dis-
continue amortization deductions
under section 187(a) or under subpara-
graph (2) of this paragraph to revoke
an election made prior to August 11,
1971 with respect to an item of certified
coal mine safety equipment may be en-
titled to a deduction for depreciation

with respect to such equipment. See
section 167 and the regulations there-
under.

(ii) In the case of an election to dis-
continue an amortization deduction
under section 187, the deduction for de-
preciation shall be computed beginning
with the first month as to which such
amortization deduction is not applica-
ble, and shall be based upon the ad-
justed basis (see section 1011 and the
regulations thereunder) of the property
as of the beginning of such month.
Such depreciation deduction shall be
based upon the remaining portion of
the period authorized under section 167
for the facility, as determined as of the
first day of the first month as of which
the amortization deduction is not ap-
plicable.

(iii) In the case of a revocation of an
election under section 187 referred to in
paragraph (c)(2) of this section the de-
duction for depreciation shall begin as
of the time such depreciation deduc-
tion would have been taken but for the
election under section 187. See subpara-
graph (2) of this section for rules as to
filing amended returns for years for
which amortization deductions have
been taken.

(d) Examples. This section may be il-
lustrated by the following examples:

Example 1. On September 30, 1970, the X
Corporation, which uses the calendar year as
its taxable year, places in service a piece of
coal mine safety equipment required as a re-
sult of the Federal Coal Mine Health and
Safety Act of 1969 which is certified as indi-
cated in paragraph (a) of § 1.187–2. The cost of
the equipment is $120,000. On its income tax
return filed for 1970, the corporation elects
to take the amortization deductions allowed
by section 187(a) with respect to the equip-
ment and to begin the 60-month amortiza-
tion period with October 1970, the month fol-
lowing the month in which it was placed in
service. The adjusted basis at the end of Oc-
tober 1970 (determined without regard to the
amortization deduction allowed by section
187(a) for that month) is $120,000. The allow-
able amortization deduction with respect to
such equipment for the taxable year 1970 is
$6,000, computed as follows:
Monthly amortization deductions:

October: $120,000 divided by 60 ................... $2,000
November: $118,000 ($120,000 minus

$2,000) divided by 59 ................................. 2,000
December: $116,000 ($118,000 minus

$2,000) divided by 58 ................................. 2,000

Total amortization deduction for 1970 .... 6,000
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Example 2. Assume the same facts as in Ex-
ample (1). Assume further that on May 20,
1972, X properly files notice of its election to
discontinue the amortization deductions
with the month of June 1972. The adjusted
basis of the equipment as of June 1, 1972 (as-
suming no capital additions or improve-
ments) is $80,000, computed as follows: Year-
ly amortization deductions computed in ac-
cordance with Example (1):
1970 ....................................................................... $6,000
1971 ....................................................................... 24,000
1972 (for the first 5 months) .................................. 10,000

Total amortization deductions for 20
months ................................................. 40,000

Adjusted basis at beginning of amortization pe-
riod ..................................................................... 120,000

Less: Amortization deductions ....................... 40,000

Adjusted basis as of June 1, 1972 ........................ 80,000

Beginning as of June 1, 1972, the deduction
for depreciation under section 167 is allow-
able with respect to the property on its ad-
justed basis of $80,000.

Example 3. Assume the same facts as in Ex-
ample (1), except that on its income tax re-
turn filed in 1970, X does not elect to take
amortization deductions allowed by section
187(a) but that on its income tax return filed
for 1971 X elects to begin the amortization
period as of January 1, 1971, the taxable year
succeeding the taxable year the equipment
was placed in service. Assume further that
the only adjustment to basis for the period
October 1, 1970, to January 1, 1971, is $3,000
for depreciation (the amount allowable, of
which $2,000 is for additional first year depre-
ciation under section 179) for the last 3
months of 1970. The adjusted basis (for deter-
mining gain) for purposes of section 187 as of
that date is $120,000 less $3,000 or $117,000.

[T.D. 7137, 36 FR 14733, Aug. 11, 1971; 36 FR
16656, Aug. 25, 1971]

§ 1.187–2 Definitions.
(a) Certified coal mine safety equip-

ment—(1) In general—(i) The term cer-
tified coal mine safety equipment means
property which:

(a) Is electric face equipment (within
the meaning of section 305 of the Fed-
eral Coal Mine Health and Safety Act
of 1969) required in order to meet the
requirements of section 305(a)(2) of
such Act,

(b) The Secretary of the Interior or
the Director of the Bureau of Mines
certifies is permissible within the
meaning of such section 305(a)(2), and

(c) Is placed in service (as defined in
subparagraph (2)(i) of this paragraph)
before January 1, 1975.

(ii) In addition, property placed in
service in connection with any used
electric face equipment which the Sec-
retary of the Interior or the Director of
the Bureau of Mines certifies makes
such used electric face equipment per-
missible shall be treated as a separate
item of certified coal mine safety
equipment. See subparagraph (2)(ii) of
this paragraph.

(2) Meaning of terms. (i) For purposes
of subparagraph (1)(i)(c) of this para-
graph, the term placed in service shall
have the meaning assigned to such
term in paragraph (d) of § 1.46–3.

(ii) For purposes of subparagraph
(1)(ii) of this paragraph, the term prop-
erty includes those costs of converting
existing nonpermissible electric face
equipment to a permissible condition
which are chargeable to capital ac-
count under the principles of § 1.1016–2.
Property is considered to be placed in
service in connection with used elec-
tric face equipment (which was not per-
missible) if its use causes such electric
face equipment to be certified as per-
missible.

(b) Adjusted basis—(1) In general. The
basis upon which the deduction with
respect to amortization allowed by sec-
tion 187 is to be computed with respect
to any item of certified coal mine safe-
ty equipment shall be the adjusted
basis provided in section 1011 for the
purpose of determining gain on the sale
or other disposition of such property
(see part II (section 1011 and following)
subchapter O, chapter 1 of the Code)
computed as of the first day of the am-
ortization period. For an example
showing the determination of the ad-
justed basis referred to in the pre-
ceding sentence in the case where the
amortization period begins with the
taxable year succeeding the taxable
year in which the property is placed in
service see Example (3) in paragraph (d)
of § 1.187–1.

(2) Capital additions. The adjusted
basis of any certified coal mine safety
equipment, with respect to which an
election is made under section 187(b),
shall not be increased, for purposes of
section 187, for amounts chargeable to
the capital account for additions or im-
provements after the amortization pe-
riod has begun. However, nothing con-
tained in this section or § 1.187–1 shall
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be deemed to disallow a deduction for
depreciation for such capital additions.
Thus, for example, if a taxpayer places
a piece of certified coal mine safety
equipment in service in 1971 and in 1972
makes improvements to it the expendi-
tures for which are chargeable to the
capital account, such improvements
shall not increase the adjusted basis of
the equipment for purposes of com-
puting the amortization deduction al-
lowed by section 187(a). However, the
depreciation deduction provided by sec-
tion 167 shall be allowed with respect
to such improvements in accordance
with the principles of section 167.

[T.D. 7137, 36 FR 14734, Aug. 11, 1971; 36 FR
19251, Oct. 1, 1971]

§ 1.188–1 Amortization of certain ex-
penditures for qualified on-the-job
training and child care facilities.

(a) Allowance of deduction—(1) In gen-
eral. Under section 188, at the election
of the taxpayer, any eligible expendi-
ture (as defined in paragraph (d)(1) of
this section) made by such taxpayer to
acquire, construct, reconstruct, or re-
habilitate section 188 property (as de-
fined in paragraph (d)(2) of this sec-
tion) shall be allowable as a deduction
ratably over a period of 60 months.
Such 60-month period shall begin with
the month in which such property is
placed in service. For rules for making
the election, see paragraph (b) of this
section. For rules relating to the ter-
mination of an election, see paragraph
(c) of this section.

(2) Amount of deduction—(i) In general.
For each eligible expenditure attrib-
utable to an item of section 188 prop-
erty the amortization deduction shall
be an amount, with respect to each
month of the 60-month amortization
period which falls within the taxable
year, equal to the elgible expenditure
divided by 60. The total amortization
deduction with respect to each item of
section 188 property for a particular
taxable year is the sum of the amorti-
zation deductions allowable for each
month of the 60-month period which
falls within such taxable year. The
total amortization deduction under
section 188 for a particular taxable
year is the sum of the amortization de-
ductions allowable with respect to each

item of section 188 property for that
taxable year.

(ii) Separate amortization period for
each expenditure. Each eligible expendi-
ture attributable to an item of section
188 property to which an election re-
lates shall be amortized over a 60-
month period beginning with the
month in which the item of section 188
property is placed in service. Thus, if a
taxpayer makes an eligible expenditure
for an addition to, or improvement of,
section 188 property, such expenditure
must be amortized over a separate 60-
month period beginning with the
month in which the section 188 prop-
erty is placed in service.

(iii) Separate items. The determina-
tion of what constitutes a separate
item of section 188 property is to be
made on the basis of the facts and cir-
cumstances of each individual case.
Additions or improvements to an exist-
ing item of section 188 property are
treated as a separate item of section
188 property. In general, each item of
personal property is a separate item of
property and each building, or separate
element or structural component
thereof, is a separate item of property.
For purposes of subdivisions (i) and (ii)
of this subparagraph, two or more
items of property may be treated as a
single item of property if such items
(A) are placed in service within the
same month of the taxable year, (B)
have same estimated useful life, and
(C) are to be used in a functionally re-
lated manner in the operation of a
qualified on-the-job training or child
care facility or are integrally related
facilities (described in paragraph (d) (3)
or (4) of this section.

(iv) Disposition of property or termi-
nation of election. If an item of section
188 property is sold or exchanged or
otherwise disposed of (or if the item of
property ceases to be used as section
188 property by the taxpayer) during a
particular month, then the amortiza-
tion deduction (if any) allowable to the
taxpayer in respect of that item for
that month shall be an amount which
bears the same ratio to the amount to
which the taxpayer would be entitled
for a full month as the number of days
in such month during which the prop-
erty was held by him (or used by him
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as section 188 property) bears to the
total number of days in such month.

(3) Effect on other deductions. The am-
ortization deduction provided by sec-
tion 188(a) with respect to any month
shall be in lieu of any depreciation de-
duction which would otherwise be al-
lowable under sections 167 or 179 with
respect to that portion of the adjusted
basis of the property attributable to an
adjustment under section 1016(a)(1)
made on account of an eligible expendi-
ture.

(4) Depreciation with respect to prop-
erty ceasing to be used as section 188
property. A taxpayer is entitled to a de-
duction for the depreciation (to the ex-
tent allowable under section 167) of
property with respect to which the
election under section 188 is termi-
nated under the provisions of para-
graph (c) of this section. The deduction
for depreciation shall begin with the
date of such termination and shall be
computed on the adjusted basis of the
property as of such date. The deprecia-
tion deduction shall be based upon the
estimated remaining useful life and
salvage value authorized under section
167 for the property as of the termi-
nation date.

(5) Investment credit not to be allowed.
Any property with respect to which an
election has been made under section
188(a) shall not be treated as section 38
property within the meaning of section
48(a).

(6) Special rules—(i) Life estates. In the
case of section 188 property held by one
person for life with the remainder to
another person, the amortization de-
duction under section 188(a) shall be
computed as if the life tenant were the
absolute owner of the property and
shall be allowable to the life tenant
during his life.

(ii) Certain corporate acquistions. If
the assets of a corporation which has
elected to take the amortization de-
duction under section 188(a) are ac-
quired by another corporation in a
transaction to which section 381(a) (re-
lating to carryovers in certain cor-
porate acquisitions) applies, the ac-
quiring corporation is to be treated as
if it were the distributor or transferor
corporation for purposes of this sec-
tion.

(iii) Estates and trusts. For the allow-
ance of the amortization deduction in
the case of estates and trusts, see sec-
tion 642(f) and § 1.642(f)–(1).

(iv) Partnerships. For the allowance of
the amortization deduction in the case
of partnerships, see section 703 and
§ 1.703–1.

(b) Time and manner of making elec-
tion—(1) In general. Except as otherwise
provided in subparagraph (2) of this
paragraph, an election to amortize an
eligible expenditure under section 188
shall be made by attaching, to the tax-
payer’s income tax return for the tax-
able period for which the deduction is
first allowable to such taxpayer, a
written statement containing:

(i) A description clearly identifying
each item of property (or two or more
items of property treated as a single
item) forming a part of a qualified on-
the-job training or child care facility
to which the election relates. e.g.,
building, classroom equipment, etc.;

(ii) The date on which the eligible ex-
penditure was made for such item of
property (or the period during which
eligible expenditures were made for
two or more items of property treated
as a single item of property);

(iii) The date on which such item of
property was ‘‘placed in service’’ (see
paragraph (d)(5) of this section);

(iv) The amount of the eligible ex-
penditure of such item of property (or
the total amount of expenditures for
two or more items of property treated
as a single item); and

(v) The annual amortization deduc-
tion claimed with respect to such item
of property.
If the taxpayer does not file a timely
return (taking into account extensions
of the time for filing) for the taxable
year for which the election is first to
be made, the election shall be filed at
the time the taxpayer files his first re-
turn for that year. The election may be
made with an amended return only if
such amended return is filed no later
than the time prescribed by law (in-
cluding extensions thereof) for filing
the return for the taxable year of elec-
tion.

(2) Special rule. With respect to any
return filed before (90 days after the
date on which final regulations are
filed with the Office of the Federal
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Register), the election to amortize an
eligible expenditure for section 188
property shall be made by a statement
on, or attached to, the income tax re-
turn (or an amended return) for the
taxable year, indicating that an elec-
tion is being made under section 188
and setting forth information to iden-
tify the election and the facility or fa-
cilities to which it applies. An election
made under the provisions of this sub-
paragraph, must be made not later
than (i) the time, including extensions
thereof, prescribed by law for filing the
income tax return for the first taxable
year for which the election is being
made or (ii) before (90 days after the
date on which final regulations under
section 188 are filed with the Office of
the Federal Register), whichever is
later. Nothing in this subparagraph
shall be construed as extending the
time specified in section 6511 within
which a claim for credit or refund may
be filed.

(3) No other method of making election.
No method for making the election
under section 188(a) other than the
method prescribed in this paragraph
shall be permitted. If an election to
amortize section 188 property is not
made within the time and in the man-
ner prescribed in this paragraph, no
election may be made (by the filing of
an amended return or in any other
manner) with respect to such section
188 property.

(4) Effect of election. An election once
made may not be revoked by a tax-
payer with respect to any item of sec-
tion 188 property to which the election
relates. The election of the amortiza-
tion deducted for an item of section 188
property shall not affect the taxpayer’s
right to elect or not to elect the amor-
tization deduction as to other items of
section 188 property even though the
items are part of the same facility. For
rules relating to the termination of an
election other than by revocation by
the taxpayer, see paragraph (c) of this
section.

(c) Termination of election. If the spe-
cific use of an item of section 188 prop-
erty in connection with a qualified on-
the-job training or child care facility is
discontinued, the election made with
respect to that item of property shall
be terminated. The termination shall

be effective with respect to such item
of property as of the earliest date on
which the taxpayer’s specific use of the
item is no longer in connection with
the operation of a qualified on-the-job
training or child care facility. If a fa-
cility ceases to meet the applicable re-
quirements of paragraph (d)(3) of this
section, relating to qualified on-the-job
training facilities, or paragraph (d)(4)
of this section, relating to qualified
child care facilities, the election or
elections made with respect to the
items of section 188 property com-
prising such facility shall be termi-
nated. The termination shall be effec-
tive with respect to such items of
poperty as of the earliest date on which
the facility is no longer qualified under
the applicable rules. For rules relating
to depreciation with respect to prop-
erty ceasing to be used as section 188
property, see paragraph (a)(4) of this
section.

(d) Definitions and special require-
ments—(1) Eligible expenditure. For pur-
poses of this section, the term eligible
expenditure means an expenditure:

(i) Chargeable to capital account;
(ii) Made after December 31, 1971, and

before January 1, 1982, to acquire, con-
struct, reconstruct, or rehabilitate sec-
tion 188 property which is a qualified
child care center facility (or, made
after December 31, 1971, and before Jan-
uary 1, 1977, to acquire, construct, re-
construct, or rehabilitate section 188
property which is a qualified on-the-job
training facility); and

(iii) For which, but only to the ex-
tent that, a grant or other reimburse-
ment excludable from gross income is
not, directly or indirectly, payable to,
or for the benefit of, the taxpayer with
respect to such expenditure under any
job training or child care program es-
tablished or funded by the United
States, a State, or any instrumentality
of the foregoing, or the District of Co-
lumbia.
For purposes of this subparagraph, an
expenditure is considered to be made
when actually paid by a taxpayer who
computes his taxable income under the
cash receipts and disbursements meth-
od or when the obligation therefore is
incurred by a taxpayer who computes
his taxable income under the accrual
method. See subparagraph (5) of this
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paragraph for the determination of
when section 188 property is placed in
service for purposes of beginning the
60-month amortization period.

(2) Section 188 property. Section 188
property is tangible property which is:

(i) Of a character subject to deprecia-
tion;

(ii) Located within the United States;
and

(iii) Specifically used as an integral
part of a qualified on-the-job training
facility (as defined in subparagraph (3)
of this paragraph) or as an integral
part of a qualified child care center fa-
cility (as defined in subparagraph (4) of
this paragraph.)

(3) Qualified on-the-job training facil-
ity. A qualified on-the-job training facil-
ity is a facility specifically used by an
employer as an on-the-job training fa-
cility in connection with an occupa-
tional training program for his employ-
ees or prospective employees provided
that with respect to such program:

(i) All of the following requirements
are met:

(A) There is offered at the training
facility a systematic program com-
prised of work and training and related
instruction;

(B) The occupation, together with a
listing of its basic skills, and the esti-
mated schedule of time for accomplish-
ments of such skills, are clearly identi-
fied;

(C) The content of the training is
adequate to qualify the employee, or
prospective employee, for the occupa-
tion for which the individual is being
trained;

(D) The skills are to be imparted by
competent instructors;

(E) Upon completion of the training,
placement is to be based primarily
upon the skills learned through the
training program;

(F) The period of training is not less
than the time necessary to acquire
minimum job skills nor longer than the
usual period of training for the same
occupation; and

(G) There is reasonable certainty
that employment will be available with
the employer in the occupation for
which the training is provided; or

(ii) The employer has entered into an
agreement with the United States, or a
State agency, under the provisions of

the Manpower Development and Train-
ing Act of 1962, as amended and supple-
mented (42 U.S.C. 2571 et seq.), the Eco-
nomic Opportunity Act of 1964, as
amended and supplemented (42 U.S.C.
2701 et seq.), section 432(b)(1) of the So-
cial Security Act, as amended and sup-
plemented (42 U.S.C. 632(b)(1)), the Na-
tional Apprenticeship Act of 1937, as
amended and supplemented (29 U.S.C.
50 et seq.), or other similar Federal
statute.

A facility consists of a building or any
portion of a building and its structural
components in which training is con-
ducted, and equipment or other per-
sonal property necessary to teach a
trainee the basic skills required for
satisfactory performance in the occu-
pation for which the training is being
given. A facility also includes a build-
ing or portion of a building which pro-
vides essential services for trainees
during the course of the training pro-
gram, such as a dormitory or dining
hall. For purposes of this section, a fa-
cility is considered to be specifically
used as an on-the-job training facility
if such facility is actually used for such
purposes and is not used in a signifi-
cant manner for any purpose other
than job training or the furnishing of
essential services for trainees such as
meals and lodging. For purposes of the
preceding sentence if a facility is used
20 percent of the time for a purpose
other than on-the-job training or pro-
viding trainees with essential services,
it would not satisfy the significant use
test. Thus, a production facility is not
an on-the-job training facility for pur-
poses of section 188 simply because new
employees receive training on the ma-
chines they will be using as fully pro-
ductive employees. A facility is consid-
ered to be used by an employer in con-
nection with an occupational training
program for his employees or prospec-
tive employees if at least 80 percent of
the trainees participating in the pro-
gram are employees or prospective em-
ployees. For purposes of this section, a
prospective employee is a trainee with
respect to whom it is reasonably ex-
pected that the trainee will be em-
ployed by the employer upon successful
completion of the training program.
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(4) Qualified child care facility. A quali-
fied child care facility is a facility which
is:

(i) Particulary suited to provide child
care services and specifically used by
an employer to provide such services
primarily for his employees’ children;

(ii) Operated as a licensed or ap-
proved facility under applicable local
law, if any, relating to the day care of
children; and

(iii) If directly or indirectly funded
to any extent by the United States, es-
tablished and operated in compliance
with the requirements contained in
Part 71 of Title 45 of the Code of Fed-
eral Regulations, relating to Federal
Interagency Day Care Requirements.
For purposes of this subparagraph, a
facility consists of the buildings, or por-
tions or structural components thereof,
in which children receive such personal
care protection, and supervision in the
absence of their parents as may be re-
quired to meet their needs, and the
equipment or other personal property
necessary to render such services.
Whether or not a facility, or any com-
ponent property thereof, is particularly
suited for the needs of the children
being cared for depends upon the facts
and circumstances of each individual
case. Generally, a building and its
structural component, or a room there-
in, and equipment are particulary suit-
able for furnishing child care service if
they are designed or adapted for such
use or satisfy requirements under local
law for such use as a condition to
granting a license for the operation of
the facility. For example, such prop-
erty includes special kitchen or toilet
facilities connected to the building or
room in which the services are ren-
dered and equipment such as children’s
desks, chairs, and play or instructional
equipment. Such property would not
include general purpose rooms used for
many purposes (for example, a room
used as an employee recreation center
during the evening) nor would it in-
clude a room or a part of a room which
is simply screened off for use by chil-
dren during the day. For purposes of
this section, a facility is considered to
be specifically used as a child care fa-
cility if such facility is actually used
for such purpose and is not used in a
significant manner for any purpose

other than child care. For purposes of
this subparagraph, a child care facility
is used by an employer to provide child
care services primarily for children of
employees of the employer if, for any
month, no more than 20 percent of the
average daily enrolled or attending
children for such month are other than
children of such employees.

(5) Placed in service. For purposes of
section 188 and this section, the term
placed in service shall have the meaning
assigned to such term in paragraph (d)
of § 1.46–3.

(6) Employees. For purposes of section
188 and this section, the terms employ-
ees and prospective employees include
employees and prospective employees
of a member of a controlled group of
corporations (within the meaning of
section 1563) of which the taxpayer is a
member.

(e) Effective date. The provisions of
section 188 and this section apply to
taxable years ending after December
31, 1971.

[T.D. 7599, 44 FR 14549, Mar. 13, 1979]

§ 1.190–1 Expenditures to remove ar-
chitectural and transportation bar-
riers to the handicapped and elder-
ly.

(a) In general. Under section 190 of
the Internal Revenue Code of 1954, a
taxpayer may elect, in the manner pro-
vided in § 1.190–3 of this chapter, to de-
duct certain amounts paid or incurred
by him in any taxable year beginning
after December 31, 1976, and before Jan-
uary 1, 1980, for qualified architectural
and transportation barrier removal ex-
penses (as defined in § 1.190–2(b) of this
chapter). In the case of a partnership,
the election shall be made by the part-
nership. The election applies to ex-
penditures paid or incurred during the
taxable year which (but for the elec-
tion) are chargeable to capital account.

(b) Limitation. The maximum deduc-
tion for a taxpayer (including an affili-
ated group of corporations filing a con-
solidated return) for any taxable year
is $25,000. The $25,000 limitation applies
to a partnership and to each partner.
Expenditures paid or incurred in a tax-
able year in excess of the amount de-
ductible under section 190 for such tax-
able year are capital expenditures and
are adjustments to basis under section
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1016(a). A partner must combine his
distributive share of the partnership’s
deductible expenditures (after applica-
tion of the $25,000 limitation at the
partnership level) with that partner’s
distributive share of deductible expend-
itures from any other partnership plus
that partner’s own section 190 expendi-
tures, if any (if he makes the election
with respect to his own expenditures),
and apply the partner’s $25,000 limita-
tion to the combined total to deter-
mine the aggregate amount deductible
by that partner. In so doing, the part-
ner may allocate the partner’s $25,000
limitation among the partner’s own
section 190 expenditures and the part-
ner’s distributive share of partnership
deductible expenditures in any manner.
If such allocation results in all or a
portion of the partner’s distributive
share of a partnership’s deductible ex-
penditures not being an allowable de-
duction by the partner, the partnership
may capitalize such unallowable por-
tion by an appropriate adjustment to
the basis of the relevant partnership
property under section 1016. For pur-
poses of adjustments to the basis of
properties held by a partnership, how-
ever, it shall be presumed that each
partner’s distributive share of partner-
ship deductible expenditures (after ap-
plication of the $25,000 limitation at
the partnership level) was allowable in
full to the partner. This presumption
can be rebutted only by clear and con-
vincing evidence that all or any por-
tion of a partner’s distributive share of
the partnership section 190 deduction
was not allowable as a deduction to the
partner because it exceeded that part-
ner’s $25,000 limitation as allocated by
him. For example, suppose for 1978 A’s
distributive share of the ABC partner-
ship’s deductible section 190 expendi-
tures (after application of the $25,000
limitation at the partnership level) is
$15,000. A also made section 190 expend-
itures of $20,000 in 1978 which he elects
to deduct. A allocates $10,000 of his
$25,000 limitation to his distributive
share of the ABC expenditures and
$15,000 to his own expenditures. A may
capitalize the excess $5,000 of his own
expenditures. In addition, if ABC ob-
tains from A evidence which meets the
requisite burden of proof, it may cap-
italize the $5,000 of A’s distributive

share which is not allowable as a de-
duction to A.

[T.D. 7634, 44 FR 43270, July 24, 1979]

§ 1.190–2 Definitions.
For purposes of section 190 and the

regulations thereunder:
(a) Architectural and transportation

barrier removal expenses. The term archi-
tectural and transportation barrier re-
moval expenses means expenditures for
the purpose of making any facility, or
public transportation vehicle, owned or
leased by the taxpayer for use in con-
nection with his trade or business more
accessible to, or usable by, handicapped
individuals or elderly individuals. For
purposes of this section:

(1) The term facility means all or any
portion of buildings, structures, equip-
ment, roads, walks, parking lots, or
similar real or personal property.

(2) The term public transportation ve-
hicle means a vehicle, such as a bus, a
railroad car, or other conveyance,
which provides to the public general or
special transportation service (includ-
ing such service rendered to the cus-
tomers of a taxpayer who is not in the
trade or business of rendering transpor-
tation services).

(3) The term handicapped individual
means any individual who has:

(i) A physical or mental disability
(including, but not limited to, blind-
ness or deafness) which for such indi-
vidual constitutes or results in a func-
tional limitation to employment, or

(ii) A physical or mental impairment
(including, but not limited to, a sight
or hearing impairment) which substan-
tially limits one or more of such indi-
vidual’s major life activities, such as
performing manual tasks, walking,
speaking, breathing, learning, or work-
ing.

(4) The term elderly individual means
an individual age 65 or over.

(b) Qualified architectual and transpor-
tation barrier removal expense—(1) In
general. The term qualified architectural
and transportation barrier removal ex-
pense means an architectural or trans-
portation barrier removal expense (as
defined in paragraph (a) of this section)
with respect to which the taxpayer es-
tablishes, to the satisfaction of the
Commissioner or his delegate, that the
resulting removal of any such barrier
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conforms a facility or public transpor-
tation vehicle to all the requirements
set forth in one or more of paragraphs
(b) (2) through (22) of this section or in
one or more of the subdivisions of para-
graph (b) (20) or (21). Such term in-
cludes only expenses specifically at-
tributable to the removal of an exist-
ing architectural or transportation
barrier. It does not include any part of
any expense paid or incurred in connec-
tion with the construction or com-
prehensive renovation of a facility or
public transportation vehicle or the
normal replacement of depreciable
property. Such term may include ex-
penses of construction, as, for example,
the construction of a ramp to remove
the barrier posed for wheelchair users
by steps. Major portions of the stand-
ards set forth in this paragraph were
adapted from ‘‘American National
Standard Specifications for Making
Buildings and Facilities Accessible to,
and Usable by, the Physically Handi-
capped’’ (1971), the copyright for which
is held by the American National
Standards Institute, 1430 Broadway,
New York, New York 10018.

(2) Grading. The grading of ground,
even contrary to existing topography,
shall attain a level with a normal en-
trance to make a facility accessible to
individuals with physical disabilities.

(3) Walks. (i) A public walk shall be at
least 48 inches wide and shall have a
gradient not greater than 5 percent. A
walk of maximum or near maximum
grade and of considerable length shall
have level areas at regular intervals. A
walk or driveway shall have a nonslip
surface.

(ii) A walk shall be of a continuing
common surface and shall not be inter-
rupted by steps or abrupt changes in
level.

(iii) Where a walk crosses a walk, a
driveway, or a parking lot, they shall
blend to a common level. However, the
preceding sentence does not require the
elimination of those curbs which are a
safety feature for the handicapped, par-
ticularly the blind.

(iv) An inclined walk shall have a
level platform at the top and at the
bottom. If a door swings out onto the
platform toward the walk, such plat-
form shall be at least 5 feet deep and 5
feet wide. If a door does not swing onto

the platform or toward the walk, such
platform shall be at least 3 feet deep
and 5 feet wide. A platform shall ex-
tend at least 1 foot beyond the strike
jamb side of any doorway.

(4) Parking lots. (i) At least one park-
ing space that is accessible and approx-
imate to a facility shall be set aside
and identified for use by the handi-
capped.

(ii) A parking space shall be open on
one side to allow room for individuals
in wheelchairs and individuals on
braces or crutches to get in and out of
an automobile onto a level surface
which is suitable for wheeling and
walking.

(iii) A parking space for the handi-
capped, when placed between two con-
ventional diagonal or head-on parking
spaces, shall be at least 12 feet wide.

(iv) A parking space shall be posi-
tioned so that individuals in wheel-
chairs and individuals on braces or
crutches need not wheel or walk behind
parked cars.

(5) Ramps. (i) A ramp shall not have a
slope greater than 1 inch rise in 12
inches.

(ii) A ramp shall have at least one
handrail that is 32 inches in height,
measured from the surface of the ramp,
that is smooth, and that extends 1 foot
beyond the top and bottom of the
ramp. However, the preceding sentence
does not require a handrail extension
which is itself a hazard.

(iii) A ramp shall have a nonslip sur-
face.

(iv) A ramp shall have a level plat-
form at the top and at the bottom. If a
door swings out onto the platform or
toward the ramp, such platform shall
be at least 5 feet deep and 5 feet wide.
If a door does not swing onto the plat-
form or toward the ramp, such plat-
form shall be at least 3 feet deep and 5
feet wide. A platform shall extend at
least 1 foot beyond the strike jamb side
of any doorway.

(v) A ramp shall have level platforms
at not more than 30-foot intervals and
at any turn.

(vi) A curb ramp shall be provided at
an intersection. The curb ramp shall
not be less than 4 feet wide; it shall not
have a slope greater than 1 inch rise in
12 inches. The transition between the
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two surfaces shall be smooth. A curb
ramp shall have a nonslip surface.

(6) Entrances. A building shall have at
least one primary entrance which is us-
able by individuals in wheelchairs and
which is on a level accessible to an ele-
vator.

(7) Doors and doorways. (i) A door
shall have a clear opening of no less
than 32 inches and shall be operable by
a single effort.

(ii) The floor on the inside and out-
side of a doorway shall be level for a
distance of at least 5 feet from the door
in the direction the door swings and
shall extend at least 1 foot beyond the
strike jamb side of the doorway.

(iii) There shall be no sharp inclines
or abrupt changes in level at a door-
way. The threshold shall be flush with
the floor. The door closer shall be se-
lected, placed, and set so as not to im-
pair the use of the door by the handi-
capped.

(8) Stairs. (i) Stairsteps shall have
round nosing of between 1 and 11⁄2 inch
radius.

(ii) Stairs shall have a handrail 32
inches high as measured from the tread
at the face of the riser.

(iii) Stairs shall have at least one
handrail that extends at least 18 inches
beyond the top step and beyond the
bottom step. The preceding sentence
does not require a handrail extension
which is itself a hazard.

(iv) Steps shall have risers which do
not exceed 7 inches.

(9) Floors. (i) Floors shall have a non-
slip surface.

(ii) Floors on a given story of a build-
ing shall be of a common level or shall
be connected by a ramp in accordance
with subparagraph (5) of this para-
graph.

(10) Toilet rooms. (i) A toilet room
shall have sufficient space to allow
traffic of individuals in wheelchairs.

(ii) A toilet room shall have at least
one toilet stall that:

(A) Is at least 36 inches wide;
(B) Is at least 56 inches deep;
(C) Has a door, if any, that is at least

32 inches wide and swings out;
(D) Has handrails on each side, 33

inches high and parallel to the floor,
11⁄2 inches in outside diameter, 11⁄2
inches clearance between rail and wall,

and fastened securely at ends and cen-
ter; and

(E) Has a water closet with a seat 19
to 20 inches from the finished floor.

(iii) A toilet room shall have, in addi-
tion to or in lieu of a toilet stall de-
scribed in (ii), at least one toilet stall
that:

(A) Is at least 66 inches wide;
(B) Is at least 60 inches deep;
(C) Has a door, if any, that is at least

32 inches wide and swings out;
(D) Has a handrail on one side, 33

inches high and parallel to the floor,
11⁄2 inches in outside diameter, 11⁄2
inches clearance between rail and wall,
and fastened securely at ends and cen-
ter; and

(E) Has a water closet with a seat 19
to 20 inches from the finished floor,
centerline located 18 inches from the
side wall on which the handrail is lo-
cated.

(iv) A toilet room shall have lava-
tories with narrow aprons. Drain pipes
and hot water pipes under a lavatory
shall be covered or insulated.

(v) A mirror and a shelf above a lava-
tory shall be no higher than 40 inches
above the floor, measured from the top
of the shelf and the bottom of the mir-
ror.

(vi) A toilet room for men shall have
wall-mounted urinals with the opening
of the basin 15 to 19 inches from the
finished floor or shall have floor-
mounted urinals that are level with the
main floor of the toilet room.

(vii) Towel racks, towel dispensers,
and other dispensers and disposal units
shall be mounted no higher than 40
inches from the floor.

(11) Water fountains. (i) A water foun-
tain and a cooler shall have upfront
spouts and controls.

(ii) A water fountain and a cooler
shall be hand-operated or hand-and-
foot-operated.

(iii) A water fountain mounted on the
side of a floor-mounted cooler shall not
be more than 30 inches above the floor.

(iv) A wall-mounted, hand-operated
water cooler shall be mounted with the
basin 36 inches from the floor.

(v) A water fountain shall not be
fully recessed and shall not be set into
an alcove unless the alcove is at least
36 inches wide.

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00257 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



262

26 CFR Ch. I (4–1–99 Edition)§ 1.190–2

(12) Public telephones. (i) A public
telephone shall be placed so that the
dial and the headset can be reached by
individuals in wheelchairs.

(ii) A public telephone shall be
equipped for those with hearing disabil-
ities and so identified with instructions
for use.

(iii) Coin slots of public telephones
shall be not more than 48 inches from
the floor.

(13) Elevators. (i) An elevator shall be
accessible to, and usable by the handi-
capped or the elderly on the levels they
use to enter the building and all levels
and areas normally used.

(ii) Cab size shall allow for the turn-
ing of a wheelchair. It shall measure at
least 54 by 68 inches.

(iii) Door clear opening width shall
be at least 32 inches.

(iv) All essential controls shall be
within 48 to 54 inches from cab floor.
Such controls shall be usable by the
blind and shall be tactilely identifi-
able.

(14) Controls. Switches and controls
for light, heat, ventilation, windows,
draperies, fire alarms, and all similar
controls of frequent or essential use,
shall be placed within the reach of indi-
viduals in wheelchairs. Such switches

and controls shall be no higher than 48
inches from the floor.

(15) Identification. (i) Raised letters or
numbers shall be used to identify a
room or an office. Such identification
shall be placed on the wall to the right
or left of the door at a height of 54
inches to 66 inches, measured from the
finished floor.

(ii) A door that might prove dan-
gerous if a blind person were to exit or
enter by it (such as a door leading to a
loading platform, boiler room, stage, or
fire escape) shall be tactilely identifi-
able.

(16) Warning signals. (i) An audible
warning signal shall be accompanied by
a simultaneous visual signal for the
benefit of those with hearing disabil-
ities.

(ii) A visual warning signal shall be
accompanied by a simultaneous audi-
ble signal for the benefit of the blind.

(17) Hazards. Hanging signs, ceiling
lights, and similar objects and fixtures
shall be placed at a minimum height of
7 feet, measured from the floor.

(18) International accessibility symbol.
The international accessibility symbol
(see illustration) shall be displayed on
routes to and at wheelchair-accessible
entrances to facilities and public trans-
portation vehicles.

(19) Additional standards for rail facili-
ties. (i) A rail facility shall contain a
fare control area with at least one en-

trance with a clear opening at least 36
inches wide.
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(ii) A boarding platform edge bor-
dering a drop-off or other dangerous
condition shall be marked with a warn-
ing device consisting of a strip of floor
material differing in color and texture
from the remaining floor surface. The
gap between boarding platform and ve-
hicle doorway shall be minimized.

(20) Standards for buses. (i) A bus shall
have a level change mechanism (e.g.,
lift or ramp) to enter the bus and suffi-
cient clearance to permit a wheelchair
user to reach a secure location.

(ii) a bus shall have a wheelchair se-
curement device. However, the pre-
ceding sentence does not require a
wheelchair securement device which is
itself a barrier or hazard.

(iii) The vertical distance from a
curb or from street level to the first
front door step shall not exceed 8
inches; the riser height for each front
doorstep after the first step up from
the curb or street level shall also not
exceed 8 inches; and the tread depth of
steps at front and rear doors shall be
no less than 12 inches.

(iv) A bus shall contain clearly leg-
ible signs that indicate that seats in
the front of the bus are priority seats
for handicapped or elderly persons, and
that encourage other passengers to
make such seats available to handi-
capped and elderly persons who wish to
use them.

(v) Handrails and stanchions shall be
provided in the entranceway to the bus
in a configuration that allows handi-
capped and elderly persons to grasp
such assists from outside the bus while
starting to board and to continue to
use such assists throughout the board-
ing and fare collection processes. The
configuration of the passenger assist
system shall include a rail across the
front of the interior of the bus located
to allow passengers to lean against it
while paying fares. Overhead handrails
shall be continuous except for a gap at
the rear doorway.

(vi) Floors and steps shall have non-
slip surfaces. Step edges shall have a
band of bright contrasting color run-
ning the full width of the step.

(vii) A stepwell immediately adjacent
to the driver shall have, when the door
is open, at least 2 foot-candles of illu-
mination measured on the step tread.
Other stepwells shall have, at all

times, at least 2 foot-candles of illu-
mination measured on the step tread.

(viii) The doorways of the bus shall
have outside lighting that provides at
least 1 foot-candle of illumination on
the street surface for a distance of 3
feet from all points on the bottom step
tread edge. Such lighting shall be lo-
cated below window level and shall be
shielded to protect the eyes of entering
and exiting passengers.

(ix) The fare box shall be located as
far forward as practicable and shall not
obstruct traffic in the vestibule.

(21) Standards for rapid and light rail
vehicles. (i) Passenger doorways on the
vehicle sides shall have clear openings
at least 32 inches wide.

(ii) Audible or visual warning signals
shall be provided to alert handicapped
and elderly persons of closing doors.

(iii) Handrails and stanchions shall
be sufficient to permit safe boarding,
onboard circulation, seating and stand-
ing assistance, and unboarding by
handicapped and elderly persons. On a
levelentry vehicle, handrails, stan-
chions, and seats shall be located so as
to allow a wheelchair user to enter the
vehicle and position the wheelchair in
a location which does not obstruct the
movement of other passengers. On a ve-
hicle that requires the use of steps in
the boarding process, handrails and
stanchions shall be provided in the
entranceway to the vehicle in a con-
figuration that allows handicapped and
elderly persons to grasp such assists
from outside the vehicle while starting
to board, and to continue using such
assists throughout the boarding proc-
ess.

(iv) Floors shall have nonslip sur-
faces. Step edges on a light rail vehicle
shall have a band of bright contrasting
color running the full width of the
step.

(v) A stepwell immediately adjacent
to the driver shall have, when the door
is open, at least 2 foot-candles of illu-
mination measured on the step tread.
Other stepwells shall have, at all
times, at least 2 foot-candles of illu-
mination measured on the step tread.

(vi) Doorways on a light rail vehicle
shall have outside lighting that pro-
vides at least 1 foot-candle of illumina-
tion on the street surface for a distance
of 3 feet from all points on the bottom
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step tread edge. Such lighting shall be
located below window level and shall be
shielded to protect the eyes of entering
and exiting passengers.

(22) Other barrier removals. The provi-
sions of this subparagraph apply to any
barrier which would not be removed by
compliance with paragraphs (b)(2)
through (21) of this section. The re-
quirements of this subparagraph are:

(i) A substantial barrier to the access
to or use of a facility or public trans-
portation vehicle by handicapped or el-
derly individuals is removed;

(ii) The barrier which is removed had
been a barrier for one or more major
classes of such individuals (such as the
blind, deaf, or wheelchair users); and

(iii) The removal of that barrier is
accomplished without creating any
new barrier that significantly impairs
access to or use of the facility or vehi-
cle by such class or classes.

[T.D. 7634, 44 FR 43270, July 24, 1979]

§ 1.190–3 Election to deduct architec-
tural and transportation barrier re-
moval expenses.

(a) Manner of making election. The
election to deduct expenditures for re-
moval of architectural and transpor-
tation barriers provided by section
190(a) shall be made by claiming the
deduction as a separate item identified
as such on the taxpayer’s income tax
return for the taxable year for which
such election is to apply (or, in the
case of a partnership, to the return of
partnership income for such year). For
the election to be valid, the return
must be filed not later than the time
prescribed by law for filing the return
(including extensions thereof) for the
taxable year for which the election is
to apply.

(b) Scope of election. An election
under section 190(a) shall apply to all
expenditures described in § 1.190–2 (or in
the case of a taxpayer whose architec-
tural and transportation barrier re-
moval expenses exceed $25,000 for the
taxable year, to the $25,000 of such ex-
penses with respect to which the deduc-
tion is claimed) paid or incurred during
the taxable year for which made and
shall be irrevocable after the date by
which any such election must have
been made.

(c) Records to be kept. In any case in
which an election is made under sec-
tion 190(a), the taxpayer shall have
available, for the period prescribed by
paragraph (e) of § 1.6001–1 of this chap-
ter (Income Tax Regulations), records
and documentation, including architec-
tural plans and blueprints, contracts,
and any building permits, of all the
facts necessary to determine the
amount of any deduction to which he is
entitled by reason of the election, as
well as the amount of any adjustment
to basis made for expenditures in ex-
cess of the amount deductible under
section 190.

[T.D. 7634, 44 FR 13273, July 24, 1979]

§ 1.193–1 Deduction for tertiary
injectant expenses.

(a) In general. Subject to the limita-
tions and restrictions of paragraphs (c)
and (d) of this section, there shall be
allowed as a deduction from gross in-
come an amount equal to the qualified
tertiary injectant expenses of the tax-
payer. This deduction is allowed for the
later of:

(1) The taxable year in which the
injectant is injected, or

(2) The taxable year in which the ex-
penses are paid or incurred.

(b) Definitions—(1) Qualified tertiary
injectant expenses. Except as otherwise
provided in this section, the term quali-
fied tertiary injectant expense means any
cost paid or incurred for any tertiary
injectant which is used as part of a ter-
tiary recovery method.

(2) Tertiary recovery method. Tertiary
recovery method means:

(i) Any method which is described in
subparagraphs (1) through (9) of section
212.78(c) of the June 1979 energy regula-
tions (as defined by section
4996(b)(8)(C)),

(ii) Any method for which the tax-
payer has obtained the approval of the
Associate Chief Counsel (Technical),
under section 4993(d)(1)(B) for purposes
of Chapter 45 of the Internal Revenue
Code,

(iii) Any method which is approved in
the regulations under section
4993(d)(1)(B), or

(iv) Any other method to provide ter-
tiary enhanced recovery for which the
taxpayer obtains the approval of the
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Associate Chief Counsel (Technical) for
purposes of section 193.

(c) Special rules for hydrocarbons—(1)
In general. If an injectant contains
more than an insignificant amount of
recoverable hydrocarbons, the amount
deductible under section 193 and para-
graph (a) of this section shall be lim-
ited to the cost of the injectant re-
duced by the lesser of:

(i) The fair market value of the hy-
drocarbon component in the form in
which it is recovered, or

(ii) The cost to the taxpayer of the
hydrocarbon component of the
injectant. Price levels at the time of
injection are to be used in determining
the fair market value of the recover-
able hydrocarbons.

(2) Presumption of recoverability. Ex-
cept to the extent that the taxpayer
can demonstrate otherwise, all hydro-
carbons shall be presumed recoverable
and shall be presumed to have the same
value on recovery that they would have
if separated from the other components
of the injectant before injection. Esti-
mates based on generally accepted en-
gineering practices may provide evi-
dence of limitations on the amount or
value of recoverable hydrocarbons.

(3) Significant amount. For purposes of
section 193 and this section, an
injectant contains more than an insig-
nificant amount of recoverable hydro-
carbons if the fair market value of the
recoverable hydrocarbon component of
the injectant, in the form in which it is
recovered, equals or exceeds 25 percent
of the cost of the injectant.

(4) Hydrocarbon defined. For purposes
of section 193 and this section, the
term hydrocarbon means all forms of
natural gas and crude oil (which in-
cludes oil recovered from sources such
as oil shale and condensate).

(5) Injectant defined. For purposes of
applying this paragraph (c), an
injectant is the substance or mixture
of substances injected at a particular
time. Substances injected at different
times are not treated as components of
a single injectant even if the injections
are part of a single tertiary recovery
process.

(d) Application with other deductions.
No deduction shall be allowed under
section 193 and this section for any ex-
penditure:

(1) With respect to which the tax-
payer has made an election under sec-
tion 263(c) or

(2) With respect to which a deduction
is allowed or allowable under any other
provision of chapter 1 of the Code.

(e) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. B, a calendar year taxpayer why
uses the cash receipts and disbursements
method of accounting, uses an approved ter-
tiary recovery method for the enhanced re-
covery of crude oil from one of B’s oil prop-
erties. During 1980, B pays $100x for a ter-
tiary injectant which contains 1,000y units of
hydrocarbon; if separated from the other
components of the injectant before injection,
the hydrocarbons would have a fair market
value of $80x. B uses this injectant during
the recovery effort during 1981. B has not
made any election under section 263(c) with
respect to the expenditures for the injectant,
and no section of chapter 1 of the Code other
than section 193 allows a deduction for the
expenditure. B is unable to demonstrate that
the value of the injected hydrocarbons recov-
ered during production will be less than $80x.
B’s deduction under section 193 is limited to
the excess of the cost for the injectant over
the fair market value of the hydrocarbon
component expected to be recovered ($100x—
$80x=$20x). B may claim the deduction only
for 1981, the year of the injection.

Example 2. Assume the same facts as in Ex-
ample (1) except that through engineering
studies B has shown that 700y units or 70 per-
cent of the hydrocarbon injected is non-
recoverable. The recoverable hydrocarbons
have a fair market value of $24x (30 percent
of $80x). The recoverable hydrocarbon por-
tion of the injectant is 24 percent of the cost
of the injectant ($24x divided by $100x). The
injectant does not contain a significant
amount of recoverable hydrocarbons. B may
claim a deduction for $100x, the entire cost of
the injectant.

Example 3. Assume the same facts as in Ex-
ample (1) except that through laboratory
studies B has shown that because of chem-
ical changes in the course of production the
injected hydrocarbons that are recovered
will have a fair market value of only $40x. B
may claim a deduction for $60x, the excess of
the cost of the injectant ($100x) over the fair
market value of the recoverable hydro-
carbons ($40x).

Example 4. B prepares an injectant from
crude oil and certain non-hydrocarbon mate-
rials purchased by B. The total cost of the
injectant to B is $100x, of which $24x is at-
tributable to the crude oil. The fair market
value of the crude oil used in the injectant is
$27x. B is unable to demonstrate that the
value of the crude oil from the injectant that
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will be recovered is less than $27x. The
injectant contains more than an insignifi-
cant amount of recoverable hydrocarbons be-
cause the value of the recoverable crude oil
($27x) exceeds $25x (25 percent of $100x, the
cost of the injectant). Because the cost to B
of the hydrocarbon component of the
injectant ($24x) is less than the fair market
value of the hydrocarbon component in the
form in which it is recovered ($27x), the cost
rather than the value is taken into account
in the adjustment required under paragraph
(c)(1) of this section. B’s deduction under sec-
tion 193 is limited to the excess of the cost of
the injectant over the cost of the hydro-
carbon component ($100x—$24x=$76x).

(Secs. 193 and 7805, Internal Revenue Code of
1954, 94 Stat. 286, 26 U.S.C. 193; 68A Stat. 917,
26 U.S.C. 7805)

[T.D. 7980, 49 FR 39052, Oct. 3, 1984]

§ 1.194–1 Amortization of reforestation
expenditures.

(a) In general. Section 194 allows a
taxpayer to elect to amortize over an
84-month period, up to $10,000 of refor-
estation expenditures (as defined in
§ 1.194–3(c)) incurred by the taxpayer in
a taxable year in connection with
qualified timber property (as defined in
§ 1.194–3(a)). The election is not avail-
able to trusts. Only those reforestation
expenditures which result in additions
to capital accounts after December 31,
1979 are eligible for this special amorti-
zation.

(b) Determination of amortization pe-
riod. The amortization period must
begin on the first day of the first
month of the last half of the taxable
year during which the taxpayer incurs
the reforestation expenditures. For ex-
ample, the 84-month amortization pe-
riod begins on July 1 of a taxable year
for a calendar year taxpayer, regard-
less of whether the reforestation ex-
penditures are incurred in January or
December of that taxable year. There-
fore, a taxpayer will be allowed to
claim amortization deductions for only
six months of each of the first and
eighth taxable years of the period over
which the reforestation expenditures
will be amortized.

(c) Recapture. If a taxpayer disposes
of qualified timber property within ten
years of the year in which the amortiz-
able basis was created and the taxpayer
has claimed amortization deductions
under section 194, part or all of any
gain on the disposition may be recap-

tured as ordinary income. See section
1245.

[T.D. 7927, 48 FR 55849, Dec. 16, 1983]

§ 1.194–2 Amount of deduction allow-
able.

(a) General rule. The allowable
monthly deduction with respect to re-
forestation expenditures made in a tax-
able year is determined by dividing the
amount of reforestation expenditures
made in such taxable year (after apply-
ing the limitations of paragraph (b) of
this section) by 84. In order to deter-
mine the total allowable amortization
deduction for a given month, a tax-
payer should add the monthly amorti-
zation deductions computed under the
preceding sentence for qualifying ex-
penditures made by the taxpayer in the
taxable year and the preceding seven
taxable years.

(b) Dollar limitation—(1) Maximum
amount subject to election. A taxpayer
may elect to amortize up to $10,000 of
qualifying reforestation expenditures
each year under section 194. However,
the maximum amortizable amount is
$5,000 in the case of a married indi-
vidual (as defined in section 143) filing
a separate return. No carryover or
carryback of expenditures in excess of
$10,000 is permitted. The maximum an-
nual amortization deduction for ex-
penditures incurred in any taxable year
is $1,428.57 ($10,000/7). The maximum de-
duction in the first and eighth taxable
years of the amortization period is one-
half that amount, or $714.29, because of
the half-year convention provided in
§ 1.194–1(b). Total deductions for any
one year under this section will reach
$10,000 only if a taxpayer incurs and
elects to amortize the maximum $10,000
of expenditures each year over an 8-
year period.

(2) Allocation of amortizable basis
among taxpayer’s timber properties. The
limit of $10,000 on amortizable reforest-
ation expenditures applies to expendi-
tures paid or incurred during a taxable
year on all of the taxpayer’s timber
properties. A taxpayer who incurs more
than $10,000 in qualifying expenditures
in connection with more than one
qualified timber property during a tax-
able year may select the properties for
which section 194 amortization will be
elected as well as the manner in which

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00262 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



267

Internal Revenue Service, Treasury § 1.194–2

the $10,000 limitation on amortizable
basis is allocated among such prop-
erties. For example, A incurred $10,000
of qualifying reforestation expendi-
tures on each of four properties in 1981.
A may elect under section 194 to amor-
tize $2,500 of the amount spent on each
property, $5,000 of the amount spent on
any two properties, the entire $10,000
spent on any one property, or A may
allocate the $10,000 maximum amortiz-
able basis among some or all of the
properties in any other manner.

(3) Basis—(i) In general. Except as
provided in paragraph (b)(3)(ii) of this
section, the basis of a taxpayer’s inter-
est in qualified timber property for
which an election is made under sec-
tion 194 shall be adjusted to reflect the
amount of the section 194 amortization
deduction allowable to the taxpayer.

(ii) Special rule for trusts. Although a
trust may be a partner of a partner-
ship, income beneficiary of an estate,
or (for taxable years beginning after
December 31, 1982) shareholder of an S
corporation, it may not deduct its allo-
cable share of a section 194 amortiza-
tion deduction allowable to such a
partnership, estate, or S corporation.
In addition, the basis of the interest
held by the partnership, estate, or S
corporation in the qualified timber
property shall not be adjusted to re-
flect the portion of the section 194 am-
ortization deduction that is allocable
to the trust.

(4) Allocation of amortizable basis
among component members of a controlled
group. Component members of a con-
trolled group (as defined in § 1.194–3(d))
on a December 31 shall be treated as
one taxpayer in applying the $10,000
limitation of paragraph (b)(1) of this
section. The amortizable basis may be
allocated to any one such member or
allocated (for the taxable year of each
such member which includes such De-
cember 31) among the several members
in any manner, Provided That the
amount of amortizable basis allocated
to any member does not exceed the
amount of amortizable basis actually
acquired by the member in the taxable
year. The allocation is to be made (i)
by the common parent corporation if a
consolidated return is filed for all com-
ponent members of the group, or (ii) in
accordance with an agreement entered

into by the members of the group if
separate returns are filed. If a consoli-
dated return is filed by some compo-
nent members of the group and sepa-
rate returns are filed by other compo-
nent members, then the common par-
ent of the group filing the consolidated
return shall enter into an agreement
with those members who do not join in
filing the consolidated return allo-
cating the amount between the group
filing the return and the other compo-
nent members of the controlled group
who do not join in filing the consoli-
dated return. If a consolidated return
is filed, the common parent corpora-
tion shall file a separate statement at-
tached to the income tax return on
which an election is made to amortize
reforestation costs under section 194.
See § 1.194–4. If separate returns are
filed by some or all component mem-
bers of the group, each component
member to which is allocated any part
of the deduction under secton 194 shall
file a separate statement attached to
the income tax return in which an elec-
tion is made to amortize reforestation
expenditures. See § 1.194–4. Such state-
ment shall include the name, address,
employer identification number, and
the taxable year of each component
member of the controlled group, a copy
of the allocation agreement signed by
persons duly authorized to act on be-
half of those members who file sepa-
rate returns, and a description of the
manner in which the deduction under
section 194 has been divided among
them.

(5) Partnerships—(i) Election to be
made by partnership. A partnership
makes the election to amortize quali-
fied reforestation expenditures of the
partnership. See section 703(b).

(ii) Dollar limitations applicable to
partnerships. The dollar limitations of
section 194 apply to the partnership as
well as to each partner. Thus, a part-
nership may not elect to amortize
more than $10,000 of reforestation ex-
penditures under section 194 in any
taxable year.

(iii) Partner’s share of amortizable
basis. Section 704 and the regulations
thereunder shall govern the determina-
tion of a partner’s share of a partner-
ship’s amortizable reforestation ex-
penditures for any taxable year.
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(iv) Dollar limitation applicable to part-
ners. A partner shall in no event be en-
titled in any taxable year to claim a
deduction for amortization based on
more than $10,000 ($5,000 in the case of
a married taxpayer who files a separate
return) of amortizable basis acquired in
such taxable year regardless of the
source of the amortizable basis. In the
case of a partner who is a member of
two or more partnerships that elect
under section 194, the partner’s aggre-
gate share of partnership amortizable
basis may not exceed $10,000 or $5,000,
whichever is applicable. In the case of
a member of a partnership that elects
under section 194 who also has sepa-
rately acquired qualified timber prop-
erty, the aggregate of the member’s
partnership and non-partnership amor-
tizable basis may not exceed $10,000 or
$5,000 whichever is applicable.

(6) S corporations. For taxable years
beginning after December 31, 1982, rules
similar to those contained in para-
graph (b)(5) (ii) and (iv) of this section
shall apply in the case of S corpora-
tions (as defined in section 1361(a)) and
their shareholders.

(7) Estates. Estates may elect to am-
ortize in each taxable year up to a
maximum of $10,000 of qualifying refor-
estation expenditures under section
194. Any amortizable basis acquired by
an estate shall be apportioned between
the estate and the income beneficiary
on the basis of the income of the estate
allocable to each. The amount of amor-
tizable basis apportioned from an es-
tate to a beneficiary shall be taken
into account in determining the $10,000
(or $5,000) amount of amortizable basis
allowable to such beneficiary under
this section.

(c) Life tenant and remainderman. If
property is held by one person for life
with remainder to another person, the
life tenant is entitled to the full ben-
efit of any amortization allowable
under section 194 on qualifying expend-
itures he or she makes. Any remainder
interest in the property is ignored for
this purpose.

[T.D. 7927, 48 FR 55849, Dec. 16, 1983]

§ 1.194–3 Definitions.
(a) Qualified timber property. The term

qualified timber property means property
located in the United States which will

contain trees in significant commercial
quantities. The property may be a
woodlot or other site but must consist
of at least one acre which is planted
with tree seedlings in the manner nor-
mally used in forestation or reforest-
ation. The property must be held by
the taxpayer for the growing and cut-
ting of timber which will either be sold
for use in, or used by the taxpayer in,
the commercial production of timber
products. A taxpayer does not have to
own the property in order to be eligible
to elect to amortize costs attributable
to it under section 194. Thus, a tax-
payer may elect to amortize qualifying
reforestation expenditures incurred by
such taxpayer on leased qualified tim-
ber property. Qualified timber property
does not include property on which the
taxpayer has planted shelter belts (for
which current deductions are allowed
under section 175) or ornamental trees,
such as Christmas trees.

(b) Amortizable basis. The term amor-
tizable basis means that portion of the
basis of qualified timber property
which is attributable to reforestation
expenditures.

(c) Reforestation expenditures—(1) In
general. The term reforestation expendi-
tures means direct costs incurred to
plant or seed for forestation or refor-
estation purposes. Qualifying expendi-
tures include amounts spent for site
preparation, seed or seedlings, and
labor and tool costs, including depre-
ciation on equipment used in planting
or seeding. Only those costs which
must be capitalized and are included in
the adjusted basis of the property qual-
ify as reforestation expenditures. Costs
which are currently deductible do not
qualify.

(2) Cost-sharing programs. Any expend-
itures for which the taxpayer has been
reimbursed under any governmental re-
forestation cost-sharing program do
not qualify as reforestation expendi-
tures unless the amounts reimbursed
have been included in the gross income
of the taxpayer.

(d) Definitions of controlled group of
corporations and component member of
controlled group. For purposes of sec-
tion 194, the terms controlled group of
corporations and component member of a
controlled group of corporations shall
have the same meaning assigned to
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those terms in section 1563 (a) and (b),
except that the phrase ‘‘more than 50
percent’’ shall be substituted for the
phrase ‘‘at least 80 percent’’ each place
it appears in section 1563(a)(1).

[T.D. 7927, 48 FR 55850, Dec. 16, 1983]

§ 1.194–4 Time and manner of making
election.

(a) In general. Except as provided in
paragraph (b) of this section, an elec-
tion to amortize reforestation expendi-
tures under section 194 shall be made
by entering the amortization deduction
claimed at the appropriate place on the
taxpayer’s income tax return for the
year in which the expenditures were in-
curred, and by attaching a statement
to such return. The statement should
state the amounts of the expenditures,
describe the nature of the expendi-
tures, and give the date on which each
was incurred. The statement should
also state the type of timber being
grown and the purpose for which it is
being grown. A separate statement
must be included for each property for
which reforestation expenditures are
being amortized under section 194. The
election may only be made on a timely
return (taking into account extensions
of the time for filing) for the taxable
year in which the amortizable expendi-
tures were made.

(b) Special rule. With respect to any
return filed before March 15, 1984, on
which a taxpayer was eligible to, but
did not make an election under section
194, the election to amortize reforest-
ation expenditures under section 194
may be made by a statement on, or at-
tached to, the income tax return (or an
amended return) for the taxable year,
indicating that an election is being
made under section 194 and setting
forth the information required under
paragraph (a) of this section. An elec-
tion made under the provisions of this
paragraph (b) must be made not later
than,

(1) The time prescribed by law (in-
cluding extensions thereof) for filing
the income tax return for the year in
which the reforestation expenditures
were made, or

(2) March 15, 1984, whichever is later.
Nothing in this paragraph shall be con-
strued as extending the time specified

in section 6511 within which a claim for
credit or refund may be filed.

(c) Revocation. An application for
consent to revoke an election under
section 194 shall be in writing and shall
be addressed to the Commissioner of
Internal Revenue, Washington, DC
20224. The application shall set forth
the name and address of the taxpayer,
state the taxable years for which the
election was in effect, and state the
reason for revoking the election. The
application shall be signed by the tax-
payer or a duly authorized representa-
tive of the taxpayer and shall be filed
at least 90 days prior to the time pre-
scribed by law (without regard to ex-
tensions thereof) for filing the income
tax return for the first taxable year for
which the election is to terminate. Or-
dinarily, the request for consent to re-
voke the election will not be granted if
it appears from all the facts and cir-
cumstances that the only reason for
the desired change is to obtain a tax
advantage.

[T.D. 7927, 48 FR 55851, Dec. 16, 1983]

§ 1.195–1 Election to amortize start-up
expenditures.

(a) In general. Under section 195(b), a
taxpayer may elect to amortize start-
up expenditures (as defined in section
195(c)(1)). A taxpayer who elects to am-
ortize start-up expenditures must, at
the time of the election, select an am-
ortization period of not less than 60
months, beginning with the month in
which the active trade or business be-
gins. The election applies to all of the
taxpayer’s start-up expenditures with
respect to the trade or business. The
election to amortize start-up expendi-
tures is irrevocable, and the amortiza-
tion period selected by the taxpayer in
making the election may not subse-
quently be changed.

(b) Time and manner of making elec-
tion. The election to amortize start-up
expenditures under section 195 shall be
made by attaching a statement con-
taining the information described in
paragraph (c) of this section to the tax-
payer’s return. The statement must be
filed no later than the date prescribed
by law for filing the return (including
any extensions of time) for the taxable
year in which the active trade or busi-
ness begins. The statement may be

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00265 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



270

26 CFR Ch. I (4–1–99 Edition)§ 1.197–1T

filed with a return for any taxable year
prior to the year in which the tax-
payer’s active trade or business begins,
but no later than the date prescribed in
the preceding sentence. Accordingly,
an election under section 195 filed for
any taxable year prior to the year in
which the taxpayer’s active trade or
business begins (and pursuant to which
the taxpayer commenced amortizing
start-up expenditures in that prior
year) will become effective in the
month of the year in which the tax-
payer’s active trade or business begins.

(c) Information required. The state-
ment shall set forth a description of
the trade or business to which it re-
lates with sufficient detail so that ex-
penses relating to the trade or business
can be identified properly for the tax-
able year in which the statement is
filed and for all future taxable years to
which it relates. The statement also
shall include the number of months
(not less than 60) over which the ex-
penditures are to be amortized, and to
the extent known at the time the
statement is filed, a description of each
start-up expenditure incurred (whether
or not paid) and the month in which
the active trade or business began (or
was acquired). A revised statement
may be filed to include any start-up ex-
penditures not included in the tax-
payer’s original election statement,
but the revised statement may not in-
clude any expenditures for which the
taxpayer had previously taken a posi-
tion on a return inconsistent with their
treatment as start-up expenditures.
The revised statement may be filed
with a return filed after the return
that contained the election.

(d) Effective date. This section applies
to elections filed on or after December
17, 1998.

[T.D. 8797, 63 FR 69555, Dec. 17, 1998]

§ 1.197–1T Certain elections for intan-
gible property (temporary).

(a) In general. This section provides
rules for making the two elections
under section 13261 of the Omnibus
Budget Reconciliation Act of 1993
(OBRA ’93). Paragraph (c) of this sec-
tion provides rules for making the sec-
tion 13261(g)(2) election (the retro-
active election) to apply the intangi-
bles provisions of OBRA ’93 to property

acquired after July 25, 1991, and on or
before August 10, 1993 (the date of en-
actment of OBRA ’93). Paragraph (d) of
this section provides rules for making
the section 13261(g)(3) election (binding
contract election) to apply prior law to
property acquired pursuant to a writ-
ten binding contract in effect on Au-
gust 10, 1993, and at all times there-
after before the date of acquisition.
The provisions of this section apply
only to property for which an election
is made under paragraph (c) or (d) of
this section.

(b) Definitions and special rules—(1) In-
tangibles provisions of OBRA ’93. The in-
tangibles provisions of OBRA ’93 are
sections 167(f) and 197 of the Internal
Revenue Code (Code) and all other per-
tinent provisions of section 13261 of
OBRA ’93 (e.g., the amendment of sec-
tion 1253 in the case of a franchise,
trademark, or trade name).

(2) Transition period property. The
transition period property of a tax-
payer is any property that was ac-
quired by the taxpayer after July 25,
1991, and on or before August 10, 1993.

(3) Eligible section 197 intangibles. The
eligible section 197 intangibles of a tax-
payer are any section 197 intangibles
that—

(i) Are transition period property;
and

(ii) Qualify as amortizable section 197
intangibles (within the meaning of sec-
tion 197(c)) if an election under section
13261(g)(2) of OBRA ’93 applies.

(4) Election date. The election date is
the date (determined after application
of section 7502(a)) on which the tax-
payer files the original or amended re-
turn to which the election statement
described in paragraph (e) of this sec-
tion is attached.

(5) Election year. The election year is
the taxable year of the taxpayer that
includes August 10, 1993.

(6) Common control. A taxpayer is
under common control with the elect-
ing taxpayer if, at any time after Au-
gust 2, 1993, and on or before the elec-
tion date (as defined in paragraph (b)(4)
of this section), the two taxpayers
would be treated as a single taxpayer
under section 41(f)(1) (A) or (B).

(7) Applicable convention for sections
197 and 167(f) intangibles. For purposes
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of computing the depreciation or amor-
tization deduction allowable with re-
spect to transition period property de-
scribed in section 167(f) (1) or (3) or
with respect to eligible section 197 in-
tangibles—

(i) Property acquired at any time
during the month is treated as ac-
quired as of the first day of the month
and is eligible for depreciation or am-
ortization during the month; and

(ii) Property is not eligible for depre-
ciation or amortization in the month
of disposition.

(8) Application to adjustment to basis of
partnership property under section 734(b)
or 743(b). Any increase in the basis of
partnership property under section
734(b) (relating to the optional adjust-
ment to basis of undistributed partner-
ship property) or section 743(b) (relat-
ing to the optional adjustment to the
basis of partnership property) will be
taken into account under this section
by a partner as if the increased portion
of the basis were attributable to the
partner’s acquisition of the underlying
partnership property on the date the
distribution or transfer occurs. For ex-
ample, if a section 754 election is in ef-
fect and, as a result of its acquisition
of a partnership interest, a taxpayer
obtains an increased basis in an intan-
gible held through the partnership, the
increased portion of the basis in the in-
tangible will be treated as an intan-
gible asset newly acquired by that tax-
payer on the date of the transaction.

(9) Former member. A former member
of a consolidated group is a corporation
that was a member of the consolidated
group at any time after July 25, 1991,
and on or before August 2, 1993, but
that is not under common control with
the common parent of the group for
purposes of paragraph (c)(1)(ii) of this
section.

(c) Retroactive election—(1) Effect of
election—(i) On taxpayer. Except as
provided in paragraph (c)(1)(v) of this
section, if a taxpayer makes the retro-
active election, the intangibles provi-
sions of OBRA ’93 will apply to all the
taxpayer’s transition period property.
Thus, for example, section 197 will
apply to all the taxpayer’s eligible sec-
tion 197 intangibles.

(ii) On taxpayers under common con-
trol. If a taxpayer makes the retro-

active election, the election applies to
each taxpayer that is under common
control with the electing taxpayer. If
the retroactive election applies to a
taxpayer under common control, the
intangibles provisions of OBRA ’93
apply to that taxpayer’s transition pe-
riod property in the same manner as if
that taxpayer had itself made the ret-
roactive election. However, a retro-
active election that applies to a non-
electing taxpayer under common con-
trol is not treated as an election by
that taxpayer for purposes of re-apply-
ing the rule of this paragraph (c)(1)(ii)
to any other taxpayer.

(iii) On former members of consolidated
group. A retroactive election by the
common parent of a consolidated group
applies to transition period property
acquired by a former member while it
was a member of the consolidated
group and continues to apply to that
property in each subsequent consoli-
dated or separate return year of the
former member.

(iv) On transferred assets—(A) In gen-
eral. If property is transferred in a
transaction described in paragraph
(c)(1)(iv)(C) of this section and the in-
tangibles provisions of OBRA ’93 ap-
plied to such property in the hands of
the transferor, the property remains
subject to the intangibles provisions of
OBRA ’93 with respect to so much of its
adjusted basis in the hands of the
transferee as does not exceed its ad-
justed basis in the hands of the trans-
feror. The transferee is not required to
apply the intangibles provisions of
OBRA ’93 to any other transition pe-
riod property that it owns, however,
unless such provisions are otherwise
applicable under the rules of this para-
graph (c)(1).

(B) Transferee election. If property is
transferred in a transaction described
in paragraph (c)(1)(iv)(C)(1) of this sec-
tion and the transferee makes the ret-
roactive election, the transferor is not
required to apply the intangibles provi-
sions of OBRA ’93 to any of its transi-
tion period property (including the
property transferred to the transferee
in the transaction described in para-
graph (c)(1)(iv)(C)(1) of this section),
unless such provisions are otherwise
applicable under the rules of this para-
graph (c)(1).
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(C) Transactions covered. This para-
graph (c)(1)(iv) applies to—

(1) Any transaction described in sec-
tion 332, 351, 361, 721, 731, 1031, or 1033;
and

(2) Any transaction between corpora-
tions that are members of the same
consolidated group immediately after
the transaction.

(D) Exchanged basis property. In the
case of a transaction involving ex-
changed basis property (e.g., a trans-
action subject to section 1031 or 1033)—

(1) Paragraph (c)(1)(iv)(A) of this sec-
tion shall not apply; and

(2) If the intangibles provisions of
OBRA ’93 applied to the property by
reference to which the exchanged basis
is determined (the predecessor prop-
erty), the exchanged basis property be-
comes subject to the intangibles provi-
sions of OBRA ’93 with respect to so
much of its basis as does not exceed the
predecessor property’s basis.

(E) Acquisition date. For purposes of
paragraph (b)(2) of this section (defini-
tion of transition period property),
property (other than exchanged basis
property) acquired in a transaction de-
scribed in paragraph (c)(1)(iv)(C)(1) of
this section generally is treated as ac-
quired when the transferor acquired (or
was treated as acquiring) the property
(or predecessor property). However, if
the adjusted basis of the property in
the hands of the transferee exceeds the
adjusted basis of the property in the
hands of the transferor, the property,
with respect to that excess basis, is
treated as acquired at the time of the
transfer. The time at which exchanged
basis property is considered acquired is
determined by applying similar prin-
ciples to the transferee’s acquisition of
predecessor property.

(v) Special rule for property of former
member of consolidated group—(A) Intan-
gibles provisions inapplicable for certain
periods. If a former member of a con-
solidated group makes a retroactive
election pursuant to paragraph (c)(1)(i)
of this section or if an election applies
to the former member under the com-
mon control rule of paragraph (c)(1)(ii)
of this section, the intangibles provi-
sions of OBRA ’93 generally apply to all
transition period property of the
former member. The intangibles provi-
sions of OBRA ’93 do not apply, how-

ever, to the transition period property
of a former member (including a
former member that makes or is bound
by a retroactive election) during the
period beginning immediately after
July 25, 1991, and ending immediately
before the earlier of—

(1) The first day after July 25, 1991,
that the former member was not a
member of a consolidated group; or

(2) The first day after July 25, 1991,
that the former member was a member
of a consolidated group that is other-
wise required to apply the intangibles
provisions of OBRA ’93 to its transition
period property (e.g., because the com-
mon control election under paragraph
(c)(1)(ii) of this section applies to the
group).

(B) Subsequent adjustments. See para-
graph (c)(5) of this section for adjust-
ments when the intangibles provisions
of OBRA ’93 first apply to the transi-
tion period property of the former
member after the property is acquired.

(2) Making the election—(i) Partner-
ships, S corporations, estates, and trusts.
Except as provided in paragraph
(c)(2)(ii) of this section, in the case of
transition period property of a partner-
ship, S corporation, estate, or trust,
only the entity may make the retro-
active election for purposes of para-
graph (c)(1)(i) of this section.

(ii) Partnerships for which a section 754
election is in effect. In the case of in-
creased basis that is treated as transi-
tion period property of a partner under
paragraph (b)(8) of this section, only
that partner may make the retroactive
election for purposes of paragraph
(c)(1)(i) of this section.

(iii) Consolidated groups. An election
by the common parent of a consoli-
dated group applies to members and
former members as described in para-
graphs (c)(1)(ii) and (iii) of this section.
Further, for purposes of paragraph
(c)(1)(ii) of this section, an election by
the common parent is not treated as an
election by any subsidiary member. A
retroactive election cannot be made by
a corporation that is a subsidiary
member of a consolidated group on Au-
gust 10, 1993, but an election can be
made on behalf of the subsidiary mem-
ber under paragraph (c)(1)(ii) of this
section (e.g., by the common parent of
the group). See paragraph (c)(1)(iii) of
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this section for rules concerning the ef-
fect of the common parent’s election
on transition period property of a
former member.

(3) Time and manner of election—(i)
Time. In general, the retroactive elec-
tion must be made by the due date (in-
cluding extensions of time) of the
electing taxpayer’s Federal income tax
return for the election year. If, how-
ever, the taxpayer’s original Federal
income tax return for the election year
is filed before April 14, 1994, the elec-
tion may be made by amending that re-
turn no later than September 12, 1994.

(ii) Manner. The retroactive election
is made by attaching the election
statement described in paragraph (e) of
this section to the taxpayer’s original
or amended income tax return for the
election year. In addition, the taxpayer
must—

(A) Amend any previously filed re-
turn when required to do so under para-
graph (c)(4) of this section; and

(B) Satisfy the notification require-
ments of paragraph (c)(6) of this sec-
tion.

(iii) Effect of nonconforming elections.
An attempted election that does not
satisfy the requirements of this para-
graph (c)(3) (including an attempted
election made on a return for a taxable
year prior to the election year) is not
valid.

(4) Amended return requirements—(i)
Requirements. A taxpayer subject to
this paragraph (c)(4) must amend all
previously filed income tax returns as
necessary to conform the taxpayer’s
treatment of transition period property
to the treatment required under the in-
tangibles provisions of OBRA ’93. See
paragraph (c)(5) of this section for cer-
tain adjustments that may be required
on the amended returns required under
this paragraph (c)(4) in the case of cer-
tain consolidated group member dis-
positions and tax-free transactions.

(ii) Applicability. This paragraph (c)(4)
applies to a taxpayer if—

(A) The taxpayer makes the retro-
active election; or

(B) Another person’s retroactive elec-
tion applies to the taxpayer or to any
property acquired by the taxpayer.

(5) Adjustment required with respect to
certain consolidated group member dis-
positions and tax-free transactions—(i)

Application. This paragraph (c)(5) ap-
plies to transition period property if
the intangibles provisions of OBRA ’93
first apply to the property while it is
held by the taxpayer but do not apply
to the property for some period (the
‘‘interim period’’) after the property is
acquired (or considered acquired) by
the taxpayer. For example, this para-
graph (c)(5) may apply to transition pe-
riod property held by a former member
of a consolidated group if a retroactive
election is made by or on behalf of the
former member but is not made by the
consolidated group. See paragraph
(c)(1)(v) of this section.

(ii) Required adjustment to income. If
this paragraph (c)(5) applies, an adjust-
ment must be taken into account in
computing taxable income of the tax-
payer for the taxable year in which the
intangibles provisions of OBRA ’93 first
apply to the property. The amount of
the adjustment is equal to the dif-
ference for the transition period prop-
erty between—

(A) The sum of the depreciation, am-
ortization, or other cost recovery de-
ductions that the taxpayer (and its
predecessors) would have been per-
mitted if the intangibles provisions of
OBRA ’93 applied to the property dur-
ing the interim period; and

(B) The sum of the depreciation, am-
ortization, or other cost recovery de-
ductions that the taxpayer (and its
predecessors) claimed during that in-
terim period.

(iii) Required adjustment to basis. The
taxpayer also must make a cor-
responding adjustment to the basis of
its transition period property to reflect
any adjustment to taxable income with
respect to the property under this
paragraph (c)(5).

(6) Notification requirements—(i) Notifi-
cation of commonly controlled taxpayers.
A taxpayer that makes the retroactive
election must provide written notifica-
tion of the retroactive election (on or
before the election date) to each tax-
payer that is under common control
with the electing taxpayer.

(ii) Notification of certain former mem-
bers, former consolidated groups, and
transferees. This paragraph (c)(6)(ii) ap-
plies to a common parent of a consoli-
dated group that makes or is notified
of a retroactive election that applies to
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transition period property of a former
member, a corporation that makes or
is notified of a retroactive election
that affects any consolidated group of
which the corporation is a former
member, or a taxpayer that makes or
is notified of a retroactive election
that applies to transition period prop-
erty the taxpayer transfers in a trans-
action described in paragraph
(c)(1)(iv)(C) of this section. Such com-
mon parent, former member, or trans-
feror must provide written notification
of the retroactive election to any af-
fected former member, consolidated
group, or transferee. The written noti-
fication must be provided on or before
the election date in the case of an elec-
tion by the common parent, former
member, or transferor, and within 30
days of the election date in the case of
an election by a person other than the
common parent, former member, or
transferor.

(7) Revocation. Once made, the retro-
active election may be revoked only
with the consent of the Commissioner.

(8) Examples. The following examples
illustrate the application of this para-
graph (c).

Example 1. (i) X is a partnership with 5
equal partners, A through E. X acquires in
1989, as its sole asset, intangible asset M. X
has a section 754 election in effect for all rel-
evant years. F, an unrelated individual, pur-
chases A’s entire interest in the X partner-
ship in January 1993 for $700. At the time of
F’s purchase, X’s inside basis for M is $2,000,
and its fair market value is $3,500.

(ii) Under section 743(b), X makes an ad-
justment to increase F’s basis in asset M by
$300, the difference between the allocated
purchase price and M’s inside basis ($700 ¥
$400 = $300). Under paragraphs (b)(8) and
(c)(2)(ii) of this section, if F makes the retro-
active election, the section 743(b) basis in-
crease of $300 in M is an amortizable section
197 intangible even though asset M is not an
amortizable section 197 intangible in the
hands of X. F’s increase in the basis of asset
M is amortizable over 15 years beginning
with the month of F’s acquisition of the
partnership interest. With respect to the re-
maining $400 of basis, F is treated as step-
ping into A’s shoes and continues A’s amor-
tization (if any) in asset M. F’s retroactive
election applies to all other intangibles ac-
quired by F or a taxpayer under common
control with F.

Example 2. A, a calendar year taxpayer, is
under common control with B, a June 30 fis-
cal year taxpayer. A files its original elec-
tion year Federal income tax return on

March 15, 1994, and does not make either the
retroactive election or the binding contract
election. B files its election year tax return
on September 15, 1994, and makes the retro-
active election. B is required by paragraph
(c)(6)(i) of this section to notify A of its elec-
tion. Even though A had already filed its
election year return, A is bound by B’s retro-
active election under the common control
rules. Additionally, if A had made a binding
contract election, it would have been ne-
gated by B’s retroactive election. Because of
B’s retroactive election, A must comply with
the requirements of this paragraph (c), and
file amended returns for the election year
and any affected prior years as necessary to
conform the treatment of transition period
property to the treatment required under the
intangibles provisions of OBRA ’93.

Example 3. (i) P and Y, calendar year tax-
payers, are the common parents of unrelated
calendar year consolidated groups. On Au-
gust 15, 1991, S, a subsidiary member of the
P group, acquires a section 197 intangible
with an unadjusted basis of $180. Under prior
law, no amortization or depreciation was al-
lowed with respect to the acquired intan-
gible. On November 1, 1992, a member of the
Y group acquires the S stock in a taxable
transaction. On the P group’s 1993 consoli-
dated return, P makes the retroactive elec-
tion. The P group also files amended returns
for its affected prior years. Y does not make
the retroactive election for the Y group.

(ii) Under paragraph (c)(1)(iii) of this sec-
tion, a retroactive election by the common
parent of a consolidated group applies to all
transition period property acquired by a
former member while it was a member of the
group. The section 197 intangible acquired by
S is transition period property that S, a
former member of the P group, acquired
while a member of the P group. Thus, P’s
election applies to the acquired asset. P
must notify S of the election pursuant to
paragraph (c)(6)(ii) of this section.

(iii) S amortizes the unadjusted basis of its
eligible section 197 intangible ($180) over the
15-year amortization period using the appli-
cable convention beginning as of the first
day of the month of acquisition (August 1,
1991). Thus, the P group amends its 1991 con-
solidated tax return to take into account $5
of amortization ($180/15 years × 5/12 year = $5)
for S.

(iv) For 1992, S is entitled to $12 of amorti-
zation ($180/15). Assume that under § 1.1502–76,
$10 of S’s amortization for 1992 is allocated
to the P group’s consolidated return and $2 is
allocated to the Y group’s return. The P
group amends its 1992 consolidated tax re-
turn to reflect the $10 deduction for S. The Y
group must amend its 1992 return to reflect
the $2 deduction for S.
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Example 4. (i) The facts are the same as in
Example 3, except that the retroactive elec-
tion is made for the Y group, not for the P
group.

(ii) The Y group amends its 1992 consoli-
dated return to claim a section 197 deduction
of $2 ($180/15 years × 2/12 year = $2) for S.

(iii) Under paragraph (c)(1)(ii) of this sec-
tion, the retroactive election by Y applies to
all transition period property acquired by S.
However, under paragraph (c)(1)(v)(A) of this
section, the intangibles provisions of OBRA
’93 do not apply to S’s transition period prop-
erty during the period when it held such
property as a member of P group. Instead,
these provisions become applicable to S’s
transition period property beginning on No-
vember 1, 1992, when S becomes a member of
Y group.

(iv) Because the P group did not make the
retroactive election, there is an interim pe-
riod during which the intangibles provisions
of OBRA ’93 do not apply to the asset ac-
quired by S. Thus, under paragraph (c)(5) of
this section, the Y group must take into ac-
count in computing taxable income in 1992
an adjustment equal to the difference be-
tween the section 197 deduction that would
have been permitted if the intangibles provi-
sions of OBRA ’93 applied to the property for
the interim period (i.e., the period for which
S was included in the P group’s 1991 and 1992
consolidated returns) and any amortization
or depreciation deductions claimed by S for
the transferred intangible for that period.
The retroactive election does not affect the
P group, and the P group is not required to
amend its returns.

Example 5. The facts are the same as in Ex-
ample 3, except that both P and Y make the
retroactive election. P must notify S of its
election pursuant to paragraph (c)(6)(ii) of
this section. Further, both the P and Y
groups must file amended returns for af-
fected prior years. Because there is no period
of time during which the intangibles provi-
sions of OBRA ’93 do not apply to the asset
acquired by S, the Y group is permitted no
adjustment under paragraph (c)(5) of this
section for the asset.

(d) Binding contract election—(1) Gen-
eral rule—(i) Effect of election. If a tax-
payer acquires property pursuant to a
written binding contract in effect on
August 10, 1993, and at all times there-
after before the acquisition (an eligible
acquisition) and makes the binding
contract election with respect to the
contract, the law in effect prior to the
enactment of OBRA ’93 will apply to all
property acquired pursuant to the con-
tract. A separate binding contract elec-
tion must be made with respect to each
eligible acquisition to which the law in

effect prior to the enactment of OBRA
’93 is to apply.

(ii) Taxpayers subject to retroactive
election. A taxpayer may not make the
binding contract election if the tax-
payer or a person under common con-
trol with the taxpayer makes the ret-
roactive election under paragraph (c)
of this section.

(iii) Revocation. A binding contract
election, once made, may be revoked
only with the consent of the Commis-
sioner.

(2) Time and manner of election—(i)
Time. In general, the binding contract
election must be made by the due date
(including extensions of time) of the
electing taxpayer’s Federal income tax
return for the election year. If, how-
ever, the taxpayer’s original Federal
income tax return for the election year
is filed before April 14, 1994, the elec-
tion may be made by amending that re-
turn no later than September 12, 1994.

(ii) Manner. The binding contract
election is made by attaching the elec-
tion statement described in paragraph
(e) of this section to the taxpayer’s
original or amended income tax return
for the election year.

(iii) Effect of nonconforming election.
An attempted election that does not
satisfy the requirements of this para-
graph (d)(2) is not valid.

(e) Election statement—(1) Filing re-
quirements. For an election under para-
graph (c) or (d) of this section to be
valid, the electing taxpayer must:

(i) File (with its Federal income tax
return for the election year and with
any affected amended returns required
under paragraph (c)(4) of this section) a
written election statement, as an at-
tachment to Form 4562 (Depreciation
and Amortization), that satisfies the
requirements of paragraph (e)(2) of this
section; and

(ii) Forward a copy of the election
statement to the Statistics Branch
(QAM:S:6111), IRS Ogden Service Cen-
ter, ATTN: Chief, Statistics Branch,
P.O. Box 9941, Ogden, UT 84409.

(2) Content of the election statement.
The written election statement must
include the information in paragraphs
(e)(2) (i) through (vi) and (ix) of this
section in the case of a retroactive
election, and the information in para-
graphs (e)(2) (i) and (vii) through (ix) of
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this section in the case of a binding
contract election. The required infor-
mation should be arranged and identi-
fied in accordance with the following
order and numbering system—

(i) The name, address and taxpayer
identification number (TIN) of the
electing taxpayer (and the common
parent if a consolidated return is filed).

(ii) A statement that the taxpayer is
making the retroactive election.

(iii) Identification of the transition
period property affected by the retro-
active election, the name and TIN of
the person from which the property
was acquired, the manner and date of
acquisition, the basis at which the
property was acquired, and the amount
of depreciation, amortization, or other
cost recovery under section 167 or any
other provision of the Code claimed
with respect to the property.

(iv) Identification of each taxpayer
under common control (as defined in
paragraph (b)(6) of this section) with
the electing taxpayer by name, TIN,
and Internal Revenue Service Center
where the taxpayer’s income tax return
is filed.

(v) If any persons are required to be
notified of the retroactive election
under paragraph (c)(6) of this section,
identification of such persons and cer-
tification that written notification of
the election has been provided to such
persons.

(vi) A statement that the transition
period property being amortized under
section 197 is not subject to the anti-
churning rules of section 197(f)(9).

(vii) A statement that the taxpayer
is making the binding contract elec-
tion.

(viii) Identification of the property
affected by the binding contract elec-
tion, the name and TIN of the person
from which the property was acquired,
the manner and date of acquisition, the
basis at which the property was ac-
quired, and whether any of the prop-
erty is subject to depreciation under
section 167 or to amortization or other
cost recovery under any other provi-
sion of the Code.

(ix) The signature of the taxpayer or
an individual authorized to sign the
taxpayer’s Federal income tax return.

(f) Effective date. These regulations
are effective March 15, 1994.

[T.D. 8528, 59 FR 11920, Mar. 15, 1994]

ADDITIONAL ITEMIZED DEDUCTIONS FOR
INDIVIDUALS

§ 1.211–1 Allowance of deductions.

In computing taxable income under
section 63(a), the deductions provided
by sections 212, 213, 214, 215, 216, and 217
shall be allowed subject to the excep-
tions provided in Part IX, Subchapter
B, Chapter 1 of the Code (section 261
and following, relating to items not de-
ductible).

[T.D. 6796, 30 FR 1037, Feb. 2, 1965]

§ 1.212–1 Nontrade or nonbusiness ex-
penses.

(a) An expense may be deducted
under section 212 only if:

(1) It has been paid or incurred by the
taxpayer during the taxable year (i) for
the production or collection of income
which, if and when realized, will be re-
quired to be included in income for
Federal income tax purposes, or (ii) for
the management, conservation, or
maintenance of property held for the
production of such income, or (iii) in
connection with the determination,
collection, or refund of any tax; and

(2) It is an ordinary and necessary ex-
pense for any of the purposes stated in
subparagraph (1) of this paragraph.

(b) The term income for the purpose
of section 212 includes not merely in-
come of the taxable year but also in-
come which the taxpayer has realized
in a prior taxable year or may realize
in subsequent taxable years; and is not
confined to recurring income but ap-
plies as well to gains from the disposi-
tion of property. For example, if de-
faulted bonds, the interest from which
if received would be includible in in-
come, are purchased with the expecta-
tion of realizing capital gain on their
resale, even though no current yield
thereon is anticipated, ordinary and
necessary expenses thereafter paid or
incurred in connection with such bonds
are deductible. Similarly, ordinary and
necessary expenses paid or incurred in
the management, conservation, or
maintenance of a building devoted to
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rental purposes are deductible notwith-
standing that there is actually no in-
come therefrom in the taxable year,
and regardless of the manner in which
or the purpose for which the property
in question was acquired. Expenses
paid or incurred in managing, con-
serving, or maintaining property held
for investment may be deductible
under section 212 even though the prop-
erty is not currently productive and
there is no likelihood that the property
will be sold at a profit or will otherwise
be productive of income and even
though the property is held merely to
minimize a loss with respect thereto.

(c) In the case of taxable years begin-
ning before January 1, 1970, expenses of
carrying on transactions which do not
constitute a trade or business of the
taxpayer and are not carried on for the
production or collection of income or
for the management, conservation, or
maintenance of property held for the
production of income, but which are
carried on primarily as a sport, hobby,
or recreation are not allowable as
nontrade or nonbusiness expenses. The
question whether or not a transaction
is carried on primarily for the produc-
tion of income or for the management,
conservation, or maintenance of prop-
erty held for the production or collec-
tion of income, rather than primarily
as a sport, hobby, or recreation, is not
to be determined solely from the inten-
tion of the taxpayer but rather from all
the circumstances of the case. For ex-
ample, consideration will be given to
the record of prior gain or loss of the
taxpayer in the activity, the relation
between the type of activity and the
principal occupation of the taxpayer,
and the uses to which the property or
what it produces is put by the tax-
payer. For provisions relating to ac-
tivities not engaged in for profit appli-
cable to taxable years beginning after
December 31, 1969, see section 183 and
the regulations thereunder.

(d) Expenses, to be deductible under
section 212, must be ‘‘ordinary and nec-
essary’’. Thus, such expenses must be
reasonable in amount and must bear a
reasonable and proximate relation to
the production or collection of taxable
income or to the management, con-
servation, or maintenance of property
held for the production of income.

(e) A deduction under section 212 is
subject to the restrictions and limita-
tions in part IX (section 261 and fol-
lowing), subchapter B, chapter 1 of the
Code, relating to items not deductible.
Thus, no deduction is allowable under
section 212 for any amount allocable to
the production or collection of one or
more classes of income which are not
includible in gross income, or for any
amount allocable to the management,
conservation, or maintenance of prop-
erty held for the production of income
which is not included in gross income.
See section 265. Nor does section 212
allow the deduction of any expenses
which are disallowed by any of the pro-
visions of subtitle A of the Code, even
though such expenses may be paid or
incurred for one of the purposes speci-
fied in section 212.

(f) Among expenditures not allowable
as deductions under section 212 are the
following: Commuter’s expenses; ex-
penses of taking special courses or
training; expenses for improving per-
sonal appearance; the cost of rental of
a safe-deposit box for storing jewelry
and other personal effects; expenses
such as those paid or incurred in seek-
ing employment or in placing oneself
in a position to begin rendering per-
sonal services for compensation, cam-
paign expenses of a candidate for pub-
lic office, bar examination fees and
other expenses paid or incurred in se-
curing admission to the bar, and cor-
responding fees and expenses paid or
incurred by physicians, dentists, ac-
countants, and other taxpayers for se-
curing the right to practice their re-
spective professions. See, however, sec-
tion 162 and the regulations there-
under.

(g) Fees for services of investment
counsel, custodial fees, clerical help,
office rent, and similar expenses paid
or incurred by a taxpayer in connec-
tion with investments held by him are
deductible under section 212 only if (1)
they are paid or incurred by the tax-
payer for the production or collection
of income or for the management, con-
servation, or maintenance of invest-
ments held by him for the production
of income; and (2) they are ordinary
and necessary under all the cir-
cumstances, having regard to the type
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of investment and to the relation of
the taxpayer to such investment.

(h) Ordinary and necessary expenses
paid or incurred in connection with the
management, conservation, or mainte-
nance of property held for use as a resi-
dence by the taxpayer are not deduct-
ible. However, ordinary and necessary
expenses paid or incurred in connection
with the management, conservation, or
maintenance of property held by the
taxpayer as rental property are deduct-
ible even though such property was for-
merly held by the taxpayer for use as a
home.

(i) Reasonable amounts paid or in-
curred by the fiduciary of an estate or
trust on account of administration ex-
penses, including fiduciaries’ fees and
expenses of litigation, which are ordi-
nary and necessary in connection with
the performance of the duties of ad-
ministration are deductible under sec-
tion 212, notwithstanding that the es-
tate or trust is not engaged in a trade
or business, except to the extent that
such expenses are allocable to the pro-
duction or collection of tax-exempt in-
come. But see section 642 (g) and the
regulations thereunder for disallow-
ance of such deductions to an estate
where such items are allowed as a de-
duction under section 2053 or 2054 in
computing the net estate subject to the
estate tax.

(j) Reasonable amounts paid or in-
curred for the services of a guardian or
committee for a ward or minor, and
other expenses of guardians and com-
mittees which are ordinary and nec-
essary, in connection with the produc-
tion or collection of income inuring to
the ward or minor, or in connection
with the management, conservation, or
maintenance of property, held for the
production of income, belonging to the
ward or minor, are deductible.

(k) Expenses paid or incurred in de-
fending or perfecting title to property,
in recovering property (other than in-
vestment property and amounts of in-
come which, if and when recovered,
must be included in gross income), or
in developing or improving property,
constitute a part of the cost of the
property and are not deductible ex-
penses. Attorneys’ fees paid in a suit to
quiet title to lands are not deductible;
but if the suit is also to collect accrued

rents thereon, that portion of such fees
is deductible which is properly allo-
cable to the services rendered in col-
lecting such rents. Expenses paid or in-
curred in protecting or asserting one’s
right to property of a decedent as heir
or legatee, or as beneficiary under a
testamentary trust, are not deductible.

(l) Expenses paid or incurred by an
individual in connection with the de-
termination, collection, or refund of
any tax, whether the taxing authority
be Federal, State, or municipal, and
whether the tax be income, estate, gift,
property, or any other tax, are deduct-
ible. Thus, expenses paid or incurred by
a taxpayer for tax counsel or expenses
paid or incurred in connection with the
preparation of his tax returns or in
connection with any proceedings in-
volved in determining the extent of his
tax liability or in contesting his tax li-
ability are deductible.

(m) An expense (not otherwise de-
ductible) paid or incurred by an indi-
vidual in determining or contesting a
liability asserted against him does not
become deductible by reason of the fact
that property held by him for the pro-
duction of income may be required to
be used or sold for the purpose of satis-
fying such liability.

(n) Capital expenditures are not al-
lowable as nontrade or nonbusiness ex-
penses. The deduction of an item other-
wise allowable under section 212 will
not be disallowed simply because the
taxpayer was entitled under Subtitle A
of the Code to treat such item as a cap-
ital expenditure, rather than to deduct
it as an expense. For example, see sec-
tion 266. Where, however, the item may
properly be treated only as a capital
expenditure or where it was properly so
treated under an option granted in
Subtitle A of the Code, no deduction is
allowable under section 212; and this is
true regardless of whether any basis
adjustment is allowed under any other
provision of the Code.

(o) The provisions of section 212 are
not intended in any way to disallow ex-
penses which would otherwise be allow-
able under section 162 and the regula-
tions thereunder. Double deductions
are not permitted. Amounts deducted
under one provision of the Internal
Revenue Code of 1954 cannot again be
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deducted under any other provision
thereof.

(p) Frustration of public policy. The de-
duction of a payment will be dis-
allowed under section 212 if the pay-
ment is of a type for which a deduction
would be disallowed under section
162(c), (f), or (g) and the regulations
thereunder in the case of a business ex-
pense.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 12, 1960, as amended by T.D. 7198,
37 FR 13685, July 13, 1972; T.D. 7345, 40 FR
7439, Feb. 20, 1975]

§ 1.213–1 Medical, dental, etc., ex-
penses.

(a) Allowance of deduction. (1) Section
213 permits a deduction of payments
for certain medical expenses (including
expenses for medicine and drugs). Ex-
cept as provided in paragraph (d) of
this section (relating to special rule for
decedents) a deduction is allowable
only to individuals and only with re-
spect to medical expenses actually paid
during the taxable year, regardless of
when the incident or event which occa-
sioned the expenses occurred and re-
gardless of the method of accounting
employed by the taxpayer in making
his income tax return. Thus, if the
medical expenses are incurred but not
paid during the taxable year, no deduc-
tion for such expenses shall be allowed
for such year.

(2) Except as provided in subpara-
graphs (4)(i) and (5)(i) of this para-
graph, only such medical expenses (in-
cluding the allowable expenses for
medicine and drugs) are deductible as
exceed 3 percent of the adjusted gross
income for the taxable year. For tax-
able years beginning after December 31,
1966, the amounts paid during the tax-
able year for insurance that constitute
expenses paid for medical care shall,
for purposes of computing total med-
ical expenses, be reduced by the
amount determined under subpara-
graph (5)(i) of this paragraph. For the
amounts paid during the taxable year
for medicine and drugs which may be
taken into account in computing total
medical expenses, see paragraph (b) of
this section. For the maximum deduc-
tion allowable under section 213 in the
case of certain taxable years, see para-
graph (c) of this section. As to what

constitutes ‘‘adjusted gross income’’,
see section 62 and the regulations
thereunder.

(3)(i) For medical expenses paid (in-
cluding expenses paid for medicine and
drugs) to be deductible, they must be
for medical care of the taxpayer, his
spouse, or a dependent of the taxpayer
and not be compensated for by insur-
ance or otherwise. Expenses paid for
the medical care of a dependent, as de-
fined in section 152 and the regulations
thereunder, are deductible under this
section even though the dependent has
gross income equal to or in excess of
the amount determined pursuant to
§ 1.151–2 applicable to the calendar year
in which the taxable year of the tax-
payer begins. Where such expenses are
paid by two or more persons and the
conditions of section 152(c) and the reg-
ulations thereunder are met, the med-
ical expenses are deductible only by
the person designated in the multiple
support agreement filed by such per-
sons and such deduction is limited to
the amount of medical expenses paid
by such person.

(ii) An amount excluded from gross
income under section 105 (c) or (d) (re-
lating to amounts received under acci-
dent and health plans) and the regula-
tions thereunder shall not constitute
compensation for expenses paid for
medical care. Exclusion of such
amounts from gross income will not af-
fect the treatment of expenses paid for
medical care.

(iii) The application of the rule al-
lowing a deduction for medical ex-
penses to the extent not compensated
for by insurance or otherwise may be
illustrated by the following example in
which it is assumed that neither the
taxpayer nor his wife has attained the
age of 65:

Example. Taxpayer H, married to W and
having one dependent child, had adjusted
gross income for 1956 of $3,000. During 1956 he
paid $300 for medical care, of which $100 was
for treatment of his dependent child and $200
for an operation on W which was performed
in September 1955. In 1956 he received a pay-
ment of $50 for health insurance to cover a
portion of the cost of W’s operation per-
formed during 1955. The deduction allowable
under section 213 for the calendar year 1956,
provided the taxpayer itemizes his deduc-
tions and does not compute his tax under
section 3 by use of the tax table, is $160, com-
puted as follows:
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Payments in 1956 for medical care ....................... $300
Less: Amount of insurance received in 1956 ........ 50

Payments in 1956 for medical care not
compensated for during 1956 .............. 250

Less: 3 percent of $3,000 (adjusted gross in-
come) ................................................................. 90

Excess, allowable as a deduction for
1956 ..................................................... 160

(4)(i) For taxable years beginning be-
fore January 1, 1967, where either the
taxpayer or his spouse has attained the
age of 65 before the close of the taxable
year, the 3-percent limitation on the
deduction for medical expenses does
not apply with respect to expenses for
medical care of the taxpayer or his
spouse. Moreover, for taxable years be-
ginning after December 31, 1959, and be-
fore January 1, 1967, the 3-percent limi-
tation on the deduction for medical ex-
penses does not apply to amounts paid
for the medical care of a dependent (as
defined in sec. 152) who is the mother
or father of the taxpayer or his spouse
and who has attained the age of 65 be-
fore the close of the taxpayer’s taxable
year. For taxable years beginning be-
fore January 1, 1964, and for taxable
years beginning after December 31,
1966, all amounts paid by the taxpayer
for medicine and drugs are subject to
the 1-percent limitation provided by
section 213(b). For taxable years begin-
ning after December 31, 1963, and before
January 1, 1967, the 1-percent limita-
tion provided by section 213(b) does not
apply, under certain circumstances, to
amounts paid by the taxpayer for medi-
cine and drugs for the taxpayer and his
spouse or for a dependent (as defined in
sec. 152) who is the mother or father of
the taxpayer or of his spouse. (For ad-
ditional provisions relating to the 1-
percent limitation with respect to
medicine and drugs, see paragraph (b)
of this section.) For taxable years be-
ginning before January 1, 1967, whether
or not the 3-percent or 1-percent limi-
tation applies, the total medical ex-
penses deductible under section 213 are
subject to the limitations described in
section 213(c) and paragraph (c) of this
section and, where applicable, to the
limitations described in section 213(g)
and § 1.213–2.

(ii) The age of a taxpayer shall be de-
termined as of the last day of his tax-
able year. In the event of the tax-
payer’s death, his taxable year shall

end as of the date of his death. The age
of a taxpayer’s spouse shall be deter-
mined as of the last day of the tax-
payer’s taxable year, except that, if the
spouse dies within such taxable year,
her age shall be determined as of the
date of her death. Likewise, the age of
the taxpayer’s dependent who is the
mother or father of the taxpayer or of
his spouse shall be determined as of the
last day of the taxpayer’s taxable year
but not later than the date of death of
such dependent.

(iii) The application of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example 1. Taxpayer A, who attained the
age of 65 on February 22, 1956, makes his re-
turn on the basis of the calendar year. Dur-
ing the year 1956, A had adjusted gross in-
come of $8,000, and paid the following med-
ical bills: (a) $560 (7 percent of adjusted gross
income) for the medical care of himself and
his spouse, and (b) $160 (2 percent of adjusted
gross income) for the medical care of his de-
pendent son. No part of these payments was
for medicine and drugs nor compensated for
by insurance or otherwise. The allowable de-
duction under section 213 for 1956 is $560, the
full amount of the medical expenses for the
taxpayer and his spouse. No deduction is al-
lowable for the amount of $160 paid for med-
ical care of the dependent son since the
amount of such payment (determined with-
out regard to the payments for the care of
the taxpayer and his spouse) does not exceed
3 percent of adjusted gross income.

Example 2. H and W, who have a dependent
child, made a joint return for the calendar
year 1956. H became 65 years of age on Au-
gust 15, 1956. The adjusted gross income of H
and W in 1956 was $40,000 and they paid in
such year the following amounts for medical
care: (a) $3,000 for the medical care of H; (b)
$2,000 for the medical care of W; and (c) $3,000
for the medical care of the dependent child.
No part of these payments was for medicine
and drugs nor compensated for by insurance
or otherwise. The allowable deduction under
section 213 for medical expenses paid in 1956
is $6,800 computed as follows:
Payments for medical care of H and W in 1956 ... $5,000
Payments for medical care of the de-

pendent in 1956 ............................. $3,000
Less: 3 percent of $40,000 (adjusted

gross income) ................................. 1,200
———— 1,800

Allowable deduction for
1956 ................................. ................ 6,800

Example 3. D and his wife, E, made a joint
income tax return for the calendar year 1962,
and reported adjusted gross income of
$30,000. On December 13, 1962, D attained the
age of 65. During the year 1962, D’s father, F,
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who was 87 years of age, received over half of
his support from, and was a dependent (as de-
fined in section 152) of, D. However, D could
not claim an exemption under section 151 for
F because F had gross income from rents in
1962 of $800. D paid the following medical ex-
penses in 1962, none of which were com-
pensated for by insurance or otherwise: hos-
pital and doctor bills for D and E, $6,500; hos-
pital and doctor bills for F, $4,850; medicine
and drugs for D and E, $225, and for F, $225.
Since none of the medical expenses are sub-
ject to the 3-percent limitation, the amount
of medical expenses to be taken into account
(before computing the maximum deduction)
is $11,500, computed as follows:
Hospital and doctor bills—for D and

E ..................................................... ................ $6,500
Hospital and doctor bills—for F ......... ................ 4,850
Medicine and drugs—for D and E ..... $225
Medicine and drugs—for F ................ $225

Total medicine and drugs .... 450
Less: 1 percent of adjusted gross in-

come ($30,000) .............................. 300

Allowable expenses for medicine and
drugs .............................................. $150

Total medical expenses
taken into account ........... ................ 11,500

Since an exemption cannot be claimed for F
on the 1962 return of D and E, their deduc-
tion for medical expenses (assuming that
section 213(g) does not apply) is limited to
$10,000 for that year ($5,000 multiplied by the
two exemptions allowed for D and E under
section 151(b)). If these identical facts had
occurred in a taxable year beginning before
January 1, 1962, the medical expense deduc-
tion for D and E would, for such taxable
year, be limited to $5,000 ($2,500 multiplied
by the two exemptions allowed for D and E
under section 151(b)). See paragraph (c) of
this section.

Example 4. Assume the same facts as in Ex-
ample 3, except that D furnished the entire
support of his father’s twin sister, G, who
had no gross income during 1962 and for
whom D was entitled to a dependency exemp-
tion. In addition, D paid $4,800 to doctors and
hospitals during 1962 for the medical care of
G. No part of the $4,800 was for medicine and
drugs, and no amount was compensated for
by insurance or otherwise. For purposes of
the maximum limitation under section
213(c), the maximum deduction for medical
expenses on the 1962 return of D and E is lim-
ited to $15,000 ($5,000 multiplied by 3, the
number of exemptions allowed under section
151, exclusive of the exemptions for old age
or blindness). If these identical facts had oc-
curred in a taxable year beginning before
January 1, 1962, the medical expense deduc-
tion for D and E would, for such taxable
year, be limited to $7,500 ($2,500 multiplied
by the three exemptions allowed under sec-
tion 151, exclusive of the exemptions for old

age or blindness). The medical expenses to be
taken into account by D and E for 1962 and
the maximum deductions allowable for such
expenses are $15,400 and $15,000, respectively,
computed as follows:
Medical expenses per Example (3) ... ................ $11,500
Add: Expenses paid for G ................. $4,800
Less: 3 percent of adjusted gross in-

come ($30,000) .............................. 900
———— 3,900

Total medical expenses taken into ac-
count .................................................... 15,400

Maximum deduction for 1962 ($5,000 multiplied
by 3 exemptions) ................................................ 15,000

Medical expenses not deductible .......................... 400

Example 5. Assume that the facts set forth
in Example 3 had occurred in respect of the
calendar year 1964 rather than the calendar
year 1962. Since both D and his father, F, had
attained the age of 65 before the close of the
taxable year, the 1-percent limitation does
not apply to the amounts paid for medicine
and drugs for D, E, and F. Accordingly, the
total medical expenses taken into account
by D and E for 1964 would be $11,800 (rather
than $11,500 as in Example 3) computed as fol-
lows:
Hospital and doctor bills—for D and E ................ $6,500
Hospital and doctor bills—for F ........................... 4,350
Medicine and drugs—for D and E ....................... 225
Medicine and drugs—for F .................................. 225

Total medical expenses taken into account 11,800

(5)(i) For taxable years beginning
after December 31, 1966, there may be
deducted without regard to the 3-per-
cent limitation the lesser of—(a) One-
half of the amounts paid during the
taxable year for insurance which con-
stitute expenses for medical care for
the taxpayer, his spouse, and depend-
ents; or (b) $150.

(ii) The application of subdivision (i)
of this subparagraph may be illustrated
by the following example:

Example. H and W made a joint return for
the calendar year 1967. The adjusted gross in-
come of H and W for 1967 was $10,000 and they
paid in such year $370 for medical care of
which amount $350 was paid for insurance
which constitutes medical care for H and W.
No part of the payment was for medicine and
drugs or was compensated for by insurance
or otherwise. The allowable deduction under
section 213 for medical expenses paid in 1967
is $150, computed as follows:
(1) Lesser of $175 (one-half of amounts paid for in-

surance) or $150 ...................................................... $150
(2) Payments for medical care ........ $370
(3) Less line 1 .................................. 150

(4) Medical expenses to be taken into ac-
count under 3-percent limitation (line 2
minus line 3) ............................................... $220
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(5) Less: 3 percent of $10,000 (adjusted
gross income) ............................................. 300

(6) Excess allowable as a deduction for 1967 (excess
of line 4 over line 5) ................................................. 0

(7) Allowable medical expense deduction for 1967
(line 1 plus line 6) .................................................... $150

(b) Limitation with respect to medicine
and drugs—(1) Taxable years beginning
before January 1, 1964. (i) Amounts paid
during taxable years beginning before
January 1, 1964, for medicine and drugs
are to be taken into account in com-
puting the allowable deduction for
medical expenses paid during the tax-
able year only to the extent that the
aggregate of such amounts exceeds 1
percent of the adjusted gross income
for the taxable year. Thus, if the aggre-
gate of the amounts paid for medicine
and drugs exceeds 1 percent of adjusted
gross income, the excess is added to
other medical expenses for the purpose
of computing the medical expense de-
duction. The application of this sub-
division may be illustrated by the fol-
lowing example:

Example. The taxpayer, a single individual
with no dependents, had an adjusted gross
income of $6,000 for the calendar year 1956.
During 1956, he paid a doctor $300 for medical
services, a hospital $100 for hospital care,
and also spent $100 for medicine and drugs.
These payments were not compensated for
by insurance or otherwise. The deduction al-
lowable under section 213 for the calendar
year 1956 is $260, computed as follows:

Payments for medical care in 1956:
Doctor .......................................................................... $300
Hospital ........................................................................ 100
Medicine and drugs ....................................... $100
Less: 1 percent of $6,000 (adjusted gross in-

come) ......................................................... 60 40

Total medical expenses taken into account ......... 440
Less: 3 percent of $6,000 (adjusted gross income) .... 180

Allowable deduction for 1956 ...................................... 260

(ii) For taxable years beginning be-
fore January 1, 1964, the 1-percent limi-
tation is applicable to all amounts paid
by a taxpayer during the taxable year
for medicine and drugs. Moreover, this
limitation applies regardless of the
fact that the amounts paid are for med-
icine and drugs for the taxpayer, his

spouse, or dependent parent (the moth-
er or father of the taxpayer or of his
spouse) who has attained the age of 65
before the close of the taxable year. In
a case where either a taxpayer or his
spouse has attained the age of 65 and
the taxpayer pays an amount in excess
of 1 percent of adjusted gross income
for medicine and drugs for himself, his
spouse, and his dependents, it is nec-
essary to apportion the 1 percent of ad-
justed gross income (the portion which
is not taken into account as expenses
paid for medical care) between the tax-
payer and his spouse on the one hand
and his dependents on the other. The
part of the 1 percent allocable to the
taxpayer and his spouse is an amount
which bears the same ratio to 1 percent
of his adjusted gross income which the
amount paid for medicine and drugs for
the taxpayer and his spouse bears to
the total amount paid for medicine and
drugs for the taxpayer, his spouse, and
his dependents. The balance of the 1
percent shall be allocated to his de-
pendents. The amount paid for medi-
cine and drugs in excess of the allo-
cated part of the 1 percent shall be
taken into account as payments for
medical care for the taxpayer and his
spouse on the one hand and his depend-
ents on the other, respectively. A simi-
lar apportionment must be made in the
case of a dependent parent (65 years of
age or over) of the taxpayer or his
spouse. The application of this subdivi-
sion (ii) may be illustrated by the fol-
lowing example:

Example. H and W, who have a dependent
child, made a joint return for the calendar
year 1956. H became 65 years of age on Sep-
tember 15, 1956. The adjusted gross income of
H and W for 1956 is $10,000. During the year,
H and W paid the following amounts for med-
ical care: (i) $1,000 for doctors and hospital
expenses and $180 for medicine and drugs for
themselves; and (ii) $500 for doctors and hos-
pital expenses and $140 for medicine and
drugs for the dependent child. These pay-
ments were not compensated for by insur-
ance or otherwise. The deduction allowable
under section 213(a)(2) for medical expenses
paid in 1956 is $1,420, computed as follows:

H and W:
Payments for doctors and hospital ............................................................................... .................. .................. $1,000.00
Payments for medicine and drugs ............................................................................... .................. $180.00
Less: Limitation for medicine and drugs (see computation below) ............................. .................. 56.25 123.75

Medical expenses for H and W to be taken into account .................................... .................. .................. 1,123.75
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Dependent:
Payments for doctors and hospital ............................................................................... .................. 500.00

Payments for medicine and drugs ........................................................................ $140.00
Less: Limitation for medicine and drugs (see computation below) ...................... 43.75 96.25

Total medical expenses ........................................................................................ .................. 596.25
Less: 3 percent of $10,000 (adjusted gross income) .................................................. .................. 300.00

Medical expenses for the dependent to be taken into account ................................... .................. .................. 296.25
Allowable deductions for 1956 .............................................................................. .................. .................. 1,420.00

Payments for medicine and drugs:
H and W ....................................................................................................................... .................. .................. 180.00
Dependent .................................................................................................................... .................. .................. 140.00

Total payments ...................................................................................................... .................. .................. 320.00
Less: 1 percent of $10,000 (adjusted gross income) .................................................. .................. .................. 100.00
Payments to be taken into account .............................................................................. .................. .................. 20.00

Allocation of 1-percent exclusion:
H and W (180÷320×$100) ............................................................................................ .................. .................. 56.25
Dependent (140÷320×$100) ......................................................................................... .................. .................. 43.75

Total ....................................................................................................................... .................. .................. 100.00

(2) Taxable years beginning after De-
cember 31, 1963. (i) Except as otherwise
provided in subdivision (ii) of this sub-
paragraph, amounts paid during tax-
able years beginning after December 31,
1963, for medicine and drugs are to be
taken into account in computing the
allowable deduction for medical ex-
penses paid during the taxable year
only to the extent that the aggregate
of such amounts exceeds 1 percent of
the adjusted gross income for the tax-
able year. Thus, if the aggregate of the
amounts paid for medicine and drugs
which are subject to the 1-percent limi-
tation exceeds 1 percent of adjusted
gross income, the excess is added to
other medical expenses for the purpose
of computing the medical expense de-
duction.

(ii) The 1-percent limitation provided
by section 213 does not apply to
amounts paid by a taxpayer during a
taxable year beginning after December
31, 1963, and before January 1, 1967, for
medicine and drugs for the medical
care of the taxpayer and his spouse if
either has attained the age of 65 before
the close of the taxable year. Moreover,
for taxable years beginning after De-
cember 31, 1963, and before January 1,
1967, the 1-percent limitation with re-
spect to medicine and drugs does not
apply to amounts paid for the medical
care of a dependent (as defined in sec.
152) who is the mother or father of the
taxpayer or of his spouse and who has
attained the age of 65 before the close
of the taxpayer’s taxable year.

Amounts paid for medicine and drugs
which are not subject to the limitation
on medicine and drugs are added to
other medical expenses of a taxpayer
and his spouse or the dependent (as the
case may be) for the purpose of com-
puting the medical expense deduction.

(iii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. H and W, who have a dependent
child, C, were both under 65 years of age at
the close of the calendar year 1964 and made
a joint return for that calendar year. During
the year 1964, H’s mother, M, attained the
age of 65, and was a dependent (as defined in
section 152) of H. The adjusted gross income
of H and W in 1964 was $12,000. During 1964 H
and W paid the following amounts for med-
ical care: (i) $600 for doctors and hospital ex-
penses and $120 for medicine and drugs for
themselves; (ii) $350 for doctors and hospital
expenses and $60 for medicine and drugs for
C; and (iii) $400 for doctors and hospital ex-
penses and $100 for medicine and drugs for M.
These payments were not compensated for
by insurance or otherwise. The deduction al-
lowable under section 213(a) (1) for medical
expenses paid in 1964 is $1,150, computed as
follows:
H, W, and C:

Payments for doctors and hospital ......... $950
Payments for medicine and

drugs ..................................... $180
Less: 1 percent of $12,000 (ad-

justed gross income) ............. 120 60

Total medical expenses .................. 1,010
Less: 3 percent of $12,000 (adjusted

gross income) ..................................... 360

Medical expenses of H, W, and C to be
taken into account ..................................... $650
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M:
Payments for doctors and hospitals ....... 400
Payments for medicine and drugs ......... 100

Medical expenses of M to be taken into ac-
count .......................................................... 500

Allowable deduction for 1964 ............................... 1,150

Example 2. H and W, who have a dependent
child, C, made a joint return for the calendar
year 1964, and reported adjusted gross in-
come of $12,000. H became 65 years of age on
January 23, 1964. F, the 87 year old father of
W, was a dependent of H. During 1964, H and
W paid the following amounts for medical
care: (i) $400 for doctors and hospital ex-
penses and $75 for medicine and drugs for H;
(ii) $200 for doctors and hospital expenses and
$100 for medicine and drugs for W; (iii) $200
for doctors and hospital expenses and $175 for
medicine and drugs for C; and (iv) $700 for
doctors and hospital expenses and $150 for
medicine and drugs for F. These payments
were not compensated for by insurance or
otherwise. The deduction allowable under
section 213(a) (2) for medical expenses paid in
1964 is $1,625, computed as follows:
H and W:

Payments for doctors and hospital ......... $600
Payments for medicine and drugs ......... 175

Medical expenses for H and W to
be taken into account .................. $775

F:
Payments for doctors and hospital ......... 700
Payments for medicine and drugs ......... 150

Medical expenses for F to be taken
into account ................................. 850

C:
Payments for doctors and hos-

pital ........................................ 200
Payments for medicine and

drugs ..................................... $175
Less: 1 percent of $12,000 (ad-

justed gross income) ............. 120 55

Total medical expenses ..... 255
Less: 3 percent of $12,000 (adjusted

gross income) ..................................... 360

Medical expenses for C to be taken into ac-
count .......................................................... 0

Allowable deduction for 1964. ....................... 1,625

Example 3. Assume the same facts as exam-
ple (2) except that the calendar year of the
return is 1967 and the amounts paid for med-
ical care were paid during 1967. The deduc-
tion allowable under section 213(a) for med-
ical expenses paid in 1967 is $1,520, computed
as follows:
Payments for doctors

and hospitals:
H ................................. $400
W ................................ 200
C ................................. 200
F ................................. 700

——— $1,500
Payments for medicine

and drugs:
H ................................. 75

W ................................ 100
C ................................. 175
F ................................. 150

—— $500
Less: 1 percent of $12,000 (ad-

justed gross income) .................. 120 380

Medical expenses to be taken into
account ....................................... ........ ............ $1,880

Less: 3 percent of $12,000 (ad-
justed gross income) .................. ........ ............ 360

Allowable medical expense deduc-
tion for 1967 ............................... ........ ............ 1,520

(3) Definition of medicine and drugs.
For definition of medicine and drugs,
see paragraph (e) (2) of this section.

(c) Maximum limitations. (1) For tax-
able years beginning after December 31,
1966, there shall be no maximum limi-
tation on the amount of the deduction
allowable for payment of medical ex-
penses.

(2) Except as provided in section
213(g) and § 1.213–2 (relating to max-
imum limitations with respect to cer-
tain aged and disabled individuals for
taxable years beginning before January
1, 1967), for taxable years beginning
after December 31, 1961, and before Jan-
uary 1, 1967, the maximum deduction
allowable for medical expenses paid in
any one taxable year is the lesser of:

(i) $5,000 multiplied by the number of
exemptions allowed under section 151
(exclusive of exemptions allowed under
section 151(c) for a taxpayer or spouse
attaining the age of 65, or section 151(d)
for a taxpayer who is blind or a spouse
who is blind);

(ii) $10,000, if the taxpayer is single,
not the head of a household (as defined
in section 1(b) (2)) and not a surviving
spouse (as defined in section 2(b)), or is
married and files a separate return; or

(iii) $20,000 if the taxpayer is married
and files a joint return with his spouse
under section 6013, or is the head of a
household (as defined in section 1(b)
(2)), or a surviving spouse (as defined in
section 2(b)).

(3) The application of subparagraph
(2) of this paragraph may be illustrated
by the following example:

Example. H and W made a joint return for
the calendar year 1962 and were allowed five
exemptions (exclusive of exemptions under
sec. 151 (c) and (d)), one for each taxpayer
and three for their dependents. The adjusted
gross income of H and W in 1962 was $80,000.
They paid during such year $26,000 for med-
ical care, no part of which is compensated
for by insurance or otherwise. The deduction
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allowable under section 213 for the calendar
year 1962 is $20,000, computed as follows:
Payments for medical care in 1962 ....................... $26,000
Less: 3 percent of $80,000 (adjusted gross in-

come) ................................................................. 2,400

Excess of medical expenses in 1962 over 3 per-
cent of adjusted gross income ........................... 23,600

Allowable deduction for 1962 ($5,000 multiplied
by five exemptions allowed under sec. 151 (b)
and (e) but not in excess of $20,000) ............... 20,000

(4) Except as provided in section
213(g) and § 1.213–2 (relating to certain
aged and disabled individuals), for tax-
able years beginning before January 1,
1962, the maximum deduction allowable
for medical expenses paid in any 1 tax-
able year is the lesser of:

(i) $2,500 multiplied by the number of
exemptions allowed under section 151
(exclusive of exemptions allowed under
section 151(c) for a taxpayer or spouse
attaining the age of 65, or section 151(d)
for a taxpayer who is blind or a spouse
who is blind);

(ii) $5,000, if the taxpayer is single,
not the head of a household (as defined
in section 1(b) (2)) and not a surviving
spouse (as defined in section 2(b)) or is
married and files a separate return; or

(iii) $10,000, if the taxpayer is married
and files a joint return with his spouse
under section 6013, or is head of a
household (as defined in section 1(b)
(2)), or a surviving spouse (as defined in
section 2(b)).

(5) For the maximum deduction al-
lowable for taxable years beginning be-
fore January 1, 1967, if the taxpayer or
his spouse is age 65 or over and is dis-
abled, see § 1.213–2.

(d) Special rule for decedents. (1) For
the purpose of section 213 (a), expenses
for medical care of the taxpayer which
are paid out of his estate during the 1-
year period beginning with the day
after the date of his death shall be
treated as paid by the taxpayer at the
time the medical services were ren-
dered. However, no credit or refund of
tax shall be allowed for any taxable
year for which the statutory period for
filing a claim has expired. See section
6511 and the regulations thereunder.

(2) The rule prescribed in subpara-
graph (1) of this paragraph shall not
apply where the amount so paid is al-
lowable under section 2053 as a deduc-
tion in computing the taxable estate of
the decedent unless there is filed in du-
plicate (i) a statement that such

amount has not been allowed as a de-
duction under section 2053 in com-
puting the taxable estate of the dece-
dent and (ii) a waiver of the right to
have such amount allowed at any time
as a deduction under section 2053. The
statement and waiver shall be filed
with or for association with the return,
amended return, or claim for credit or
refund for the decedent for any taxable
year for which such an amount is
claimed as a deduction.

(e) Definitions—(1) General. (i) The
term medical care includes the diag-
nosis, cure, mitigation, treatment, or
prevention of disease. Expenses paid for
‘‘medical care’’ shall include those paid
for the purpose of affecting any struc-
ture or function of the body or for
transportation primarily for and essen-
tial to medical care. See subparagraph
(4) of this paragraph for provisions re-
lating to medical insurance.

(ii) Amounts paid for operations or
treatments affecting any portion of the
body, including obstetrical expenses
and expenses of therapy or X-ray treat-
ments, are deemed to be for the pur-
pose of affecting any structure or func-
tion of the body and are therefore paid
for medical care. Amounts expended
for illegal operations or treatments are
not deductible. Deductions for expendi-
tures for medical care allowable under
section 213 will be confined strictly to
expenses incurred primarily for the
prevention or alleviation of a physical
or mental defect or illness. Thus, pay-
ments for the following are payments
for medical care: hospital services,
nursing services (including nurses’
board where paid by the taxpayer),
medical, laboratory, surgical, dental
and other diagnostic and healing serv-
ices, X-rays, medicine and drugs (as de-
fined in subparagraph (2) of this para-
graph, subject to the 1-percent limita-
tion in paragraph (b) of this section),
artificial teeth or limbs, and ambu-
lance hire. However, an expenditure
which is merely beneficial to the gen-
eral health of an individual, such as an
expenditure for a vacation, is not an
expenditure for medical care.

(iii) Capital expenditures are gen-
erally not deductible for Federal in-
come tax purposes. See section 263 and
the regulations thereunder. However,
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an expenditure which otherwise quali-
fies as a medical expense under section
213 shall not be disqualified merely be-
cause it is a capital expenditure. For
purposes of section 213 and this para-
graph, a capital expenditure made by
the taxpayer may qualify as a medical
expense, if it has as its primary pur-
pose the medical care (as defined in
subdivisions (i) and (ii) of this subpara-
graph) of the taxpayer, his spouse, or
his dependent. Thus, a capital expendi-
ture which is related only to the sick
person and is not related to permanent
improvement or betterment of prop-
erty, if it otherwise qualifies as an ex-
penditure for medical care, shall be de-
ductible; for example, an expenditure
for eye glasses, a seeing eye dog, artifi-
cial teeth and limbs, a wheel chair,
crutches, an inclinator or an air condi-
tioner which is detachable from the
property and purchased only for the
use of a sick person, etc. Moreover, a
capital expenditure for permanent im-
provement or betterment of property
which would not ordinarily be for the
purpose of medical care (within the
meaning of this paragraph) may, never-
theless, qualify as a medical expense to
the extent that the expenditure ex-
ceeds the increase in the value of the
related property, if the particular ex-
penditure is related directly to medical
care. Such a situation could arise, for
example, where a taxpayer is advised
by a physician to install an elevator in
his residence so that the taxpayer’s
wife who is afflicted with heart disease
will not be required to climb stairs. If
the cost of installing the elevator is
$1,000 and the increase in the value of
the residence is determined to be only
$700, the difference of $300, which is the
amount in excess of the value enhance-
ment, is deductible as a medical ex-
pense. If, however, by reason of this ex-
penditure, it is determined that the
value of the residence has not been in-
creased, the entire cost of installing
the elevator would qualify as a medical
expense. Expenditures made for the op-
eration or maintenance of a capital
asset are likewise deductible medical
expenses if they have as their primary
purpose the medical care (as defined in
subdivisions (i) and (ii) of this subpara-
graph) of the taxpayer, his spouse, or
his dependent. Normally, if a capital

expenditure qualifies as a medical ex-
pense, expenditures for the operation
or maintenance of the capital asset
would also qualify provided that the
medical reason for the capital expendi-
ture still exists. The entire amount of
such operation and maintenance ex-
penditures qualifies, even if none or
only a portion of the original cost of
the capital asset itself qualified.

(iv) Expenses paid for transportation
primarily for and essential to the ren-
dition of the medical care are expenses
paid for medical care. However, an
amount allowable as a deduction for
‘‘transportation primarily for and es-
sential to medical care’’ shall not in-
clude the cost of any meals and lodging
while away from home receiving med-
ical treatment. For example, if a doc-
tor prescribes that a taxpayer go to a
warm climate in order to alleviate a
specific chronic ailment, the cost of
meals and lodging while there would
not be deductible. On the other hand, if
the travel is undertaken merely for the
general improvement of a taxpayer’s
health, neither the cost of transpor-
tation nor the cost of meals and lodg-
ing would be deductible. If a doctor
prescribes an operation or other med-
ical care, and the taxpayer chooses for
purely personal considerations to trav-
el to another locality (such as a resort
area) for the operation or the other
medical care, neither the cost of trans-
portation nor the cost of meals and
lodging (except where paid as part of a
hospital bill) is deductible.

(v) The cost of in-patient hospital
care (including the cost of meals and
lodging therein) is an expenditure for
medical care. The extent to which ex-
penses for care in an institution other
than a hospital shall constitute med-
ical care is primarily a question of fact
which depends upon the condition of
the individual and the nature of the
services he receives (rather than the
nature of the institution). A private es-
tablishment which is regularly engaged
in providing the types of care or serv-
ices outlined in this subdivision shall
be considered an institution for pur-
poses of the rules provided herein. In
general, the following rules will be ap-
plied:

(a) Where an individual is in an insti-
tution because his condition is such
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that the availability of medical care
(as defined in subdivisions (i) and (ii) of
this subparagraph) in such institution
is a principal reason for his presence
there, and meals and lodging are fur-
nished as a necessary incident to such
care, the entire cost of medical care
and meals and lodging at the institu-
tion, which are furnished while the in-
dividual requires continual medical
care, shall constitute an expense for
medical care. For example, medical
care includes the entire cost of institu-
tional care for a person who is men-
tally ill and unsafe when left alone.
While ordinary education is not med-
ical care, the cost of medical care in-
cludes the cost of attending a special
school for a mentally or physically
handicapped individual, if his condition
is such that the resources of the insti-
tution for alleviating such mental or
physical handicap are a principal rea-
son for his presence there. In such a
case, the cost of attending such a spe-
cial school will include the cost of
meals and lodging, if supplied, and the
cost of ordinary education furnished
which is incidental to the special serv-
ices furnished by the school. Thus, the
cost of medical care includes the cost
of attending a special school designed
to compensate for or overcome a phys-
ical handicap, in order to qualify the
individual for future normal education
or for normal living, such as a school
for the teaching of braille or lip read-
ing. Similarly, the cost of care and su-
pervision, or of treatment and training,
of a mentally retarded or physically
handicapped individual at an institu-
tion is within the meaning of the term
medical care.

(b) Where an individual is in an insti-
tution, and his condition is such that
the availability of medical care in such
institution is not a principal reason for
his presence there, only that part of
the cost of care in the institution as is
attributable to medical care (as defined
in subdivisions (i) and (ii) of this sub-
paragraph) shall be considered as a cost
of medical care; meals and lodging at
the institution in such a case are not
considered a cost of medical care for
purposes of this section. For example,
an individual is in a home for the aged
for personal or family considerations
and not because he requires medical or

nursing attention. In such case, med-
ical care consists only of that part of
the cost for care in the home which is
attributable to medical care or nursing
attention furnished to him; his meals
and lodging at the home are not con-
sidered a cost of medical care.

(c) It is immaterial for purposes of
this subdivision whether the medical
care is furnished in a Federal or State
institution or in a private institution.

(vi) See section 262 and the regula-
tions thereunder for disallowance of de-
duction for personal living, and family
expenses not falling within the defini-
tion of medical care.

(2) Medicine and drugs. The term medi-
cine and drugs shall include only items
which are legally procured and which
are generally accepted as falling within
the category of medicine and drugs
(whether or not requiring a prescrip-
tion). Such term shall not include
toiletries or similar preparations (such
as toothpaste, shaving lotion, shaving
cream, etc.) nor shall it include cos-
metics (such as face creams, deodor-
ants, hand lotions, etc., or any similar
preparation used for ordinary cosmetic
purposes) or sundry items. Amounts
expended for items which, under this
subparagraph, are excluded from the
term medicine and drugs shall not con-
stitute amounts expended for ‘‘medical
care’’.

(3) Status as spouse or dependent. In
the case of medical expenses for the
care of a person who is the taxpayer’s
spouse or dependent, the deduction
under section 213 is allowable if the
status of such person as ‘‘spouse’’ or
‘‘dependent’’ of the taxpayer exists ei-
ther at the time the medical services
were rendered or at the time the ex-
penses were paid. In determining
whether such status as ‘‘spouse’’ exists,
a taxpayer who is legally separated
from his spouse under a decree of sepa-
rate maintenance is not considered as
married. Thus, payments made in June
1956 by A, for medical services rendered
in 1955 to B, his wife, may be deducted
by A for 1956 even though, before the
payments were made, B may have died
or in 1956 secured a divorce. Payments
made in July 1956 by C, for medical
services rendered to D in 1955 may be
deducted by C for 1956 even though C
and D were not married until June 1956.
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(4) Medical insurance. (i)(a) For tax-
able years beginning after December 31,
1966, expenditures for insurance shall
constitute expenses paid for medical
care only to the extent that such
amounts are paid for insurance cov-
ering expenses of medical care referred
to in subparagraph (1) of this para-
graph. In the case of an insurance con-
tract under which amounts are payable
for other than medical care (as, for ex-
ample, a policy providing an indemnity
for loss of income or for loss of life,
limb, or sight):

(1) No amount shall be treated as
paid for insurance covering expenses of
medical care referred to in subpara-
graph (1) of this paragraph unless the
charge for such insurance is either sep-
arately stated in the contract or fur-
nished to the policyholder by the in-
surer in a separate statement,

(2) The amount taken into account as
the amount paid for such medical in-
surance shall not exceed such charge,
and

(3) No amount shall be treated as
paid for such medical insurance if the
amount specified in the contract (or
furnished to the policyholder by the in-
surer in a separate statement) as the
charge for such insurance is unreason-
ably large in relation to the total
charges under the contract.
For purposes of the preceding sentence,
amounts will be considered payable for
other than medical care under the con-
tract if the contract provides for the
waiver of premiums upon the occur-
rence of an event. In determining
whether a separately stated charge for
insurance covering expenses of medical
care is unreasonably large in relation
to the total premium, the relationship
of the coverages under the contract to-
gether with all of the facts and cir-
cumstances shall be considered. In de-
termining whether a contract con-
stitutes an ‘‘insurance’’ contract it is
irrelevant whether the benefits are
payable in cash or in services. For ex-
ample, amounts paid for hospitaliza-
tion insurance, for membership in an
association furnishing cooperative or
so-called free-choice medical service,
or for group hospitalization and clin-
ical care are expenses paid for medical
care. Premiums paid under Part B,
Title XVIII of the Social Security Act

(42 U.S.C. 1395j–1395w), relating to sup-
plementary medical insurance benefits
for the aged, are amounts paid for in-
surance covering expenses of medical
care. Taxes imposed by any govern-
mental unit do not, however, con-
stitute amounts paid for such medical
insurance.

(b) For taxable years beginning after
December 31, 1966, subject to the rules
of (a) of this subdivision, premiums
paid during a taxable year by a tax-
payer under the age of 65 for insurance
covering expenses of medical care for
the taxpayer, his spouse, or a depend-
ent after the taxpayer attains the age
of 65 are to be treated as expenses paid
during the taxable year for insurance
covering expenses of medical care if
the premiums for such insurance are
payable (on a level payment basis)
under the contract:

(1) For a period of 10 years or more,
or

(2) Until the year in which the tax-
payer attains the age of 65 (but in no
case for a period of less than 5 years).
For purposes of this subdivision (b),
premiums will be considered payable
on a level payment basis if the total
premium under the contract is payable
in equal annual or more frequent in-
stallments. Thus, a total premium of
$10,000 payable over a period of 10 years
at $1,000 a year shall be considered pay-
able on a level payment basis.

(ii) For taxable years beginning be-
fore January 1, 1967, expenses paid for
medical care shall include amounts
paid for accident or health insurance.
In determining whether a contract con-
stitutes an ‘‘insurance’’ contract it is
irrelevant whether the benefits are
payable in cash or in services. For ex-
ample, amounts paid for hospitaliza-
tion insurance, for membership in an
association furnishing cooperative or
so-called free-choice medical service,
or for group hospitalization and clin-
ical care are expenses paid for medical
care.

(f) Exclusion of amounts allowed for
care of certain dependents. Amounts
taken into account under section 44A
in computing a credit for the care of
certain dependents shall not be treated
as expenses paid for medical care.

(g) Reimbursement for expenses paid in
prior years. (1) Where reimbursement,
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from insurance or otherwise, for med-
ical expenses is received in a taxable
year subsequent to a year in which a
deduction was claimed on account of
such expenses, the reimbursement
must be included in gross income in
such subsequent year to the extent at-
tributable to (and not in excess of) de-
ductions allowed under section 213 for
any prior taxable year. See section 104,
relating to compensation for injuries
or sickness, and section 105(b), relating
to amounts expended for medical care,
and the regulations thereunder, with
regard to amounts in excess of or not
attributable to deductions allowed.

(2) If no medical expense deduction
was taken in an earlier year, for exam-
ple, if the standard deduction under
section 141 was taken for the earlier
year, the reimbursement received in
the taxable year for the medical ex-
pense of the earlier year is not includ-
ible in gross income.

(3) In order to allow the same aggre-
gate medical expense deductions as if
the reimbursement received in a subse-
quent year or years had been received
in the year in which the payments for
medical care were made, the following
rules shall be followed:

(i) If the amount of the reimburse-
ment is equal to or less than the
amount which was deducted in a prior
year, the entire amount of the reim-
bursement shall be considered attrib-
utable to the deduction taken in such
prior year (and hence includible in
gross income); or

(ii) If the amount of the reimburse-
ment received in such subsequent year
or years is greater than the amount
which was deducted for the prior year,
that portion of the reimbursement re-
ceived which is equal in amount to the
deduction taken in the prior year shall
be considered as attributable to such
deduction (and hence includible in
gross income); but

(iii) If the deduction for the prior
year would have been greater but for
the limitations on the maximum
amount of such deduction provided by
section 213 (c), then the amount of the
reimbursement attributable to such de-
duction (and hence includible in gross
income) shall be the amount of the re-
imbursement received in a subsequent
year or years reduced by the amount

disallowed as a deduction because of
the maximum limitation, but not in
excess of the deduction allowed for the
previous year.

(4) The application of subparagraphs
(1), (2), and (3) of this paragraph may be
illustrated by the following examples.
Examples (1) and (2) reflect the max-
imum limitation on the medical ex-
pense deduction applicable to taxable
years beginning after December 31,
1961. Examples (3) and (4) reflect the
maximum limitation on the medical
expense deduction applicable to tax-
able years beginning prior to January
1, 1962. For explanation of such max-
imum medical expense limitations, see
paragraph (c) of this section.

Example 1. Taxpayer A, a single individual
(not the head of a household and not a sur-
viving spouse) with one dependent, is enti-
tled to two exemptions under the provisions
of section 151. He had an adjusted gross in-
come of $35,000 for the calendar year 1962.
During 1962 he paid $16,000 for medical care.
A received no reimbursement for such med-
ical expenses in 1962, but in 1963 he received
$6,000 upon an insurance policy covering the
medical expenses which he paid in 1962. A
was allowed a deduction of $10,000 (the max-
imum) from his adjusted gross income for
1962. The amount which A must include in
his gross income for 1963 is $1,050, and the
amount to be excluded from gross income for
1963 is $4,950, computed as follows:
Payments for medical care in 1962 (not reim-

bursed in 1962) .................................................. $16,000
Less: 3 percent of $35,000 (adjusted gross in-

come) ................................................................. 1,050

Excess of medical expenses not reim-
bursed in 1962 over 3 percent of ad-
justed gross income ............................. 10,000

Allowable deduction for 1962 ................................ 10,000

Amount by which the medical deductions for
1962 would have been greater than $10,000
but for the limitations on the maximum amount
provided by section 213 ..................................... 4,950

Reimbursement received in 1963 .......................... $6,000
Less: Amount by which the medical deduction for

1962 would have been greater than $10,000
but for the limitation on the maximum amount
provided by section 213 ..................................... 4,950

Reimbursement received in 1963 reduced by the
amount by which the medical deduction for
1962 would have been greater than $10,000
but for the limitations on the maximum amount
provided by section 213 ..................................... 1,050

Amount attributed to medical deduction taken for
1962 ................................................................... 1,050

Amount to be included in gross income for 1963 1,050
Amount to be excluded from gross income for

1963 ($6,000 less $1,050) ................................. 4,950
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Example 2. Assuming that A, in example
(1), received $15,000 in 1963 as reimbursement
for the medical expenses which he paid in
1962, the amount which A must include in his
gross income for 1963 is $10,000, and the
amount to be excluded from gross income for
1963 is $5,000, computed as follows:
Reimbursement received in 1963 .......................... $15,000
Less: Amount by which the medical deduction for

1962 would have been greater than $10,000
but for the limitations on the maximum amount
provided by section 213 ..................................... 4,950

Reimbursement received in 1963 re-
duced by the amount by which the
medical deduction for 1962 would
have been greater than $10,000 but
for the limitations on the maximum
amount provided by section 213 ......... 10,050

Deduction allowable for 1962 ................................ 10,000
Amount of reimbursement received in 1963 to be

included in gross income for 1963 as attrib-
utable to deduction allowable for 1962 .............. 10,000

Amount to be excluded from gross income for
1963 ($15,000 less $10,000) ............................. 5,000

Example 3. Taxpayer A, a single individual
(not the head of a household and not a sur-
viving spouse) with one dependent, is enti-
tled to two exemptions under the provisions
of section 151. He had an adjusted gross in-
come of $35,000 for the calendar year 1956.
During 1956 he paid $9,000 for medical care. A
received no reimbursement for such medical
expenses in 1956, but in 1957 he received $6,000
upon an insurance policy covering the med-
ical expenses which he paid in 1956. A was al-
lowed a deduction of $5,000 (the maximum)
from his adjusted gross income for 1956. The
amount which A must include in his gross
income for 1957 is $3,050 and the amount to be
excluded from gross income for 1957 is $2,950,
computed as follows:
Payments for medical care in 1956 (not reim-

bursed in 1956) .................................................. $9,000
Less: 3 percent of $35,000 (adjusted gross in-

come) ................................................................. 1,050

Excess of medical expenses not reim-
bursed in 1956 over 3 percent of ad-
justed gross income ............................. 7,950

Allowable deduction for 1956 ................................ 5,000

Amount by which the medical deductions
for 1956 would have been greater
than $5,000 but for the limitations on
the maximum amount provided by
section 213 .......................................... 2,950

Reimbursement received in 1957 .......................... 6,000
Less: Amount by which the medical deduction for

1956 would have been greater than $5,000 but
for the limitations on the maximum amount pro-
vided by section 213 .......................................... 2,950

Reimbursement received in 1957 re-
duced by the amount by which the
medical deduction for 1956 would
have been greater than $5,000 but for
the limitations on the maximum
amount provided by section 213 ......... 8,050

Amount attributed to medical deduction
taken for 1956 ...................................... 3,050

Amount to be included in gross income
for 1957 ................................................ 3,050

Amount to be excluded from gross in-
come for 1957 ($6,000 less $3,050) ... 2,950

Example 4. Assuming that A, in example
(3), received $8,000 in 1957 as reimbursement
for the medical expenses which he paid in
1956, the amount which A must include in his
gross income for 1957 is $5,000 and the
amount to be excluded from gross income for
1957 is $3,000 computed as follows:
Reimbursement received in 1957 .......................... $8,000
Less: Amount by which the medical deduction for

1956 would have been greater than $5,000 but
for the limitations on the maximum amount pro-
vided by section 213 .......................................... 2,950

Reimbursement received in 1957 re-
duced by the amount by which the
medical deduction for 1956 would
have been greater than $5,000 but for
the limitations on the maximum
amount provided by section 213 ......... 5,050

Deduction allowable for 1956 ................................ 5,000
Amount of reimbursement received in 1957 to be

included in gross income for 1957 as attrib-
utable to deduction allowable for 1956 .............. 5,000

Amount to be excluded from gross income for
1957 ($8,000 less $5,000) ................................. 3,000

(h) Substantiation of deductions. In
connection with claims for deductions
under section 213, the taxpayer shall
furnish the name and address of each
person to whom payment for medical
expenses was made and the amount and
date of the payment thereof in each
case. If payment was made in kind,
such fact shall be so reflected. Claims
for deductions must be substantiated,
when requested by the district direc-
tor, by a statement or itemized invoice
from the individual or entity to which
payment for medical expenses was
made showing the nature of the service
rendered, and to or for whom rendered;
the nature of any other item of expense
and for whom incurred and for what
specific purpose, the amount paid
therefor and the date of the payment
thereof; and by such other information
as the district director may deem nec-
essary.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.213–1, see the List of CFR
Sections Affected in the Finding Aids sec-
tion of this volume.

§ 1.214–1 Expenses for the care of cer-
tain dependents incurred during
taxable years beginning before Jan-
uary 1, 1972.

(a) General rule. (1) This section ap-
plies only for expenses incurred during
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taxable years beginning before January
1, 1972. For expenses incurring in tax-
able years beginning after December 31,
1971, see section 1.214A, and §§ 214A–1
through 1.214A–5.

(2) Section 214 allows, subject to cer-
tain limitations, a deduction from
gross income of expenses paid for the
care of certain dependents where the
care is for the purpose of enabling the
taxpayer to be gainfully employed.
Such expenses are referred to in this
section as ‘‘child care’’ expenses. The
deduction is allowed only for expenses
incurred while the taxpayer is gain-
fully employed or in active search of
gainful employment. The employment
which is the cause of the incurring of
the expenses may, however, consist of
service either within or without the
home of the taxpayer. Self-employ-
ment constitutes employment for pur-
poses of section 214.

(b) Taxpayers who may qualify for the
deduction. The deduction provided in
section 214 is allowed only to a tax-
payer who is a woman, a widower, or,
for taxable years beginning after De-
cember 31, 1963, a husband whose wife
is incapacitated or institutionalized.
For purposes of this paragraph, the fol-
lowing rules apply:

(1) A widower. The deduction is al-
lowed for expenses paid by a taxpayer
who is a widower at the time the ex-
penses are incurred. The term widower
includes (i) a man whose wife has died
and who has not remarried, (ii) a man
who is divorced from his wife and has
not remarried, and (iii) a man who is
legally separated from his wife under a
decree of legal separation.

(2) A married woman whose husband is
capable of self-support. If the expenses
are paid by a woman (i) who is married
at the time the expenses are incurred,
(ii) whose husband at that time is not
incapable of self-support because he is
mentally defective or physically dis-
abled, (iii) who is not divorced or le-
gally separated at the end of the tax-
able year, and (iv) in the case of a
woman who has been deserted by her
husband and who does not meet all of
the conditions set forth in subpara-
graph (4)(ii) of this paragraph, the de-
duction is allowed, but only if she files
a joint income tax return with her hus-
band for the taxable year in which the

expenses are paid. Further, the amount
otherwise deductible shall be reduced
by the amount, if any, by which the
combined adjusted gross income of the
taxpayer and her spouse for the taxable
year in which the expenses are paid ex-
ceeds $4,500 (for taxable years begin-
ning before January 1, 1964) or $6,000
(for taxable years beginning after De-
cember 31, 1963). The amount otherwise
deductible is the amount expended for
child care or the maximum deduction
allowable for any taxable year (see
paragraph (c) of this section), which-
ever is the lesser. The determination of
whether the taxpayer’s husband is in-
capable of self-support because of a
mental defect or physical disability
shall be made without regard to his in-
come from sources other than his own
earnings. For purposes of this subpara-
graph, the term earnings means wages,
salaries, commissions, professional
fees, and other amounts received as
compensation for personal services ac-
tually rendered. It does not include in-
come such as pensions, annuities, sick
pay, interest, dividends, or rents.

(3) A married woman whose husband is
incapable of self-support. (i) The deduc-
tion is allowed without regard to the
limitations described in subparagraph
(2) of this paragraph for expenses paid
by a married woman whose husband is
incapable of self-support because he is
mentally defective or physically dis-
abled (as defined in subparagraph (2) of
this paragraph) at the time the ex-
penses are incurred.

(ii) A married woman claiming a de-
duction under this subparagraph shall
submit with her income tax return in
which the deduction is claimed infor-
mation disclosing (a) the nature of her
husband’s disability, (b) the period of
the disability, (c) the amount of her
husband’s earnings (if any) during the
period he was incapable of self-support,
and (d) such other information as is re-
quired by the return or instructions re-
lating to the return. Where the hus-
band is capable of self-support for part
of a taxable year the child care ex-
penses incurred for such part shall be
treated under subparagraph (2) of this
paragraph. See example (8) of para-
graph (c)(3)(i) or example (8) of para-
graph (c)(3)(ii) (whichever is applica-
ble) of this section.
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(4) A single woman. (i) The deduction
is also allowed without regard to the
limitation described in subparagraph
(2) of this paragraph for expenses paid
by a woman who (a) is unmarried at
the time the expenses are incurred, or
(b) is, at the close of the taxable year,
legally separated from her husband
under a decree of divorce or of separate
maintenance.

(ii) For taxable years ending after
April 2, 1963, the deduction is also al-
lowed without regard to the limitation
described in subparagraph (2) of this
paragraph for expenses paid by a
woman who (a) has been deserted by
her husband, (b) at the time her return
for the taxable year is filed, does not
know the whereabouts of her husband,
(c) has not known the whereabouts of
her husband at any time during the
taxable year, and (d) has applied to a
court of competent jurisdiction for ap-
propriate process to compel her hus-
band to pay support or otherwise to
comply with the law or a judicial
order. In general, a wife shall be con-
sidered to be deserted by her husband
during any period of time during which
there is an actual, willful, and vol-
untary abandonment of the wife by her
husband which abandonment is in vio-
lation of a legal obligation without
legal justification or excuse. The deter-
mination as to whether a wife has been
deserted by her husband is a question
of fact which will not necessarily be
governed by provisions of state law re-
lating to desertion or abandonment.
The determination as to whether a wife
knew the whereabouts of her husband
at any particular moment of time will
be determined in the light of the par-
ticular facts of each case. A wife will
be considered to have known the
whereabouts of her husband if on a par-
ticular day she knew the address at
which he was, on such day, residing or
carrying on his trade or business, or if
she knew the name and address of the
person by whom he was employed on
such day. A wife will not be considered
to have known the whereabouts of her
husband merely because she had infor-
mation that he was residing or working
in a particular city or state. To satisfy
the requirement of (d) of this subdivi-
sion the wife must have initiated legal
proceedings consistent with the appli-

cable state law for the purpose of com-
pelling her husband to pay support or,
upon failure of the husband to comply
with an order or decree of a court re-
quiring the payment of support, must
have initiated legal proceedings, con-
sistent with the applicable state law,
for the purpose of requiring compliance
by the husband of the order or decree
of the court. As used in this subdivi-
sion, the term legal proceedings includes
criminal and quasi criminal pro-
ceedings as well as civil proceedings.

(5) A husband whose wife is incapaci-
tated or institutionalized—(i) In general.
Subject to certain limitations, the de-
duction is allowed for expenses paid in
a taxable year beginning after Decem-
ber 31, 1963, by a husband if the ex-
penses are incurred during a period in
which his wife is incapacitated. How-
ever, the deduction is allowed only if
the wife is incapacitated for a period of
at least 90 consecutive days or a short-
er period if the period of incapacitation
is terminated by her death. The period
of incapacitation need not occur en-
tirely within one taxable year.

(ii) Limitation on deduction. Except as
otherwise provided in this subdivision,
the deduction is allowed only if the
husband files a joint income tax return
with his wife for the taxable year in
which the expenses are paid. Further,
the amount otherwise deductible shall
be reduced by the amount, if any, by
which the combined adjusted gross in-
come of the husband and his spouse ex-
ceeds $6,000 for the taxable year in
which the expenses are paid. The
amount otherwise deductible is the
amount expended for child care (and
incurred during the period the wife was
incapacitated) or the maximum deduc-
tion allowable for any taxable year be-
ginning after December 31, 1963 (see
paragraph (c) (2) of this section),
whichever is the lesser. The limitations
set forth in this subdivision do not
apply to any expenses incurred in any
period during which the taxpayer’s wife
is institutionalized if (a) the
institutionaliza- tion is for a period of
at least 90 consecutive days, or (b) the
period of institutionalization
(regardless of its length) is terminated
by her death. The period of institu-
tionalization referred to in subdivision

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00288 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



293

Internal Revenue Service, Treasury § 1.214–1

(a) or (b) of this subdivision need not
occur entirely within one taxable year.

(iii) Incapacitated wife. A wife is con-
sidered to be incapacitated during any
period of time during which she is in-
capable of caring for herself because of
a mental or physical defect. A wife is
not considered to be incapacitated
solely by reason of the fact that she
has a mental or physical defect. A wife
is incapacitated only if she is mentally
or physically defective and as a result
of the mental or physical defect is in-
capable of caring for herself. The fact
that a wife, by reason of a mental or
physical defect, is incapable of self-sup-
port, is unable to engage in any sub-
stantial gainful activity, or is unable
to perform the normal household func-
tions of a housewife or to care for her
minor children, does not, of itself, es-
tablish that the wife is incapable of
caring for herself. A wife who is men-
tally or physically defective to the ex-
tent that she cannot dress herself or
cannot provide for her personal hy-
gienical or nutritional needs will, ordi-
narily, be considered as incapable of
caring for herself. Thus, a wife who be-
cause of an injury (whether temporary
or permanent) is confined to a bed or to
a wheel chair, even though otherwise
enjoying good health, is incapable of
caring for herself. In addition, a wife
who is physically handicapped, or a
wife who is mentally defective and has
suicidal or other dangerous tendencies,
and for such reason requires constant
attention of another person is consid-
ered to be incapable of caring for her-
self. A wife is also considered to be in-
capacitated during any period of time
(whether or not for 90 consecutive
days) during which she is institutional-
ized.

(iv) Institutionalized wife. A wife is
considered to be institutionalized only
while she is, for purposes of receiving
medical care or treatment, an inpa-
tient, resident, or inmate of a public or
private hospital, or other similar insti-
tution. A wife who resides at a hos-
pital, sanitarium, or other similar in-
stitution other than for purposes of re-
ceiving medical care or treatment, as,
for example, by reason of her employ-
ment, is not institutionalized. Gen-
erally, a wife is not considered institu-
tionalized while residing at a health or

beauty ranch or similar establishment
even though some medical care or
treatment is provided.

(v) Information to be submitted with re-
turn. A married man claiming a deduc-
tion under this subparagraph shall sub-
mit with his income tax return in
which the deduction is claimed infor-
mation disclosing, if his wife is institu-
tionalized, the period of institutional-
ization and the name and address of
the institution where the wife received
medical care or treatment, or, if his
wife is incapacitated (but not institu-
tionalized), the nature and period of
her incapacitation. There shall also be
submitted such other information as is
required by the return or instructions
relating to the return. In addition,
there should be submitted, wherever
possible, a certificate of the attending
physician indicating the nature and du-
ration of the wife’s mental or physical
defect.

(vi) Computation of 90-day period—(a)
Incapacitation. For the purpose of de-
termining whether a wife is incapaci-
tated for a period of at least 90 con-
secutive days, different periods of inca-
pacitation which are separated by a pe-
riod of time during which the wife is
not incapacitated cannot be added to-
gether. Thus, if a wife is incapacitated
during the months of March and April
(61 days) and is incapacitated during
the entire month of October (31 days),
she is not incapacitated for a period of
at least 90 consecutive days. Since a
wife who is institutionalized is consid-
ered to be incapacitated, the period
during which a wife is institutionalized
is added to a consecutive period during
which she is incapacitated (but not in-
stitutionalized) for the purpose of de-
termining whether the wife is incapaci-
tated for a period of at least 90 con-
secutive days. Thus, the 90-consecu-
tive-day requirement is met where a
wife remains at home unable to care
for herself because of a mental or phys-
ical defect for 60 consecutive days and
immediately thereafter enters an insti-
tution where she continuously remains
for an additional 30 days receiving
medical care or treatment, whether or
not she is able to care for herself dur-
ing such 30 days.

(b) Institutionalization. For the pur-
pose of determining whether a wife is
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institutionalized for a period of at least
90 consecutive days, different periods of
institutionalization which are sepa-
rated by a period of time during which
the wife was not institutionalized can-
not be added together. Thus, if a wife is
institutionalized during the months of
March and April (61 days), spends the
months of May and June at home, and
is institutionalized during the entire
month of July (31 days), she is not in-
stitutionalized for a period of at least
90 consecutive days. However, if the
wife is incapacitated during all of May
and June, the entire period (March
through July) constitutes a continuous
period of incapacitation, see subdivi-
sion (a) of this subdivision. The run-
ning of a period of institutionalization
is not discontinued because of, but
rather such period includes, brief ab-
sences from the institution such as on
weekends or holidays, and transfers
from one institution to another.

(vii) Rule where period of incapacita-
tion does not occur in one taxable year.
The 90-consecutive-day period of inca-
pacitation or of institutionalization
need not occur entirely within one tax-
able year. If part of a period of at least
90 days of incapacitation, or part of a
period of incapacitation of less than 90
days which is terminated by reason of
the death of the wife, occurs in one
taxable year and the remainder occurs
in the succeeding taxable year, a de-
duction is allowed for the child care ex-
penses incurred during the part of the
period occurring in each such year,
subject, however, to all other condi-
tions and limitations. However, no de-
duction is allowed for expenses paid in
any taxable year which begins before
January 1, 1964 (see subdivision (i) of
this subparagraph).

(6) Determination of status. If child
care expenses are incurred in one tax-
able year and paid in another, the sta-
tus of a taxpayer described in subpara-
graphs (1) to (5) of this paragraph, in-
clusive, shall be determined as of the
time at which the expenses are in-
curred and not when such expenses are
paid.

(c) Computation of deduction—(1) In
general. The deduction for child care
expenses is allowable only with respect
to such expenses actually paid during
the taxable year regardless of when the

event which occasioned the expenses
occurred and regardless of the method
of accounting employed by the tax-
payer in making his income tax return.
If child care expenses are incurred but
not paid during the taxable year, no de-
duction can be taken for such year.
Thus, if an expenditure was incurred in
December of a particular year, but not
paid until January of the following cal-
endar year, no deduction may be taken
for the earlier calendar year.

(2) Dollar limitation on amount of de-
duction—(i) Taxable years beginning be-
fore January 1, 1964. For any taxable
year beginning before January 1, 1964,
the deduction for child care expenses
may not exceed $600 regardless of the
number of dependents for whose care
the expenses are incurred.

(ii) Taxable years beginning after De-
cember 31, 1963. Except as otherwise pro-
vided in this subdivision, the deduction
for child care expenses, for any taxable
year beginning after December 31, 1963,
may not exceed $600. If the taxpayer
has two or more dependents at any
time during the taxable year, the $600
limit is increased by the amount of
child care expenses incurred by the
taxpayer for the period or periods dur-
ing which the taxpayer has two or
more dependents. The $600 limit may
not be increased to an amount in ex-
cess of $900. For a further limitation on
the amount of the allowable deduction,
see subparagraphs (2) and (5) of para-
graph (b) of this section.

(3) Examples. The following examples
illustrate the computation of the de-
duction allowed by section 214 in the
case of a taxpayer making his return
on the basis of the calendar year. In
each example it is assumed that the ex-
penses are of the type which would
qualify for the deduction.

(i) The following examples apply to
taxable years beginning before January
1, 1964:

Example 1. M was a widower during 1954,
until September 1, when he remarried. He
paid $50 each month in 1954 for child care ex-
penses. He may take into account, for pur-
poses of the deduction allowed by section 214,
only the expenses paid during the taxable
year which were incurred while he was un-
married. Since the expenses were $400 ($50
per month from January to August, inclu-
sive), the amount of the deduction is $400. If
M had paid $100 per month during 1954, the
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deduction would be limited to $600, although
the expenses incurred while M was unmar-
ried amount to $800.

Example 2. H and W were married during
the entire year 1954. W, the wife, paid $900 for
child care expenses incurred during the year.
The combined adjusted gross income of H
and W for 1954 was $5,000. The allowable de-
duction under section 214 is $100 ($600, the
maximum deduction allowable, reduced by
$500, the excess of adjusted gross income of
$5,000 over $4,500). The deduction of $100 is al-
lowable only if H and W made a joint return
for 1954.

Example 3. The facts are the same as in ex-
ample (2), except that the child care ex-
penses paid during the year were $400. No de-
duction is allowable under section 214, since
the amount of expenses paid, $400, is less
than $500 (the excess of the adjusted gross in-
come over $4,500).

Example 4. During 1954, W, a woman, paid
$50 each month for child care expenses. She
was unmarried until April 1, 1954, and was
married for the remainder of the year. H, her
husband, was capable of self-support, and the
combined adjusted gross income of husband
and wife was $4,700. H and W made a joint re-
turn for 1954. The total deduction allowable
to W under section 214 is $400, computed as
follows: $150 as expenses incurred while W
was a single woman, and $250 as expenses in-
curred while W was married; the $250 is ar-
rived at by taking the amount expended
while H and W were married, $450, and reduc-
ing it by $200 (the excess of adjusted gross in-
come, $4,700 over $4,500).

Example 5. The facts are the same as in ex-
ample (4), except that the amounts paid are
$75 per month ($225 being paid for expenses
incurred while W was single and $675 while
she was married). The total allowable deduc-
tion in this case is $600. $225 is deductible as
expenses incurred while W was a single
woman. $400 of the expenses incurred during
the period of marriage is also deductible.
However, the maximum deduction allowable
to W is $600. The allowable amount for ex-
penses incurred during the period of mar-
riage is determined as follows: $675 (the
amount expended during the period) is re-
duced to $600 (the maximum deduction al-
lowable) and $600 is then reduced by $200 (the
excess of adjusted gross income $4,700 over
$4,500) to $400.

Example 6. H and W were married during
1954 prior to July 1, when they received a de-
cree of divorce. She did not remarry during
1954. W paid $100 per month for child care ex-
penses during 1954. The allowable deduction
is $600. Since W is considered to have been a
single woman during all of 1954, the limita-
tions with respect to the deduction allowed
to a married woman are not applicable, and
only the $600 limitation applies.

Example 7. H and W married on July 1, 1954.
At all times in 1954, until July 1, H was a

widower and W was a widow. H and W each
paid $750 for child care in 1954, prior to their
marriage. Each is allowed a deduction for
1954 of $600, regardless of their adjusted gross
income and of the amount of their child care
expenditures while married, and whether or
not a joint return was filed. However, no ad-
ditional deduction would be allowed for child
care expenses paid after their marriage.

Example 8. H and W were married at all
times during the year 1954. As a result of an
accident, H incurred injuries which rendered
him incapable of self-support during 1954
until September 1. The adjusted gross in-
come of H and W for 1954 was $4,700. W paid
$60 each month in 1954 for child care ex-
penses. The deduction allowable to W by sec-
tion 214 is $520. This amount is composed of
$480, representing the amounts paid during
H’s period of disability, and $40, representing
the allowable deduction of expenses paid in
the amount of $240 from September to De-
cember, inclusive ($240 is reduced by $200, the
excess of the adjusted gross income ($4,700)
over $4,500).

Example 9. H and W were married from Jan-
uary 1, 1954 to October 1, 1954, when H died.
The combined adjusted gross income of the
spouses was $4,800. W paid $50 per month for
child care expenses throughout the entire
year. The deduction allowed to W if she filed
a separate return is $150, the amount paid
while she was a widow. If a joint return is
filed on behalf of the widow and her deceased
husband, the deduction allowable is $300
which includes $150 deductible as a married
woman (the amount expended during mar-
riage, $450, being reduced by $300, the excess
of $4,800 over $4,500).

(ii) The following examples apply to
taxable years beginning after Decem-
ber 31, 1963:

Example 1. B was a widower during 1964,
until August 1, when he remarried. He had
two dependent children aged 7 and 10. He
paid $90 each month in 1964 for child care ex-
penses. His wife was not incapacitated or in-
stitutionalized at any time during 1964. He
may take into account, for purposes of the
deduction allowed by section 214, only those
expenses paid during the taxable year which
were incurred while he was unmarried.
Therefore, the amount of the deduction al-
lowable is $630 ($90 per month from January
to July, inclusive). If B had only one depend-
ent during the period he was unmarried, the
amount of the deduction allowable would be
limited to $600.

Example 2. H and W were married during
the entire year 1964. They have one depend-
ent child age 11. W, the wife, paid $800 for
child care expenses incurred during the year.
The combined adjusted gross income of H
and W was $6,400. The allowable deduction
under section 214 is $200, computed as fol-
lows: $600, the maximum deduction allowable
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for one dependent, is reduced by $400, the ex-
cess of adjusted gross income ($6,400) over
$6,000. The deduction of $200 is allowable only
if H and W made a joint return for 1964.

Example 3. The facts are the same as in ex-
ample (2), except that the child care ex-
penses paid during the year were $400. No de-
duction is allowable under section 214, since
the amount of expenses paid, $400, does not
exceed the excess of the adjusted gross in-
come ($6,400) over $6,000.

Example 4. During 1964, W, a woman paid
$60 each month for child care expenses for
her dependent child age 11. She was a widow
from January 1, through March 31, and was
married for the remainder of the year. H, her
husband, was capable of self-support, and the
combined adjusted gross income of H and W
for 1964 was $6,200. H and W made a joint re-
turn for 1964. The total deduction allowable
to W under section 214 is $520, computed as
follows: $180, as expenses incurred while W
was a single woman, plus $340, as expenses
incurred while W was married. The $340 is ar-
rived at by reducing the amount expended
while H and W were married, $540, by $200
(the excess of adjusted gross income ($6,200)
over $6,000).

Example 5. The facts are the same as in ex-
ample (4), except that the amounts paid for
child care expenses are $75 per month ($225
being paid for expenses incurred while W was
single and $675 while she was married). The
total allowable deduction in this case is $600.
$225 is deductible as expenses incurred while
W was a single woman. $400 of the expenses
incurred during the period of marriage is
also deductible. However, the maximum de-
duction allowable to W is $600. The allowable
amount for expenses incurred during the pe-
riod of marriage is determined as follows:
$675 (the amount expended during such pe-
riod) is reduced to $600 (the maximum deduc-
tion allowable for one dependent) and $600 is
then reduced by $200 (the excess of adjusted
gross income ($6,200) over $6,000) to $400.

Example 6. H and W were married during
1964 prior to July 1, when they received a de-
cree of divorce. W did not remarry during
1964. She had two dependent children age 6
and 8. W paid $100 per month for child care
expenses during 1964. The allowable deduc-
tion is $900. Since W is considered to have
been a single woman during all of 1964, the
limitations with respect to the deduction al-
lowed to a married woman are not applica-
ble, and only the maximum dollar limitation
applies ($900 for two dependents for the en-
tire year). If W had only one dependent dur-
ing the entire year, the allowable deduction
would be limited to $600.

Example 7. H and W were married on July
1, 1964. At all times in 1964, until July 1, H
was a widower and W was a widow. H and W
each paid $600 for child care expenses in 1964,
prior to their marriage. W had a dependent
child age 6, and H had a dependent child age

8. Their combined adjusted gross income for
1964 was $6,400, and they made a joint return.
From July 1, to the end of 1964, W paid $100
per month for child care expenses for both
children. If a joint return is not made, H and
W are each allowed a deduction of $600, re-
gardless of their adjusted gross income, but
no additional deduction would be allowed for
child care expenses paid after their mar-
riage. If a joint return is made, H is allowed
a deduction of $600 for the expenses paid by
him as a widower, and W is allowed a deduc-
tion of $800, computed as follows: $600 for ex-
penses paid by her as a widow, and $200 for
expenses incurred and paid by her after her
marriage. The $200 is arrived at by reducing
the amount expended by W from July 1, to
the remainder of 1964 (when she had two de-
pendents), $600, by $400, the excess of the ad-
justed gross income ($6,400) over $6,000. If
after her marriage W had incurred and paid
child care expenses in the amount of $1,000,
W would be allowed a deduction of $900, com-
puted as follows: $600 for expenses paid by
her as a widow, and $300 for expenses in-
curred and paid by her after her marriage.
The $300 is arrived at by reducing the $1,000
to $900 (the maximum deduction allowed for
two dependents) and the $900 is reduced by
$400 (the excess of adjusted gross income,
$6,400 over $6,000); and the remainder, $500, is
then reduced to $300, which represents the
difference between the maximum dollar limi-
tation for two dependents ($900) and the
amount paid by W as a widow, $600.

Example 8. H and W were married at all
times during 1964. As a result of an accident,
H incurred injuries which rendered him in-
capable of self-support during 1964 until Sep-
tember 1. They had one dependent child age
10. The adjusted gross income of H and W for
1964 was $6,200. W paid $60 each month in 1964
for child care expenses. The deduction allow-
able to W under section 214 is $520. This
amount is composed of $480, the amounts
paid during H’s period of disability and $40,
the expenses paid from September to Decem-
ber, inclusive ($240) reduced by $200, the ex-
cess of the adjusted gross income ($6,200)
over $6,000.

Example 9. H and W were married from Jan-
uary 1, 1964, until October 1, 1964, when H
died. H and W had one child age 10. The com-
bined adjusted gross income of H and W was
$6,300. W paid $50 per month for child care ex-
penses throughout the entire year. The de-
duction allowed to W if she filed a separate
return is $150, the amount paid while she was
a widow. If a joint return is filed on behalf of
the widow and her deceased husband, the de-
duction allowable is $300, computed as fol-
lows: $150 for expenses incurred while W was
a widow, and $150 for expenses incurred while
W was married (the amount expended during
marriage, $450, is reduced by $300, the excess
of the adjusted gross income ($6,300) over
$6,000).
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Example 10. H and W were married at all
times during 1964 and have two children. On
March 1, 1964, the older child attained age 13
and during the remainder of the year was not
a dependent as defined in section 214(d)(1). W
incurred and paid $90 each month for child
care expenses. H and W’s adjusted gross in-
come for 1964 was $6,100, and they made a
joint return. The deduction allowable to W
under section 214 is $680, computed as fol-
lows: $900 (the amount expended from March
1, to the end of 1964) is reduced to $600 (the
maximum amount allowable for one depend-
ent) to which is added $180 (the amount ex-
pended while H and W had two dependent
children under age 13); a total of $780, which
amount is reduced by $100 (the excess of the
adjusted gross income ($6,100) over $6,000).

Example 11. H and W were married during
the entire year 1964 and have two depend-
ents. On March 1, 1964, W became incapaci-
tated and remained unable to care for herself
until April 1, 1964, at which time she was ad-
mitted to a hospital for medical treatment.
W remained in the hospital continuously
until June 1, 1964, at which time she returned
home. On June 1, 1964, and for the remainder
of 1964, W was capable of caring for herself.
H incurred and paid $90 a month for child
care expenses during 1964. H and W’s adjusted
gross income for 1964 was $6,100, and they
made a joint return for 1964. For purposes of
section 214, W is considered to be incapaci-
tated from March 1, 1964 to May 31, 1964, in-
clusive (a period of at least 90 consecutive
days). The allowable deduction is $170, com-
puted as follows: $270, the amount incurred
while W was incapacitated, is reduced by
$100, the excess of adjusted gross income
($6,100) over $6,000).

Example 12. The facts are the same as in ex-
ample (11), except that W was in the hospital
until August 1, 1964. On August 1, 1964, and
for the remainder of 1964, W was capable of
caring for herself. The allowable deduction is
$360 (the amount incurred while W was insti-
tutionalized). No deduction is allowed for the
$90 of expenses incurred during March, 1964,
because such amount is less than $100 (the
excess of the adjusted gross income ($6,100)
over $6,000).

(d) Dependents—(1) In general. The de-
duction provided by section 214 is al-
lowed only for expenses paid for the
care of an individual who (for the tax-
able year of the taxpayer in which the
expenses are incurred) is a dependent of
the taxpayer for whom an exemption is
allowed under section 151(e)(1). Fur-
thermore, the dependent must, at the
time the expenses are incurred, be:

(i) For taxable years beginning before
January 1, 1964, under the age of 12
years,

(ii) For taxable years beginning after
December 31, 1963, under the age of 13
years, or

(iii) Mentally or physically unable to
care for himself.

(2) Special rules. (i) It is not necessary
that the dependent be permanently dis-
abled in order for the amount expended
for his care to be deductible. However,
the mere fact that the disability,
whether temporary or permanent, ren-
ders him incapable of self-support does
not necessarily mean that he is incapa-
ble of self-care within the meaning of
subparagraph (1)(iii) of this paragraph.

(ii) A dependent who has not attained
the age of 13 years (for taxable years
beginning before January 1, 1964, who
has not attained the age of 12 years) is
deemed mentally or physically unable
to care for himself. Thus, the deduction
for expenses paid for the care of a de-
pendent under the age of 13 years (for
taxable years beginning before January
1, 1964, under the age of 12 years) is al-
lowable even though the dependent is
not a child or stepchild of the tax-
payer.

(iii) The rules provided in sections 151
and 152, with respect to the definition
and qualification of an individual as a
dependent, govern for the purpose of
section 214. Thus, expenses for the care
of a child or stepchild under the age of
13 years (for taxable years beginning
before Jan. 1, 1964, under the age of 12
years) whom the taxpayer supports are
deductible even though the child or
stepchild has gross income equal to or
in excess of the amount determined
pursuant to § 1.151–2 applicable to the
calendar year in which the taxable
year of the taxpayer begins. On the
other hand, expenses for the care of an
aged parent would not be deductible if
the gross income condition of § 1.151–2
is not met.

(iv) The term dependent does not in-
clude the spouse of a taxpayer.

(e) Payments to a dependent. No deduc-
tion is allowed under section 214 for ex-
penses paid to an individual for whom
the taxpayer is allowed, for the taxable
year in which the expenses are paid, an
exemption under section 151. Thus, if
the taxpayer, a working widow, sup-
ports her mother and is entitled to
claim her as a dependent, she may not

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00293 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



298

26 CFR Ch. I (4–1–99 Edition)§ 1.214–1

deduct amounts paid to the mother for
the care of the taxpayer’s children.

(f) What expenses are deductible—(1) In
general. In order for an expense to be
deductible under section 214, it must
meet three conditions: First, the ex-
pense must be for the care of a depend-
ent; second, it must be for a depend-
ent’s care while the taxpayer is gain-
fully employed or in search of gainful
employment; and third, the expense
must be for the purpose of enabling the
taxpayer to be gainfully employed. In
determining whether an expense meets
these conditions, all the facts and cir-
cumstances of the case must be taken
into consideration.

(2) Definition of care of a dependent. (i)
In general, the phrase expenses for the
care of a dependent means amounts ex-
pended for the primary purpose of as-
suring the dependent’s well being and
protection. It does not include all bene-
fits which may be bestowed upon him.
Accordingly, amounts expended to pro-
vide food, clothing, or education, are
not, in themselves, amounts expended
for ‘‘care’’ so as to be deductible under
section 214. However, where the man-
ner of providing care is such that the
expense which must be incurred in-
cludes payments for other benefits
which are inseparably a part of the
care, the full amount of the expense
will be considered to be incurred for
care. Thus, the full amount paid to a
nursery school will be considered to be
for the care of the child, even though
the school also furnishes lunch, rec-
reational activities, and other benefits.

(ii) The manner of providing the care
need not be the least expensive method
available to the taxpayer. For example,
the taxpayer’s mother may reside at
the taxpayer’s home and be available
to afford the taxpayer’s child adequate
care. Regardless of this fact, the ex-
pense incurred for the child at a nurs-
ery school or day camp may be expense
for the care of the child. See, however,
subparagraph (4) of this paragraph with
respect to the requirement that the ex-
pense must be for the purpose of ena-
bling the taxpayer to be gainfully em-
ployed.

(iii) Where a portion of an expendi-
ture is for the care of a dependent and
a portion is for other unrelated pur-
poses, a reasonable allocation shall be

made and only the portion of the
amount paid which is attributable to
the care shall be considered an amount
to which section 214 is applicable. This
rule is applicable if, for example, a
servant performs household duties and
also cares for the children of the tax-
payer. In this case, however, where one
of the children is under 13 (for taxable
years beginning before January 1, 1964,
under 12), and the other (or others) is
over such age, there need be no further
allocation between the children under
such age and those over such age.

(3) Period of employment. Since the de-
duction is allowed only for expenses for
care for those periods during which the
taxpayer is gainfully employed (or in
active search of gainful employment),
an allocation may be required when an
expense covers periods of care in which
no employment is involved. Thus, if a
taxpayer pays $50 each month during
the year for care of his child at a foster
home, and the taxpayer is employed (or
in search of employment) for only two
months during the year, the deduction
is limited to $100.

(4) Purpose of expenditure. Even if an
expense is incurred for the care of a de-
pendent, it is not deductible unless it is
incurred for the purpose of permitting
the taxpayer to be gainfully employed.
Whether that is the true purpose of the
expense depends upon the facts and cir-
cumstances of the particular case.
Thus, the fact that the cost of pro-
viding care for a dependent is greater
than the amounts anticipated to be re-
ceived from the employment of the
taxpayer may indicate that the pur-
pose of the expenditure is other than to
permit the taxpayer to be gainfully
employed.

(5) Examples. The following examples
illustrate the application of this para-
graph:

Example 1. A widow has a child who is too
young to attend public school. In order that
she may be gainfully employed, the widow
places the child in a nursery school while she
is at work. The expenses paid to the nursery
school are child care expenses to which the
deduction under section 214 is applicable. As-
suming the nursery school provides lunch for
the child, no allocation is required between
that part of the expense which might be con-
sidered to be for the lunch as distinguished
from the expense of assuring the child’s pro-
tection.
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Example 2. The taxpayer, a single woman,
in order to be gainfully employed employs a
housekeeper who cares for the taxpayer’s
two children, aged 9 and 13 years, respec-
tively, in addition to performing regular
household duties of cleaning and cooking. If
it is assumed that the compensation paid to
the housekeeper is $1,200 during the year,
and that $500 is allocated to the care of the
children, a deduction of $500 is allowed under
section 214. No allocation is required for pur-
poses of determining which part of the $500 is
for the care of the 9 year old child. If the ex-
penses allocable to the care of the children
were $700, the amount of the deduction would
be $600, the maximum amount allowable for
one dependent.

Example 3. The taxpayer, a single woman,
has a dependent grandchild 10 years of age
who has been attending public school. The
taxpayer who has been working part time is
offered a position involving full-time em-
ployment which she can accept only if ar-
rangements are made for the care of the
child from 8 a.m. to 5:30 p.m. Such arrange-
ments are made at a private school to which
she sends the child. The expenses paid to the
school are for the care of the child without
allocation between that part of the expense
which represents tuition and that part which
represents true care. The expense is consid-
ered to be incurred for the purpose of ena-
bling the taxpayer to be gainfully employed.

Example 4. The taxpayer, a widow with a
substantial income, has a child aged 11 who
has been attending boarding school for sev-
eral years. The taxpayer, who has been per-
forming gratuitous services for a philan-
thropic organization, accepts a part-time job
with the organization for which she is paid a
small salary. From these facts it would ap-
pear that the expense of continuing the child
in the boarding school is not for the purpose
of enabling the taxpayer to be gainfully em-
ployed, whether or not the expense is consid-
ered to be incurred for the care of the child.

Example 5. The taxpayer, a widower, has a
child who is physically incapable of caring
for himself. In order to be gainfully em-
ployed the taxpayer sends the child to a
school for children who are physically handi-
capped. The expense of the school, whether a
day school or a boarding school, is a child
care expense.

Example 6. The taxpayer, a single woman,
lives with her mother who is an invalid in-
capable of caring for herself. In order to be
gainfully employed the taxpayer hires a
practical nurse whose sole duty consists of
providing for the care of the mother while
the taxpayer is at work. The expense paid to
the nurse may be a ‘‘child care’’ expense.

(g) Expenses qualifying under section
213. (1) An expense which may con-
stitute an amount otherwise deductible
under section 213, relating to medical,

etc., expenses, may also, as in example
(6) of paragraph (f) of this section, con-
stitute an expense for which a deduc-
tion is allowable under section 214. In
such a case, that part of the amount
for which a deduction is allowed under
section 214 shall not be treated as an
expense under section 213.

(2) On the other hand, where an
amount is treated as a medical expense
under section 213 for purposes of deter-
mining the amount deductible under
that section, it shall not be allowed as
a deduction under section 214.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. W, a single woman, pays $720
during the taxable year for the care of her
child who suffers from infantile paralysis. It
is assumed that the expenses are of a nature
which qualify as medical expenses under sec-
tion 213. It is also assumed that these ex-
penses are for the purpose of permitting W to
be gainfully employed. W’s adjusted gross in-
come for the taxable year is $5,000. She is al-
lowed a deduction of $600 for child care ex-
penses under section 214. The balance of the
expenses, or $120, she treats as medical ex-
penses. However, this amount does not ex-
ceed 3 percent of her adjusted gross income
and is thus not allowable as a deduction
under section 213.

Example 2. It would not be proper in the
case presented in (1) for W first to determine
under section 213 her deductible medical ex-
penses (which would be $570 ($720 less 3% ×
$5,000)), and then claim as a deduction under
section 214 the $150 which is not deductible
under section 213. The $150 would be dis-
allowed under section 214 for the reason that
it was treated as a medical expense in deter-
mining the amount deductible under section
213.

Example 3. W, a single woman under the
age of 65 years, is also the head of a house-
hold. She pays $12,000 during the taxable
year for child care expenses which also qual-
ify as medical expenses under section 213.
W’s adjusted gross income for the taxable
year is $18,000. She is allowed a deduction of
$600 for child care expenses under section 214.
The balance, or $11,400, is treated as medical
expenses. The allowable deduction under sec-
tion 213 for such expenses is the excess of 3
percent of W’s adjusted gross income, or
$10,860, but subject to the maximum limita-
tion in section 213.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6740, 29 FR 7715, June 17,
1964; T.D. 6778, 29 FR 17900, Dec. 17, 1964; T.D.
7114, 36 FR 9020, May 18, 1971; T.D. 7411, 41 FR
15404, Apr. 13, 1976; T.D. 7643, 44 FR 50337,
Aug. 28, 1979]
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§ 1.214A–1 Certain expenses to enable
individuals to be gainfully em-
ployed incurred during taxable
years beginning after December 31,
1971, and before January 1, 1976.

(a) In general. (1) For expenses in-
curred during taxable years beginning
after December 31, 1971, and before Jan-
uary 1, 1976, section 214 allows (subject
to the requirements of this section and
§§ 1.214A–2 through 1.214A–5) a deduc-
tion for employment-related expenses
(as defined in paragraph (c) of this sec-
tion) which are paid during the taxable
year by an individual who maintains a
household (within the meaning of para-
graph (d) of this section) that includes
as a member one or more qualifying in-
dividuals (as defined in paragraph (b) of
this section). The deduction for ex-
penses allowed under section 214 may
be taken only as an itemized deduction
and may not be taken into account in
determining adjusted gross income
under section 62. No deduction shall be
allowed under section 214 in respect of
any expenses incurred during a taxable
year beginning after March 29, 1975,
and before January 1, 1976, for which
the taxpayer’s adjusted gross income is
$44,600 or more (or incurred during a
taxable year beginning after December
31, 1971, and before March 30, 1975, for
which the taxpayer’s adjusted gross in-
come is $27,600 or more). Expenses
which are taken into account in deter-
mining the deduction under section 214:

(i) Must first be reduced by that
amount by which a disabled depend-
ent’s (age 15 or over) adjusted gross in-
come and nontaxable disability pay-
ments for the taxable year exceed $750
or by the total amount of a disabled
spouse’s nontaxable disability pay-
ments (see section 214(e)(5) and
§ 1.214A–3),

(ii) Are then disallowed to the extent
that, for any calendar month, they ex-
ceed $400, determined after taking into
account the $200 (or more) per cal-
endar-month limitation on the amount
of expenses incurred outside the house-
hold for the care of a dependent (or de-
pendents) under the age of 15 (see sec-
tion 214(c)(1) and (2) and § 1.214A–2 (a)
and (b)), and

(iii) Finally, when the taxpayer’s ad-
justed gross income for the taxable
year exceeds the sum of $35,000 (or

$18,000 in the case of a taxable year be-
ginning after December 31, 1971, and be-
fore March 30, 1975), must be further re-
duced, on a monthly basis, by one-half
of the amount by which the adjusted
gross income for the calendar year ex-
ceeds such sum (see section 214(d) and
§ 1.214A–2(c)).

(2) The deduction for employment-re-
lated expenses is allowable only for
such expenses as are actually paid dur-
ing the taxable year regardless of when
the event which occasions the expenses
occurs and of the taxpayer’s method of
accounting. If such expenses are in-
curred but not paid during the taxable
year, no deduction may be taken for
such year. Thus, if such an expense is
incurred in the last month of a taxable
year but not paid until the following
taxable year, a deduction for such ex-
pense shall not be allowed for the ear-
lier taxable year. However, if the re-
quirements for deductibility, other
than payment, are satisfied in the last
month of the taxable year, and the
item is paid in the following taxable
year, a deduction is allowed under sec-
tion 214 for such following taxable
year.

(3) The requirements of section 214,
this section, and §§ 1.214A–2 through
1.214A–5 are to be applied to such ex-
penses as of the time they are incurred
regardless of when they are paid.

(4) For special rules relating to the
deduction of employment-related ex-
penses which may also qualify as med-
ical expenses deductible under section
213, see § 1.214A–5(b).

(5) For substantiation of the deduc-
tion, see paragraph (e) of this section.

(b) Qualifying individual—(1) In gen-
eral. A person is considered to be a
qualifying individual if he is either (i)
the taxpayer’s dependent who is under
the age of 15 and is an individual for
whom the taxpayer is entitled to a de-
duction for a personal exemption under
section 151(e); (ii) the taxpayer’s de-
pendent (not described in subdivision
(i)) who is physically or mentally in-
capable of caring for himself; or (iii)
the taxpayer’s spouse who is physically
or mentally incapable of caring for
himself. The term dependent, as used in
this subparagraph, includes any indi-
vidual who is a dependent within the
meaning of section 152. For the rules
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for determining which parent may
claim a child as a dependent where the
parents are divorced, legally separated,
or separated under a written separa-
tion agreement, see section 152(e) and
the regulations thereunder.

(2) Qualification on a daily basis. The
status of a person as a qualifying indi-
vidual will be determined on a daily
basis. Thus, if a dependent or spouse of
a taxpayer ceases to be a qualifying in-
dividual on September 16, the depend-
ent or spouse will be treated as a quali-
fying individual through September 15
only.

(3) Physical or mental incapacity. An
individual will be considered to be
physically or mentally incapable of
caring for himself if as a result of a
physical or mental defect he is incapa-
ble of caring for his hygienical or nu-
tritional needs, or requires full time
attention of another person for his own
safety or the safety of others. The fact
that an individual, by reason of a phys-
ical or mental defect, is unable to en-
gage in any substantial gainful activ-
ity, or is unable to perform the normal
household functions of a homemaker or
to care for minor children, will not of
itself establish that the individual is
physically or mentally incapable of
caring for himself. An individual who is
physically handicapped or is mentally
defective, and for such reason requires
constant attention of another person,
is considered to be physically or men-
tally incapable of caring for himself.

(c) Employment-related expenses—(1)
Gainful employment—(i) In general. Ex-
penses are considered to be employ-
ment-related expenses only if they are
incurred to enable the taxpayer to be
gainfully employed and are paid for
household services or for the care of
one or more qualifying individuals. The
expenses must be incurred while the
taxpayer is gainfully employed or is in
active search of gainful employment.
The employment may consist of serv-
ice either within or without the home
of the taxpayer and may include self-
employment. Unpaid volunteer work or
work for a nominal salary does not
constitute qualifying employment. An
expense will not be considered to be
employment-related merely because it
is incurred while the taxpayer is gain-
fully employed. Whether the purpose of

the expense is to enable the taxpayer
to be gainfully employed depends upon
the facts and circumstances of the par-
ticular case. Thus, the fact that the
cost of providing care for a qualifying
individual is greater than the amounts
anticipated to be received from the em-
ployment of the taxpayer may indicate
that the purpose of the expenditure is
other than to permit the taxpayer to
be gainfully employed. Any tax re-
quired to be paid by the taxpayer under
section 3111 (relating to the Federal In-
surance Contributions Act) in respect
of any wages which otherwise con-
stitute employment-related expenses
shall be considered to be an employ-
ment-related expense.

(ii) Determination of period of employ-
ment on a daily basis. An allocation of
expenses is required on a daily basis
when such expenses cover any period
during part of which the taxpayer is
gainfully employed or is in active
search of gainful employment and dur-
ing the other part of which there is no
employment or active search for gain-
ful employment. Thus, for example, if a
taxpayer incurs during each month of
the taxable year $60 of expenses which
would be employment-related if he
were gainfully employed all year, and
the taxpayer is gainfully employed, or
in active search of gainful employ-
ment, for only 2 months and 10 days
during such year, the amount of em-
ployment-related expenses is limited to
$140. If a taxpayer is married, both he
and his spouse must be gainfully em-
ployed on a substantially full-time
basis (see § 1.214A–4(b)). However, cer-
tain married individuals living apart
are treated as not married for this pur-
pose (see § 1.214A–4(c)).

(2) Household services. Expenses will
be considered to be paid for household
services if they are paid for the per-
formance in and about the taxpayer’s
home of ordinary and usual services
necessary to the maintenance of the
household. However, expenses will not
be considered as paid for household
services unless the expenses are attrib-
utable in part to the care of the quali-
fying individual. Thus, amounts paid
for the services of a domestic maid or
cook will be considered to be expenses
paid for household services if a part of
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those services is provided to the quali-
fying individual. Amounts paid for the
services of an individual who is em-
ployed as a chauffeur, bartender, or
gardener, however, will not be consid-
ered to be expenses paid for household
services.

(3) Care of qualifying individual—(i) In
general. The primary purpose of ex-
penses for the care of a qualifying indi-
vidual must be to assure that individ-
ual’s well-being and protection. Not all
benefits bestowed upon such an indi-
vidual will be considered as provided
for his care. Accordingly, amounts paid
to provide food, clothing, or education
are not expenses paid for the care of a
qualifying individual. However, where
the manner of providing care is such
that the expense which is incurred in-
cludes expense for other benefits which
are inseparably a part of the care, the
full amount of the expense will be con-
sidered to be incurred for care. Thus,
for example, the full amount paid to a
nursery school in which a qualifying
child is enrolled will be considered to
be for the care of the child, even
though the school also furnishes lunch,
recreational activities, and other bene-
fits. Educational expenses incurred for
a child in the first or higher grade level
are not expenses incurred for the care
of one or more qualifying individuals.
Expenses incurred for transportation of
a qualifying individual described in
paragraph (b)(1)(i) of this section be-
tween the taxpayer’s household and a
place outside the taxpayer’s household
where services for the care of such
qualifying individual are provided will
not be considered to be incurred for the
care of such qualifying individual.

(ii) Manner of providing care. The
manner of providing the care need not
be the least expensive alternative
available to the taxpayer. For example,
the taxpayer’s mother may reside at
the taxpayer’s home and be available
to provide adequate care at no cost for
the taxpayer’s wife who is physically
or mentally incapable of caring for her-
self. Nevertheless, the expenses in-
curred in providing a nurse for the wife
may be an expense for the care of the
wife. See, however, paragraph (c)(1)(i)
of this section with respect to the re-
quirement that the expense must be for

the purpose of permitting the taxpayer
to be gainfully employed.

(4) Allocation of expenses. Where a por-
tion of an expense is for household
services or for the care of a qualifying
individual and a portion of such ex-
pense is for other unrelated purposes, a
reasonable allocation must be made
and only the portion of the expense
paid which is attributable to such
household services or care will be con-
sidered to be an employment-related
expense. No such allocation is required
to be made, however, if the portion of
expense for the unrelated purpose is
minimal or insignificant. Such an allo-
cation must be made, for example, if a
servant performs household duties,
cares for the children of the taxpayer,
and also performs social services for
the taxpayer (for which a deduction is
not allowable) and clerical services in
the office of the taxpayer outside the
home (for which a deduction may be al-
lowable under section 162). Since a
household service expense may be con-
sidered employment-related in its en-
tirety even though it is only in part at-
tributable to the care of a qualifying
individual, no allocation is required be-
tween the part of the household service
expense which is attributable to that
care of a qualifying individual and that
part which is not so attributable.

(5) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. The taxpayer lives with her
mother who is physically incapable of caring
for herself. In order to be gainfully employed
the taxpayer hires a practical nurse whose
sole duty consists of providing for the care of
the mother in the home while the taxpayer
is at work. All amounts spent for the serv-
ices of the nurse are employment-related ex-
penses.

Example 2. The taxpayer has a dependent
child 10 years of age who has been attending
public school. The taxpayer who has been
working part time is offered a position in-
volving full-time employment which she can
accept only if the child is placed in a board-
ing school. The taxpayer accepts the posi-
tion, and the child is sent to a boarding
school. The expenses paid to the school must
be allocated between that part of the ex-
penses which represents care for the child
and that part which represents tuition for
education. The part of the expense rep-
resenting care of the child is considered to be
incurred for the purpose of permitting the
taxpayer to be gainfully employed.
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Example 3. The taxpayer, in order to be
gainfully employed, employs a housekeeper
who cares for the taxpayer’s two children,
aged 9 and 15 years, respectively, performs
regular household services of cleaning and
cooking, and chauffeurs the taxpayer to and
from his place of employment. The chauf-
feuring service never requires more than 30
minutes out of the total period of employ-
ment each day. No allocation is required for
purposes of determining the portion of the
expense attributable to the chauffeuring (not
a household service expense) since it is de
minimis. Further, no allocation is required
for the purpose of determining the portion of
the expense attributable to the care of the 15
year old child (not a qualifying individual)
since the household expense is in part attrib-
utable to the care of the 9 year old child,
who is a qualifying individual. Accordingly,
the entire expense of employing the house-
keeper is an employment-related expense.

(d) Maintenance of a household—(1) In
general. An individual is considered to
have maintained a household for his
taxable year (or lesser period) only if
he (and his spouse if he is married)
have furnished over one-half of the cost
incurred for such taxable year (or less-
er period) in maintaining the house-
hold. The household must actually con-
stitute for the taxable year the prin-
cipal place of abode of the taxpayer
and the qualifying individual or indi-
viduals described in paragraph (b) of
this section. It is not sufficient that
the taxpayer maintain the household
without being its occupant. A physical
change in the location of the home will
not, however, prevent the home from
constituting the principal place of
abode of the taxpayer and a qualifying
individual. The fact that an individual
is born or dies during the taxable year
will not prevent a home from consti-
tuting his principal place of abode for
such year. An individual will not be
considered to have terminated a house-
hold as his principal place of abode
merely by reason of temporary ab-
sences therefrom by reason of illness,
education, business, vacation, military
service, or a custody agreement.

(2) Two or more families. Solely for
purposes of section 214 and this section,
if two or more families occupy living
quarters in common, each of such fami-
lies will be treated as constituting a
separate household, and the taxpayer
who provides more than one-half of the
costs of maintaining such a separate

household will be treated as maintain-
ing such household. Thus, for example,
if two unrelated women each with chil-
dren occupy living quarters in common
and each woman pays more than one-
half of her proportionate share of
household costs incurred by both fami-
lies, each woman will be treated as
maintaining her separate household.

(3) Costs of maintaining a household.
The cost of maintaining a household
shall be the expenses incurred for the
mutual benefit of the occupants there-
of by reason of its operation as the
principal place of abode of such occu-
pants. The expenses of maintaining a
household include property taxes,
mortgage interest, rent, utility
charges, upkeep and repairs, property
insurance, and food consumed on the
premises. Such expenses do not include
the cost of clothing, education, med-
ical treatment, vacations, life insur-
ance, or transportation or payments on
mortgage principal or for the purchase,
permanent improvement, betterment,
or replacement of property. However,
the cost of maintaining a household
shall not include any amount which
represents the value of services per-
formed in the household by the tax-
payer or by a qualifying individual de-
scribed in paragraph (b) of this section.
Expenses incurred in respect of which
money or other property is received as
compensation or reimbursement may
not be included as a cost of maintain-
ing a household.

(4) Monthly proration of annual costs.
In determining the cost incurred for a
period of less than a taxable year in
maintaining a household, the cost in-
curred during the entire taxable year
must be prorated on the basis of the
number of calendar months within
such lesser period. For this purpose a
period of less than a calendar month
will be treated as a calendar month.
Thus, for example, if the cost of main-
taining a household for a taxable year
is $6,600, and the period in respect of
which a determination is being made
under section 214 is from June 20 to De-
cember 31, the taxpayer must furnish
more than $1,925 ([$6,600×7/12]×50%) in
maintaining the household from June 1
to December 31.

(e) Substantiation. A taxpayer claim-
ing a deduction under paragraph (a) of
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this section for employment-related
expenses must substantiate by ade-
quate records or other sufficient evi-
dence any deductions taken under this
section. For example, if requested, the
taxpayer must furnish information as
to the nature and period of the phys-
ical or mental incapacitation of any
dependent or spouse in respect of whom
a deduction is claimed, including nec-
essary information from the attending
physician as to the nature of the phys-
ical or mental incapacity.

[T.D. 7411, 41 FR 5405, Apr. 13, 1976, as amend-
ed by T.D. 7643, 44 FR 50337, Aug. 28, 1979]

§ 1.214A–2 Limitations on deductible
amounts.

(a) Overall monthly limitation of $400.
The deduction under section 214(a) and
§ 1.214A–1(a) for employment-related
expenses is not allowed in respect of
any such expenses in excess of $400 in-
curred during any one calendar month.
For purposes of the limitation of $400,
a period of less than a calendar month
will be treated as a calendar month.
Any amount by which employment-re-
lated expenses incurred during any cal-
endar month exceed $400 may not be
carried to another calendar month and
used in determining the employment-
related expenses incurred in such other
calendar month. Thus, for example, if a
taxpayer incurs employment-related
expenses of $500 during each of the first
6 months of the taxable year and only
$200 of such expenses during each of the
last 6 months, the amount of his deduc-
tion for the payment during such tax-
able year of such expenses shall be lim-
ited by this paragraph to $3,600, con-
sisting of $2,400 ($400×6) incurred during
the first 6 months of the taxable year
and $1,200 ($200×6) incurred during the
last 6 months of the taxable year. The
limitation provided by this paragraph
must be applied after making the re-
duction in the amount of employment-
related expenses provided by paragraph
(a) of § 1.214A–3 (relating to disability
payments) and after the application of
the limitation upon the amount de-
ductible provided by paragraph (b) of
this section.

(b) Restriction to expenses incurred for
services in the household—(1) In general.
Except as otherwise provided in para-
graph (b)(2) of this section, deduction

shall be allowed under § 1.214 A–1(a)
only for employment-related expenses
incurred for services performed in the
household of the taxpayer. Thus, for
example, if a taxpayer places his in-
valid father in a nursing home, he is
not entitled to deduct his employment-
related expenses incurred for his fa-
ther’s care provided by the nursing
home. If, however, the taxpayer’s fa-
ther remains in the home used as the
household, the taxpayer is allowed to
deduct his employment-related ex-
penses attributable to the employment
in the household of a nurse to care for
his father.

(2) Exception for certain expenses in-
curred outside the household. A deduc-
tion shall be allowed under § 1.214A–1(a)
for employment-related expenses in-
curred for services performed outside
the household of the taxpayer only if
such expenses are incurred for the care
of one or more dependents of the tax-
payer who are under the age of 15 and
who are persons for whom the taxpayer
is entitled to a deduction for a personal
exemption under section 151(e). The
amount of such expenses incurred dur-
ing a calendar month for services per-
formed outside the household of the
taxpayer which may be deducted is
limited to:

(i) $200, in the case of one such de-
pendent,

(ii) $300, in the case of two such de-
pendents, or

(iii) $400, in the case of three or more
such dependents.
For purposes of the limitation under
this subparagraph, a period of less than
a calendar month will be treated as a
calendar month. Any amount which is
taken into account after the applica-
tion of such limitation is also subject
to the monthly limitation of $400 pro-
vided by paragraph (a) of this section.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. If during a calendar month a
taxpayer incurs employment-related ex-
penses of $150 for services performed within
his household and $300 for services performed
outside the household for the care of his
child, age 5, the taxpayer is entitled to de-
duct only $350 of such expenses. In such case
the $300 for services performed outside the
household is limited to $200 by subparagraph
(2) of this paragraph.
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Example 2. If the facts are the same as in
example (1) except that during the month
the taxpayer incurs employment-related ex-
penses of $250 for services performed within
his household, the taxpayer is entitled to de-
duct only $400 of the total expenses incurred.
In such case the total expenses incurred dur-
ing the month which may be taken into ac-
count ($450) are limited to $400 by paragraph
(a) of this section.

(c) Taxpayer’s income limitation—(1) In
general. This paragraph applies only if
the adjusted gross income of the tax-
payer for the taxable year exceeds the
amount of $35,000, in the case of a tax-
able year beginning after March 29,
1975, and before January 1, 1976 (or the
amount of $18,000 in the case of a tax-
able year beginning after December 31,
1971, and before March 30, 1975). In ei-
ther case, in determining the deduction
allowable under § 1.214A–1(a) for em-
ployment-related expenses, the amount
of such expenses incurred during any
calendar month of the taxable year
must be reduced by an amount equal to
the excess of the adjusted gross income
of the taxpayer for the taxable year
over the applicable income limitation
($35,000 or $18,000 as the case may be)
divided by twice the number of cal-
endar months in the taxable year. For
purposes of applying the taxpayer’s in-
come limitation a period of less than a
calendar month will be treated as a
calendar month. The limitation pro-
vided by this paragraph must be ap-
plied after making the reduction in the
amount of employment-related ex-
penses provided by paragraph (a) of
§ 1.214A–3 and after the application of
the limitations upon the amount de-
ductible provided by paragraph (a) of
§ 1.214A–3 and after the application of
the limitations upon the amount de-
ductible provided by paragraphs (a) and
(b) of this section. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. A, a single individual who uses
the fiscal year ending March 31 as the tax-
able year, incurs (and pays) during May 1975
employment-related expenses of $600. He has
adjusted gross income of $41,000 for the fiscal
year ending March 31, 1976. Under these cir-
cumstances the amount of employment-re-
lated expenses for the month of May 1975
which may be taken into account under
paragraph (a) of § 1.214A–1 is $150, determined
as follows:

Employment-related expenses incurred during
May ($600, but not to exceed $400 under par.
(a) of this section) .............................................. $400

Less: Reduction under this subparagraph:
Adjusted gross income for taxable year 41,000
Less: Taxpayer’s income limitation appli-

cable to taxable year beginning after
March 29, 1975 .................................... 35,000

Excess adjusted gross income over in-
come limitation ..................................... 6,000

Excess divided by twice the number of
calendar months in taxable year
($6,000+[2×12]) ................................... 250

Employment-related expenses to be taken into
account ............................................................... 150

Example 2. Assume the same facts as in ex-
ample (1) except that A incurs employment-
related expenses of only $200 during May
1975. Under these circumstances no amount
of employment-related expenses may be
taken into account for the month of May
under paragraph (a) of § 1.214A–1 because the
expenses of $200 for the month are fully off-
set by the reduction of $250 required under
this subparagraph.

Example 3. B, a single individual who uses
the calendar year as the taxable year, incurs
and pays during June, 1975, employment-re-
lated expenses of $500. On August 31, 1975, B
dies. His adjusted gross income for the tax-
able year ending August 31 is $22,800. Under
such circumstances the amount of employ-
ment-related expenses for the month of June
which may be taken into account under
paragraph (a) of § 1.214A–1 is $100, determined
as follows:
Employment-related expenses incurred during

June ($500, but not to exceed $400 under par.
(a) of this sec.) ................................................... $400

Less: Reduction under this subparagraph:
Adjusted gross income for taxable year 22,800
Less: Taxpayer’s income limitation appli-

cable to taxable year beginning before
March 30, 1975 .................................... 18,000

Excess adjusted gross income over in-
come limitation ..................................... 4,800

Excess divided by twice the number of
calendar months in taxable year
($4,800+[2×8]) ..................................... 300

Employment-related expenses to be taken into
account ............................................................... 100

(2) Marital status. For purposes of
paragraph (c)(1) of this section, the ad-
justed gross income of the taxpayer for
his taxable year shall include the ad-
justed gross income of his spouse for
such year if he is married for the entire
taxable year. If the taxpayer is married
during only a part of his taxable year,
his adjusted gross income for the tax-
able year shall include the adjusted
gross income of his spouse for only
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such period within the taxable year
during which he is married. Thus, if
the taxpayer and his wife use the cal-
endar year as the taxable year and the
taxpayer’s wife dies on May 15 and he
does not remarry before the close of his
taxable year, the adjusted gross income
of the wife for the period from January
1 to May 15 must be included in apply-
ing the income limitation for the tax-
able year under section 214(d) and para-
graph (c)(1) of this section. If, however,
in such case the taxpayer were to re-
marry on October 15 of his taxable year
and file a single return jointly with the
second wife, the adjusted gross income
of the first wife for the period from
January 1 to May 15 and the adjusted
gross income of the second wife for the
period from October 15 to December 31
must be included in applying the in-
come limitation for the taxable year
under paragraph (c)(1) of this section.

[T.D. 7411, 41 FR 15407, Apr. 13, 1976, as
amended by T.D. 7643, 44 FR 50337, Aug. 28,
1979]

§ 1.214A–3 Reduction of expenses for
certain disability payments and ad-
justed gross income.

(a) Amount of reduction. This section
applies only if the taxpayer incurs em-
ployment-related expenses during a
taxable year solely attributable to a
qualifying individual who is either a
dependent (other than a dependent de-
scribed in § 1.214A–1(b)(1)(i)) of the tax-
payer or a spouse of the taxpayer and
who is physically or mentally incapa-
ble of caring for himself. The amount
of such expenses, which may be taken
into account under section 214 shall be
reduced:

(1) In the case of such expenses at-
tributable to a dependent who is phys-
ically or mentally incapable of caring
for himself, by the excess, if any, over
$750 of the sum of (i) such dependent’s
adjusted gross income for such taxable
year and (ii) the disability payments
(as defined in paragraph (b) of this sec-
tion) he receives during such year, and

(2) In the case of such expenses at-
tributable to a spouse who is phys-
ically or mentally incapable of caring
for himself, by the disability payments
(as defined in paragraph (b) of this sec-
tion) such spouse receives during such
taxable year.

The reduction so required must be
made on the basis of a calendar month.
Thus, the employment-related ex-
penses attributable to a spouse which
are incurred during any calendar
month of the taxable year must be re-
duced by an amount equal to the dis-
ability payments received by the
spouse during such taxable year di-
vided by the number of calendar
months therein during which such em-
ployment-related expenses are in-
curred. Further, the employment-re-
lated expenses attributable to a de-
pendent which are incurred during any
calendar month of the taxable year
must be reduced by an amount equal to
the excess described in paragraph (a)(1)
of this section divided by the number
of calendar months therein during
which such employment-related ex-
penses are incurred. For purposes of
this reduction, a period of less than a
calendar month will be treated as a
calendar month. The reduction is not
required to be made in respect of any
employment-related expenses solely at-
tributable to a dependent under the age
of 15 for whom the taxpayer is entitled
to a deduction for a personal exemp-
tion under section 151(e). The reduction
required by this paragraph must be
made before applying the limitations
under section 214 (c) and (d) and
§ 1.214A–2 for the taxable year. The ap-
plication of this paragraph may be il-
lustrated by the following examples:

Example 1. A, a taxpayer who uses the cal-
endar year as the taxable year, incurs $250 of
employment-related expenses during each
month of 1972 for services within his house-
hold. B, his wife, is physically incapable of
caring for herself. During 1972, B receives
total disability payments of $1,200, con-
sisting of a lump-sum disability payment of
$300 received in June and disability pay-
ments of $75 received each month. Under
such circumstances, A may take into ac-
count $150 of his employment-related ex-
penses for each month of 1972, determined as
follows:
Employment-related expenses attributable to B

incurred during each month ............................... $250
Less: Disability payments received by B in 1972

divided by number of calendar months in 1972
during which employment-related expenses at-
tributable to B are incurred ($1,200÷12) ............ 100

Employment-related expenses to be
taken into account ............................... 150

Example 2. B, a single individual who uses
the calendar year as the taxable year, incurs
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$200 of employment-related expenses during
each month of 1972 for services within his
household. C, his son aged 15, is physically
incapable of caring for himself. During 1972,
C receives total disability payments of $1,200,
consisting of a lump-sum disability payment
of $300 received in June and disability pay-
ments of $75 received each month. For 1972,
C has adjusted gross income of $1,050. Under
such circumstances, B may take into ac-
count $75 of his employment-related ex-
penses for each month of 1972, determined as
follows:
Employment-related expenses attributable to C

incurred during each month ............................... $200

Less: Reduction under this paragraph:
C’s adjusted gross income for 1972 ....... 1,050
Disability payments received by C in

1972 ..................................................... 1,200

Total .............................................. 2,250
Less: Income limitation ............................ 750

Excess under subparagraph (1) of this
paragraph ............................................. 1,500

Excess divided by number of calendar
months in 1972 during which employ-
ment-related expenses attributable to
C are incurred ($1,500÷12) ................. 125

Employment-related expenses to be taken into
account ............................................................... 75

Example 3. H, a taxpayer who uses the cal-
endar year as the taxable year, incurs em-
ployment-related expenses attributable to
W, his wife, during five months of 1972, in-
cluding $350 for the month of July, for serv-
ices within his household. W, who is phys-
ically incapable of caring for herself, re-
ceives during 1972 total disability payments
of $625. Under such circumstances, H may
take into account $225 of his employment-re-
lated expenses for July, determined as fol-
lows:
Employment-related expenses attributable to W

incurred during July ............................................ $350
Less: Disability payments received by W in 1972

divided by number of calendar months in 1972
during which employment-related expenses at-
tributable to W are incurred ($625÷5) ................ 125

Employment-related expenses to be
taken into account ............................... 225

Example 4. S, a single individual who uses
the calendar year as the taxable year, incurs
and pays during 1972 $450 of employment-re-
lated expenses attributable to P, his father,
for each of the six months during which his
father is incapacitated. During 1972, P re-
ceives adjusted gross income of $1,266, a gift
of $300, and a disability payment of $55 for
each month of disability. During 1972 S re-
ceives adjusted gross income of less than
$18,000. Under such circumstances, S may de-
duct $1,854 for 1972 under section 214, deter-
mined as follows:

Employment-related expenses attributable to P
incurred during each month of his incapacity .... $450

Less: Reduction under this paragraph:
P’s adjusted gross income for 1972 ....... 1,266
Disability payments received by P in

1972 ..................................................... 330

Total .............................................. 1,596
Less: Income limitation ............................ 750

Excess under subparagraph (1) of
this paragraph ............................... 846

Excess divided by number of calendar
months in 1972 during which employ-
ment-related expenses attributable to
P are incurred ($846÷6) ...................... 141

Employment-related expenses to be
taken into account for each month of
P’s incapacity ....................................... 309

Deduction for 1972 ($309×6) .................. 1,854

(b) Disability payment defined. For
purposes of paragraph (a) of this sec-
tion, the term disability payment means
any payment not includible in gross in-
come which is made on account of the
physical or mental incapacity of an in-
dividual. A disability payment may in-
clude social security payments, State
or local payments, private disability
insurance payments, or payments from
a private person on account of a civil
wrong, if attributable to the mental or
physical disability of the individual.
Gifts are not considered to be dis-
ability payments for purposes of this
paragraph.

(c) Expenses not solely attributable. An
employment-related expense which is
not solely attributable to a qualifying
individual to whom paragraph (a) (1) or
(2) of this section applies shall not be
reduced under this section. Thus, for
example, if household expenses are in-
curred with respect to a qualifying in-
dividual to whom paragraph (a) (1) or
(2) of this section applies and also with
respect to a qualifying dependent under
the age of 15, such expenses shall not
be considered to be solely attributable
to a qualifying individual to whom
paragraph (a) (1) or (2) of this section
applies, and such expenses shall not be
reduced under this section. The appli-
cation of this paragraph may be illus-
trated by the following examples:

Example 1. A taxpayer has a child, aged 6,
and his spouse is physically incapable of car-
ing for herself. During the taxable year he
incurs employment-related expenses of $500
solely attributable to the care of the child,
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of $1,000 solely attributable to the care of his
spouse, and of $1,500 for household services
attributable to both the child and spouse. Of
the taxpayer’s total employment-related ex-
penses of $3,000, only the $1,000 solely attrib-
utable to his spouse must be reduced as pro-
vided in paragraph (a) of this section.

Example 2. A taxpayer has a dependent,
aged 15, and a spouse both of whom are phys-
ically incapable of caring for themselves.
During the taxable year he incurs employ-
ment-related expenses of $500 solely attrib-
utable to the care of the dependent, of $1,000
solely attributable to the care of his spouse,
and of $1,500 for household services equally
attributable to both the dependent and
spouse. The $1,500 of household expenses
must be allocated one-half to the dependent
and one-half to the spouse. Accordingly, em-
ployment-related expenses of $1,250 are at-
tributable to the dependent, and employ-
ment-related expenses of $1,750 are attrib-
utable to the spouse. The expenses attrib-
utable to each must be reduced as provided
in paragraph (a) of this section.

(d) Ordering of reductions and limita-
tions. For purposes of determining the
amount of employment-related ex-
penses which may be taken into ac-
count under section 214, the employ-
ment-related expenses incurred by the
taxpayer during any calendar month of
the taxable year are first to be reduced
by the amount of reduction determined
under section 214(e)(5) and paragraph
(a) (1) or (2) of this section in respect of
disability payments and adjusted gross
income, then by the outside-of-house-
hold limitation prescribed by section
214(c)(2)(B) and § 1.214A–2(b)(2), then by
the overall monthly limitation of $400
prescribed by section 214(c)(1) and
§ 1.214A–2(a), and finally by the tax-
payer’s income limitation ($35,000 or
$18,000, as the case may be) prescribed
by section 214(d) and § 1.214A–2(c), in
that order. The application of this sub-
paragraph may be illustrated by the
following examples:

Example 1. The taxpayer’s wife is phys-
ically incapable of caring for herself. He in-
curs employment-related expenses of $1,000
during the calendar month for services with-
in the household. Disability payments of the
wife applicable to such month under para-
graph (a)(2) of this section amount to $350.
The taxpayer’s excess adjusted gross income
(over the taxpayer’s income limitation) ap-
plicable to such month under § 1.214A–2(c)(1)
amounts to $300. Under such circumstances,
the amount of employment-related expenses
for such month which may be taken into ac-

count for purposes of section 214 is $100, de-
termined as follows:
Employment-related expenses .............................. $1,000

Less: Reduction under paragraph (a)(2) of
this section .................................................. 350

Balance ............................................ 650

Application of limitation under § 1.214A–2(a) (em-
ployment-related expenses of $650, but not to
exceed $400) ..................................................... 400

Less: Reduction under § 1.214A–2(c)(1) ............... 300

Employment-related expenses to be
taken into account ........................ 100

Example 2. The taxpayer’s child, aged 15, is
physically incapable of caring for himself
the taxpayer incurs employment-related ex-
penses of $487 duing June for services within
the household. The excess of the adjusted
gross income and disability payments of the
dependent child for the taxable year (over
the $750 limitation) applicable to June under
paragraph (a)(1) of this section amounts to
$112. The taxpayer’s excess adjusted gross in-
come (over the taxpayer’s income limita-
tion) applicable to June under § 1.214A–2(c)(1)
amounts to $125. Under such circumstances,
the amount of employment-related expenses
for June which may be taken into account
for purposes of section 214 is $250, determined
as follows:
Employment-related expenses .............................. $487
Less: Reduction under paragraph (a)(1) of this

section ................................................................ 112

Balance ............................................ 375
Less: Reduction under § 1.214A–2(c)(1) ............... 125

Employment-related expenses to be
taken into account ........................ 250

[T.D. 7411, 41 FR 15408, Apr. 13, 1976]

§ 1.214A–4 Special rules applicable to
married individuals.

(a) Joint return requirement. This sec-
tion applies only if the taxpayer is
married at the close of a taxable year
in which employment-related expenses
are paid. In such a case the deduction
provided by section 214(a) and § 1.214A–
1(a) for such expenses shall be allowed
only if for such taxable year the tax-
payer files a single return jointly with
his spouse. If either spouse dies during
the taxable year and a joint return
may be made for such year under sec-
tion 6013(a)(2) for the survivor and the
deceased spouse, the deduction shall be
allowed for such year only if a joint re-
turn is made. If, however, the surviving
spouse remarries before the end of his
taxable year in which his first spouse
dies, a deduction is allowed under sec-
tion 214(a) on the separate return
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which is made for the decedent spouse.
For purposes of this section, certain
married individuals living apart are
treated as not married, as provided in
paragraph (c) of this section.

(b) Gainful employment requirement—
(1) In general. The employment-related
expenses incurred during any month of
any period within the taxable year of a
taxpayer who is married for such pe-
riod shall be taken into account under
section 214(a) and § 1.214A–1(a) only if
both the taxpayer and his spouse are
gainfully employed on a substantially
full-time basis or are in active search
of gainful employment on a substan-
tially full-time basis, or if his spouse is
physically or mentally incapable of
caring for herself. For such purposes,
an individual is considered to be gain-
fully employed on a substantially full-
time basis if he is employed for three-
quarters or more of the normal or cus-
tomary work week (or the equivalent
on the average during a month).

(2) Determination of qualifying periods
on a daily basis. For purposes of this
paragraph, the determination as to
whether an individual is gainfully em-
ployed on a substantially full-time
basis shall be made on a daily basis in
accordance with the provisions of para-
graph (c)(1)(ii) of § 1.214A–1, and the de-
termination as to whether a spouse is
physically or mentally incapable of
caring for himself shall be made on a
daily basis in accordance with para-
graph (b)(2) of such section. Thus, for
example, if a taxpayer is gainfully em-
ployed throughout the taxable year on
a substantially full-time basis but his
spouse ceases on August 17 of such year
to be employed on a substantially full-
time basis and on November 16 of the
same year becomes physically or men-
tally incapable of caring for herself, an
allocation must be made to determine
the period ending on August 17 during
which both spouses are gainfully em-
ployed on a substantially full-time
basis, and the incapacitated spouse is
to be treated as a qualifying individual
described in section 214(b)(1)(C) only
for the period commencing with No-
vember 16. Employment-related ex-
penses incurred from August 18
through November 15 may not be taken
into account since only one spouse is
gainfully employed on a substantially

full-time basis during such period and
the other spouse is not physically or
mentally incapable of caring for herself
during such period.

(c) Certain married individuals living
apart. For purposes of section 214 an in-
dividual who for his taxable year would
be treated as not married under section
143(a)(2), or would be treated as not
married under section 143(b) if para-
graph (1) of such section referred to
any dependent of the taxpayer (and not
simply to a son, stepson, daughter, or
stepdaughter of such individual), shall
be treated as not married for such tax-
able year. Thus, an individual who is
married within the meaning of section
143(a) will be treated as not married for
his entire taxable year for purposes of
section 214, if:

(1) He files a separate return for such
year,

(2) He maintains as his home a house-
hold which constitutes for more than
one-half of such year the principal
place of abode of one or more of his de-
pendents with respect to whom he is
entitled to a deduction under section
151 for such year,

(3) He furnishes over one-half of the
cost of maintaining such household for
such year, and

(4) His spouse is not a member of
such household for any part of such
year.

Thus, for example, an individual who is
married during the taxable year and is
living apart from his spouse, but is not
legally separated under a decree of di-
vorce or separate maintenance, may, if
he is treated as not married by reason
of this paragraph, determine the limi-
tation upon the amount of his employ-
ment-related expenses without taking
into account the adjusted gross income
of his spouse under § 1.214A–2(c)(2),
without complying with the require-
ment under paragraph (a) of this sec-
tion for filing a joint return with his
spouse, and without complying with
the requirement under paragraph (b) of
this section that his spouse be gain-
fully employed. The principles of
§ 1.143–1(b) shall apply in making deter-
minations under this paragraph.

[T.D. 7411, 41 FR 15409, Apr. 13, 1976]
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§ 1.214A–5 Other special rules relating
to employment-related expenses.

(a) Payments to related individuals. No
deduction will be allowed under section
214(a) and § 1.214A–1(a) for the amount
of any employment-related expenses
paid by the taxpayer to an individual
who bears to the taxpayer any rela-
tionship described in section 152(a) (1)
through (8). These relationships are
those of a son or daughter or descend-
ant thereof; a stepson or stepdaughter;
a brother, sister, stepbrother, or step-
sister; a father or mother or an ances-
tor of either; a stepfather or step-
mother; a nephew or niece; an uncle or
aunt; or a son-in-law, daughter-in-law,
father-in-law, mother-in-law, brother-
in-law, or sister-in-law. In addition, no
deduction will be allowed under section
214(a) for the amount of any employ-
ment-related expenses paid by the tax-
payer to an individual who qualifies as
a dependent of the taxpayer for the
taxable year within the meaning of sec-
tion 152(a)(9), which relates to an indi-
vidual (other than the taxpayer’s
spouse) whose principal place of abode
for the taxable year is the home of the
taxpayer and who is a member of the
taxpayer’s household.

(b) Expenses qualifying as medical ex-
penses. An expense which may con-
stitute an amount otherwise deductible
under section 213, relating to medical,
etc., expenses, may also constitute an
expense for which a deduction is allow-
able under section 214(a) and § 1.214A–
1(a). In such a case, that part of the
amount for which a deduction is al-
lowed under section 214(a) will not be
considered as an expense allowable as a
deduction under section 213. On the
other hand, where an amount is treated
as a medical expense under section 213
for purposes of determining the
amount deductible under that section,
it may not be treated as an employ-
ment-related expense for purposes of
section 214. The application of this
paragraph may be illustrated by the
following examples:

Example 1. A Taxpayer pays $520 of employ-
ment-related expenses in the taxable year
for the care of his child during one month of
such year when the child is physically in-
capable of caring for himself. These expenses
are incurred for services performed in the
taxpayer’s household and are of a nature

which qualify as medical expenses under sec-
tion 213. The taxpayer’s adjusted gross in-
come for the taxable year is $5,000. Of the
total expenses, the taxpayer may take $400
into account under section 214; the balance
of the expenses, or $120, may be treated as
medical expenses to which section 213 ap-
plies. However, this amount does not exceed
3 percent of the taxpayer’s adjusted gross in-
come for the taxable year and is thus not al-
lowable as a deduction under section 213.

Example 2. Assume the same facts as in Ex-
ample (1). In such case it is not proper for the
taxpayer first to determine under section 213
his deductible medical expenses of $370
($520—[$5,000×3%]) and then claim the $150
balance as employment-related expenses for
purposes of section 214. This result is reached
because the $150 balance has been treated as
a medical expense in determining the
amount deductible under section 213.

Example 3. A taxpayer incurs and pays
$1,000 of employment-related expenses each
month during the taxable year for the care
of his child. These expenses are incurred for
services performed in the taxpayer’s house-
hold, and they also qualify as medical ex-
penses under section 213. The taxpayer’s ad-
justed gross income for the taxable year is
$18,000. No reduction in the amount of the ex-
penses is required under § 1.214A–3, and the
taxpayer takes $4,800 ($400×12) of such ex-
penses into account under section 214. The
balance, or $7,200, he treats as medical ex-
penses for purposes of section 213. The allow-
able deduction under section 213 for such ex-
penses is limited to the excess of such
balance of $7,200 over $540 (3 percent of the
taxpayer’s adjusted gross income of $18,000),
or $6,600.

[T.D. 7411, 41 FR 15410, Apr. 13, 1976]

§ 1.215–1 Periodic alimony, etc., pay-
ments.

(a) A deduction is allowable under
section 215 with respect to periodic
payments in the nature of, or in lieu of,
alimony or an allowance for support
actually paid by the taxpayer during
his taxable year and required to be in-
cluded in the income of the payee wife
or former wife, as the case may be,
under section 71. As to the amounts re-
quired to be included in the income of
such wife or former wife, see section 71
and the regulations thereunder. For
definition of husband and wife see sec-
tion 7701(a) (17).

(b) The deduction under section 215 is
allowed only to the obligor spouse. It is
not allowed to an estate, trust, cor-
poration, or any other person who may
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pay the alimony obligation of such ob-
ligor spouse. The obligor spouse, how-
ever, is not allowed a deduction for any
periodic payment includible under sec-
tion 71 in the income of the wife or
former wife, which payment is attrib-
utable to property transferred in dis-
charge of his obligation and which,
under section 71(d) or section 682, is not
includible in his gross income.

(c) The following examples, in which
both H and W file their income tax re-
turns on the basis of a calendar year,
illustrate cases in which a deduction is
or is not allowed under section 215:

Example 1. Pursuant to the terms of a de-
cree of divorce, H, in 1956, transferred securi-
ties valued at $100,000 in trust for the benefit
of W, which fully discharged all his obliga-
tions to W. The periodic payments made by
the trust to W are required to be included in
W’s income under section 71. Such payments
are stated in section 71(d) not to be includ-
ible in H’s income and, therefore, under sec-
tion 215 are not deductible from his income.

Example 2. A decree of divorce obtained by
W from H incorporated a previous agreement
of H to establish a trust, the trustees of
which were instructed to pay W $5,000 a year
for the remainder of her life. The court re-
tained jurisdiction to order H to provide fur-
ther payments if necessary for the support of
W. In 1956 the trustee paid to W $4,000 from
the income of the trust and $1,000 from the
corpus of the trust. Under the provisions of
sections 71 and 682(b), W would include $5,000
in her income for 1956. H would not include
any part of the $5,000 in his income nor take
a deduction therefor. If H had paid the $1,000
to W pursuant to court order rather than al-
lowing the trustees to pay it out of corpus,
he would have been entitled to a deduction of
$1,000 under the provisions of section 215.

(d) For other examples, see sections
71 and 682 and the regulations there-
under.

§ 1.215–1T Alimony, etc., payments
(temporary).

Q–1 What information is required by
the Internal Revenue Service when an
alimony or separate maintenance pay-
ment is claimed as a deduction by a
payor?

A–1 The payor spouse must include
on his/her first filed return of tax
(Form 1040) for the taxable year in
which the payment is made the payee’s
social security number, which the
payee is required to furnish to the
payor. For penalties applicable to a
payor spouse who fails to include such

information on his/her return of tax or
to a payee spouse who fails to furnish
his/her social security number to the
payor spouse, see section 6676.

(98 Stat. 798, 26 U.S.C. 1041(d)(4); 98 Stat. 802,
26 U.S.C. 152(e)(2)(A); 98 Stat. 800, 26 U.S.C.
215(c); 68A Stat. 917, 26 U.S.C. 7805)

[T.D. 7973, 49 FR 34458, Aug. 31, 1984]

§ 1.216–1 Amounts representing taxes
and interest paid to cooperative
housing corporation.

(a) General rule. A tenant-stockholder
of a cooperative housing corporation
may deduct from his gross income
amounts paid or accrued within his
taxable year to a cooperative housing
corporation representing his propor-
tionate share of:

(1) The real estate taxes allowable as
a deduction to the corporation under
section 164 which are paid or incurred
by the corporation before the close of
the taxable year of the tenant-stock-
holder on the houses (or apartment
building) and the land on which the
houses (or apartment building) are sit-
uated, or

(2) The interest allowable as a deduc-
tion to the corporation under section
163 which is paid or incurred by the
corporation before the close of the tax-
able year of the tenant-stockholder on
its indebtedness contracted in the ac-
quisition, construction, alteration, re-
habilitation, or maintenance of the
houses (or apartment building), or in
the acquisition of the land on which
the houses (or apartment building) are
situated.

(b) Limitation. The deduction allow-
able under section 216 shall not exceed
the amount of the tenant-stockholder’s
proportionate share of the taxes and
interest described therein. If a tenant-
stockholder pays or incurs only a part
of his proportionate share of such taxes
and interest to the corporation, only
the amount so paid or incurred which
represents taxes and interest is allow-
able as a deduction under section 216. If
a tenant-stockholder pays an amount,
or incurs an obligation for an amount,
to the corporation on account of such
taxes and interest and other items,
such as maintenance, overhead ex-
penses, and reduction of mortgage in-
debtedness, the amount representing
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such taxes and interest is an amount
which bears the same ratio to the total
amount of the tenant-stockholder’s
payment or liability, as the case may
be, as the total amount of the tenant-
stockholder’s proportionate share of
such taxes and interest bears to the
total amount of the tenant-stock-
holder’s proportionate share of the
taxes, interest, and other items on ac-
count of which such payment is made
or liability incurred. No deduction is
allowable under section 216 for that
part of amounts representing the taxes
or interest described in that section
which are deductible by a tenant-
stockholder under any other provision
of the Code.

(c) Disallowance of deduction for cer-
tain payments to the corporation. For
taxable years beginning after Decem-
ber 31, 1986, no deduction shall be al-
lowed to a stockholder during any tax-
able year for any amount paid or ac-
crued to a cooperative housing corpora-
tion (in excess of the stockholder’s pro-
portionate share of the items described
in paragraphs (a) (1) and (2) of this sec-
tion) which is allocable to amounts
that are paid or incurred at any time
by the cooperative housing corporation
and which is chargeable to the corpora-
tion’s capital account. Examples of ex-
penditures chargeable to the corpora-
tion’s capital account include the cost
of paving a community parking lot, the
purchase of a new boiler or roof, and
the payment of the principal of the cor-
poration’s building mortgage. The ad-
justed basis of the stockholder’s stock
in such corporation shall be increased
by the amount of such disallowance.
This paragraph may be illustrated by
the following example:

Example The X corporation is a cooperative
housing corporation within the meaning of
section 216. In 1988 X uses $275,000 that it re-
ceived from its shareholders in such year to
purchase and place in service a new boiler.
The $275,000 will be chargeable to the cor-
poration’s capital account. A owns 10% of
the shares of X and uses in a trade or busi-
ness the dwelling unit appurtenant to A’s
shares and was responsible for paying 10% of
the cost of the boiler. A is thus responsible
for $27,500 of the cost of the boiler, which
amount A will not be able to deduct cur-
rently. A will, however, add the $27,500 to A’s
basis for A’s shares in X.

(d) Tenant-stockholder’s proportionate
share—(1) General rule. The tenant-
stockholder’s proportionate share is
that proportion which the stock of the
cooperative housing corporation owned
by the tenant-stockholder is of the
total outstanding stock of the corpora-
tion, including any stock held by the
corporation. For taxable years begin-
ning after December 31, 1969, if the co-
operative housing corporation had
issued stock to a governmental unit, as
defined in paragraph (g) of this section,
then in determining the total out-
standing stock of the corporation, the
governmental unit shall be deemed to
hold the number of shares that it
would have held, with respect to the
apartments or houses it is entitled to
occupy, if it had been a tenant-stock-
holder. That is, the number of shares
the governmental unit is deemed to
hold is determined in the same manner
as if stock had been issued to it as a
tenant-stockholder. For example, if a
cooperative housing corporation re-
quires each tenant-stockholder to buy
one share of stock for each one thou-
sand dollars of value of the apartment
he is entitled to occupy, a govern-
mental unit shall be deemed to hold
one share of stock for each one thou-
sand dollars of value of the apartments
it is entitled to occupy, regardless of
the number of shares formally issued
to it.

(2) Special rule—(i) In general. For
taxable years beginning after Decem-
ber 31, 1986, if a cooperative housing
corporation allocates to each tenant-
stockholder a portion of the real estate
taxes or interest (or both) that reason-
ably reflects the cost to the corpora-
tion of the taxes or interest attrib-
utable to each tenant-stockholder’s
dwelling unit (and the unit’s share of
the common areas), the cooperative
housing corporation may elect to treat
the amounts so allocated as the ten-
ant-stockholders’ proportionate shares.

(ii) Time and manner of making elec-
tion. The election referred to in para-
graph (d)(2)(i) of this section is effec-
tive only if, by January 31 of the year
following the first calendar year that
includes any period to which the elec-
tion applies, the cooperative housing
corporation furnishes to each person
that is a tenant-stockholder during
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that period a written statement show-
ing the amount of real estate taxes or
interest (or both) allocated to the ten-
ant-stockholder with respect to the
tenant-stockholder’s dwelling unit or
units and share of common areas for
that period. The election must be made
by attaching a statement to the cor-
poration’s timely filed tax return (tak-
ing extensions into account) for the
first taxable year for which the elec-
tion is to be effective. The statement
must contain the name, address, and
taxpayer identification number of the
cooperative housing corporation, iden-
tify the election as an election under
section 216(b)(3)(B)(ii) of the Code, indi-
cate whether the election is being
made with respect to the allocation of
real estate taxes or interest (or both),
and include a description of the method
of allocation being elected. The elec-
tion applies for the taxable year and
succeeding taxable years. It is rev-
ocable only with the consent of the
Commissioner and will be binding on
all tenant-stockholders.

(iii) Reasonable allocation. It is rea-
sonable to allocate to each tenant-
stockholder a portion of the real estate
taxes or interest (or both) that bears
the same ratio to the cooperative hous-
ing corporation’s total interest or real
estate taxes as the fair market value of
each dwelling unit (including the unit’s
share of the common areas) bears to
the fair market value of all the dwell-
ing units with respect to which stock is
outstanding (including stock held by
the corporation) at the time of alloca-
tion. If real estate taxes are separately
assessed on each dwelling unit by the
relevant taxing authority, an alloca-
tion of real estates taxes to tenant-
stockholders based on separate assess-
ments is a reasonable allocation. If one
or more of the tenant-stockholders pre-
pays any portion of the principal of the
indebtedness and gives rise to interest,
an allocation of interest to those ten-
ant-stockholders will be a reasonable
allocation of interest if the allocation
is reduced to reflect the reduction in
the debt service attributable to the
prepayment. In addition, similar kinds
of allocations may also be reasonable,
depending on the facts and cir-
cumstances.

(3) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. The X Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1970, it acquires a building
containing 40 category A apartments and 25
category B apartments, for $750,000. The
value of each category A apartment is
$12,500, and of each category B apartment is
$10,000. X values each share of stock issued
with respect to the category A apartments
at $125, and sells 4,000 shares of its stock,
along with the right to occupy the 40 cat-
egory A apartments, to 40 tenant-stock-
holders for $500,000. X also sells 1,000 shares
of nonvoting stock to G, a State housing au-
thority qualifying as a governmental unit
under paragraph (f) of this section, for
$250,000. The purchase of this stock gives G
the right to occupy all the category B apart-
ments. G is deemed to hold the number of
shares that it would have held if it had been
a tenant-stockholder. G is therefore deemed
to own 2,000 shares of stock of X. All stock-
holders are required to pay a specified part
of the corporation’s expenses. F, one of the
tenant-stockholders, purchased 100 shares of
the category A stock for $12,500 in order to
obtain a right to occupy a category A apart-
ment. Since there are 6,000 total shares
deemed outstanding, F’s proportionate share
is 1/60 (100/6,000).

Example 2. The X Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1960 it acquired a housing
development containing 100 detached houses,
each house having the same value. X issued
one share of stock to each of 100 tenant-
stockholders, each share carrying the right
to occupy one of the houses. In 1971 X re-
deemed 40 of its 100 shares. It then sold to G,
a municipal housing authority qualifying as
a governmental unit under paragraph (f) of
this section, 1,000 shares of preferred stock
and the right to occupy the 40 houses with
respect to which the stock had been re-
deemed. X sold the preferred stock to G for
an amount equal to the cost of redeeming
the 40 shares. G also agreed to pay 40 percent
of X’s expenses. For purposes of determining
the total stock which X has outstanding, G
is deemed to hold 40 shares of X.

Example 3. The X Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1987, it acquires for
$1,000,000 a building containing 10 category A
apartments, 10 category B apartments, and
10 category C apartments. The value of each
category A apartment is $20,000, of each cat-
egory B apartment is $30,000 and of each cat-
egory C apartment is $50,000. X issues 1 share
of stock to each of the 30 tenant-stock-
holders, each share carrying the right to oc-
cupy one of the apartments. X allocates the
real estate taxes and interest to the tenant-
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stockholders on the basis of the fair market
value of their respective apartments. Since
the total fair market value of all of the
apartments is $1,000,000, the allocation of
taxes and interest to each tenant-stock-
holder that has the right to occupy a cat-
egory A apartment is 2/100 ($20,000/$1,000,000).
Similarly, the allocation of taxes and inter-
est to each tenant-stockholder who has a
right to occupy a category B apartment is 3/
100 ($30,000/$1,000,000) and of a category C
apartment is 5/100 ($50,000/$1,000,000). X may
elect in accordance with the rules described
in paragraph (d)(2) of this section to treat
the amounts so allocated as each tenant-
stockholder’s proportionate share of real es-
tate taxes and interest.

Example 4. The Y Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1987, it acquires a housing
development containing 5 detached houses
for $1,500,000, incurring an indebtedness of
$1,000,000 for the purchase of the property.
Each house is valued at $300,000, although
the shares appurtenant to those houses have
been sold to tenant-stockholders for $100,000.
Y issues one share of stock to each of the
five tenant-stockholders, each share car-
rying the right to occupy one of the houses.
A, a tenant-stockholder, prepays all of the
corporation’s indebtedness allocable to A’s
house. The periodic charges payable to Y by
A are reduced commensurately with the re-
duction in Y’s debt service. Because no part
of the indebtedness remains outstanding
with respect to A’s house, A’s share of the in-
terest expense is $0. The other four tenant-
stockholders do not prepay their share of the
indebtedness. Accordingly, 1/4 of the interest
is allocated to each of the tenant-stock-
holders other than A. Y may elect in accord-
ance with the rules described in paragraph
(d)(2) of this section to treat the amounts so
allocated as each tenant-stockholder’s pro-
portionate share of interest.

Example 5. The Z Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1987, it acquires a building
containing 10 apartments. One of the apart-
ments is occupied by a senior citizen. Under
local law, a senior citizen who owns and oc-
cupies a residential apartment is entitled to
a $500 reduction in local property taxes as-
sessed upon the apartment. As a result, Z
corporation is eligible under local law for a
reduction in local property taxes assessed
upon the building. Z’s real estate tax assess-
ment for the year would have been $10,000,
however, with the senior citizen reduction,
the assessment is $9,500. The proprietary
lease provides for a reduced maintenance fee
to the senior citizen tenant-stockholder in
accordance with the real estate tax reduc-
tion. Accordingly, each apartment owner is
assessed $1,000 for local real estate taxes, ex-
cept the senior citizen tenant-stockholder,
who is assessed $500. Z may elect in accord-

ance with the rules described in paragraph
(d)(2) of this section to treat the amounts so
allocated as each tenant-stockholder’s pro-
portionate share of taxes.

(e) Cooperative housing corporation. In
order to qualify as a ‘‘cooperative
housing corporation’’ under section 216,
the requirements of subparagraphs (1)
through (4) of this paragraph must be
met.

(1) One class of stock. The corporation
shall have one and only one class of
stock outstanding. However, a special
classification of preferred stock, in a
nominal amount not exceeding $100,
issued to a Federal housing agency or
other governmental agency solely for
the purpose of creating a security de-
vice on the mortgage indebtedness of
the corporation, shall be disregarded
for purposes of determining whether
the corporation has one class of stock
outstanding and such agency will not
be considered a stockholder for pur-
poses of section 216 and this section.
Furthermore, for taxable years begin-
ning after December 31, 1969, a special
class of stock issued to a governmental
unit, as defined in paragraph (g) of this
section, shall also be disregarded for
purposes of this paragraph in deter-
mining whether the corporation has
one class of stock outstanding.

(2) Right of occupancy. Each stock-
holder of the corporation, whether or
not the stockholder qualifies as a ten-
ant-stockholder under section 216(b)(2)
and paragraph (f) of this section, must
be entitled to occupy for dwelling pur-
poses an apartment in a building or a
unit in a housing development owned
or leased by such corporation. The
stockholder is not required to occupy
the premises. The right as against the
corporation to occupy the premises is
sufficient. Such right must be con-
ferred on each stockholder solely by
reasons of his or her ownership of stock
in the corporation. That is, the stock
must entitle the owner thereof either
to occupy the premises or to a lease of
the premises. The fact that the right to
continue to occupy the premises is de-
pendent upon the payment of charges
to the corporation in the nature of
rentals or assessments is immaterial.
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For taxable years beginning after De-
cember 31, 1986, the fact that, by agree-
ment with the cooperative housing cor-
poration, a person or his nominee may
not occupy the house or apartment
without the prior approval of such cor-
poration will not be taken into account
for purposes of this paragraph in the
following cases.

(i) In any case where a person ac-
quires stock of the cooperative housing
corporation by operation of law, by in-
heritance, or by foreclosure (or by in-
strument in lieu of foreclosure),

(ii) In any case where a person other
than an individual acquires stock in
the cooperative housing corporation,
and

(iii) In any case where the person
from whom the corporation has ac-
quired the apartments or houses (or
leaseholds therein) acquires any stock
of the cooperative housing corporation
from the corporation not later than
one year after the date on which the
apartments or houses (or leaseholds
therein) are transferred to the corpora-
tion by such person. For purposes of
the preceding sentence, paragraphs
(e)(2) (i) and (ii) of this section will not
apply to acquisitions of stock by fore-
closure by the person from whom the
corporation has acquired the apart-
ments or houses (or leaseholds there-
in).

(3) Distributions. None of the stock-
holders of the corporation may be enti-
tled, either conditionally or uncondi-
tionally, except upon a complete or
partial liquidation of the corporation,
to receive any distribution other than
out of earnings and profits of the cor-
poration.

(4) Gross income. Eighty percent or
more of the gross income of the cor-
poration for the taxable year of the
corporation in which the taxes and in-
terest are paid or incurred must be de-
rived from the tenant-stockholders.
For purposes of the 80-percent test, in
taxable years beginning after Decem-
ber 31, 1969, gross income attributable
to any house or apartment which a
governmental unit is entitled to oc-
cupy, pursuant to a lease or stock own-
ership, shall be disregarded.

(f) Tenant-stockholder. The term ten-
ant-stockholder means a person that is a
stockholder in a cooperative housing

corporation, as defined in section
216(b)(1) and paragraph (e) of this sec-
tion, and whose stock is fully paid up
in an amount at least equal to an
amount shown to the satisfaction of
the district director as bearing a rea-
sonable relationship to the portion of
the fair market value, as of the date of
the original issuance of the stock, of
the corporation’s equity in the building
and the land on which it is situated
that is attributable to the apartment
or housing unit which such person is
entitled to occupy (within the meaning
of paragraph (e)(2) of this section). Not-
withstanding the preceding sentence,
for taxable years beginning before Jan-
uary 1, 1987, tenant-stockholders in-
clude only individuals, certain lending
institutions, and certain persons from
whom the cooperative housing corpora-
tion has acquired the apartments or
houses (or leaseholds thereon).

(g) Governmental unit. For purposes of
section 216(b) and this section, the
term governmental unit means the
United States or any of its possessions,
a State or any political subdivision
thereof, or any agency or instrumen-
tality of the foregoing empowered to
acquire shares in a cooperative housing
corporation for the purpose of pro-
viding housing facilities.

(h) Examples. The application of sec-
tion 216(a) and (b) and this section may
be illustrated by the following exam-
ples, which refer to apartments but
which are equally applicable to housing
units:

Example 1. The X Corporation is a coopera-
tive housing corporation within the meaning
of section 216. In 1970, at a total cost of
$200,000, it purchased a site and constructed
thereon a building with 15 apartments. The
fair market value of the land and building
was $200,000 at the time of completion of the
building. The building contains five category
A apartment units, each of equal value, and
10 category B apartment units. The total
value of all of the category A apartment
units is $100,000. The total value of all of the
category B apartments is also $100,000. Upon
completion of the building, the X Corpora-
tion mortgaged the land and building for
$100,000, and sold its total authorized capital
stock for $100,000. The stock attributable to
the category A apartments was purchased by
five individuals, each of whom paid $10,000
for 100 shares, or $100 a share. Each certifi-
cate for 100 shares of such stock provides
that the holder thereof is entitled to a lease
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of a particular apartment in the building for
a specified term of years. The stock attrib-
utable to the category B apartments was
purchased by a governmental unit for $50,000.
Since the shares sold to the tenant-stock-
holders are valued at $100 per share, the gov-
ernmental unit is deemed to hold a total of
500 shares. The certificate of such stock pro-
vides that the governmental unit is entitled
to a lease of all of the category B apart-
ments. All leases provide that the lessee
shall pay his proportionate part of the cor-
poration’s expenses. In 1970 the original
owner of 100 shares of stock attributable to
the category A apartments and to the lease
to apartment No. 1 made a gift of the stock
and lease to A, an individual. The taxable
year of A and of the X Corporation is the cal-
endar year. The corporation computes its
taxable income on an accrual method, while
A computes his taxable income on the cash
receipts and disbursements method. In 1971,
the X Corporation incurred expenses aggre-
gating $13,800, including $4,000 for the real es-
tate taxes on the land and building, and
$5,000 for the interest on the mortgage. In
1972, A pays the X Corporation $1,380, rep-
resenting his proportionate part of the ex-
penses incurred by the corporation. The en-
tire gross income of the X Corporation for
1971 was derived from the five tenant-stock-
holders and from the governmental unit. A is
entitled under section 216 to a deduction of
$900 in computing his taxable income for
1972. The deduction is computed as follows:
Shares of X Corporation owned by A ................... 100
Shares of X Corporation owned by four other ten-

ant-stockholders ................................................. 400
Shares of X Corporation deemed owned by gov-

ernmental unit .................................................... 500

Total shares of X Corporation out-
standing ........................................ 1,000

A’s proportionate share of the stock of X Cor-
poration (100/1,000) ........................................... 1/10

Expenses incurred by X Corporation:
Real estate taxes ........................ $4,000
Interest ........................................ 5,000
Other ........................................... 4,800

Total .......................... ................ $13,800

Amount paid by A .................................................. 1,380
A’s proportionate share of real estate taxes and

interest based on his stock ownership (1/10 of
$9,000) ............................................................... $900

A’s proportionate share of total corporate ex-
penses based on his stock ownership (1/10 of
$13,800) ............................................................. 1,380

Amount of A’s payment representing real estate
taxes and interest (900/1,380 of $1,380) ........... $900

A’s allowable deduction ......................................... $900

Since the stock which A acquired by gift was
fully paid up by his donor in an amount
equal to the portion of the fair market value,
as of the date of the original issuance of the
stock, of the corporation’s equity in the land
and building which is attributable to apart-

ment No. 1, the requirement of section 216 in
this regard is satisfied. The fair market
value at the time of the gift of the corpora-
tion’s equity attributable to the apartment
is immaterial.

Example 2. The facts are the same as in Ex-
ample (1) except that the building con-
structed by the X Corporation contained, in
addition to the 15 apartments, business space
on the ground floor, which the corporation
rented at $2,400 for the calendar year 1971.
The corporation deducted the $2,400 from its
expenses in determining the amount of the
expenses to be prorated among its tenant-
stockholders. The amount paid by A to the
corporation in 1972 is $1,140 instead of $1,380.
More than 80 percent of the gross income of
the corporation for 1971 was derived from
tenant-stockholders. A is entitled under sec-
tion 216 to a deduction of $743.48 in com-
puting his taxable income for 1972. The de-
duction is computed as follows:
Expenses incurred by X Cor-

poration .................................. $13,800.00
Less: Rent from business space 2,400.00

Expenses to be prorated among tenant-stock-
holders ............................................................ $11,400.00

Amount paid by A .............................................. 1,140.00
A’s proportionate share of real estate taxes

and interest based on his stock ownership
(1/10 of $9,000) .............................................. 900.00

A’s proportionate share of total corporate ex-
penses based on his stock ownership (1/10
of $13,800) ..................................................... 1,380.00

Amount of A’s payment representing real es-
tate taxes and interest (900/1380 of $1,140) 743.48

A’s allowable deduction ..................................... 743.48

Since the portion of A’s payment allocable
to real estate taxes and interest is only
$743.48, that amount instead of $900 is allow-
able as a deduction in computing A’s taxable
income for 1972.

Example 3. The facts are the same as in Ex-
ample (1) except that the amount paid by A
to the X Corporation in 1972 is $1,000 instead
of $1,380. A is entitled under section 216 to a
deduction of $652.17 in computing his taxable
income for 1972. The deduction is computed
as follows:
Amount paid by A .............................................. $1,000.00
A’s proportionate share of real estate taxes

and interest based on his stock ownership
(1/10 of $9,000) .............................................. 900.00

A’s proportionate share of total corporate ex-
penses based on his stock ownership (1/10
of $13,800) ..................................................... 1,380.00

Amount of A’s payment representing real es-
tate taxes and interest (900/1380 of $1,000) 652.17

A’s allowable deduction ..................................... 652.17

Since the portion of A’s payment allocable
to real estate taxes and interest is only
$652.17, that amount instead of $900 is allow-
able as a deduction in computing A’s taxable
income for 1972.

Example 4. The facts are the same as in Ex-
ample (1) except that X Corporation leases
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recreational facilities from Y Corporation
for use by the tenant-stockholders of X.
Under the terms of the lease, X is obligated
to pay an annual rental of $5,000 plus all real
estate taxes assessed against the facilities.
In 1971 X paid, in addition to the $13,800 of
expenses enumerated in Example (1), $5,000
rent and $1,000 real estate taxes. In 1972 A
pays the X Corporation $2,000, no part of
which is refunded to him in 1972. A is enti-
tled under section 216 to a deduction of $900
in computing his taxable income for 1972.
The deduction is computed as follows:
Expenses to be prorated among tenant-stock-

holders ............................................................ $19,800
Amount paid by A .............................................. 2,000
A’s proportionate share of real estate taxes

and interest based on his stock ownership
(1/10 of $9,000) .............................................. 900

A’s proportionate share of total corporate ex-
penses based on his stock ownership (1/10
of $19,800) ..................................................... 1,980

Amount of A’s payment representing real es-
tate taxes and interest (900/1,980 of $1,980) 900

A’s allowable deduction ..................................... 900

The $1,000 of real estate taxes assessed
against the recreational facilities con-
stitutes additional rent and hence is not de-
ductible by A as taxes under section 216. A’s
allowable deduction is limited to his propor-
tionate share of real estate taxes and inter-
est based on stock ownership and cannot be
increased by the payment of an amount in
excess of his proportionate share.

[T.D. 7092, 36 FR 4597, Mar. 10, 1971; 36 FR
4985, Mar. 16, 1971, as amended by T.D. 8316,
55 FR 42004, Oct. 17, 1990]

§ 1.216–2 Treatment as property sub-
ject to depreciation.

(a) General rule. For taxable years be-
ginning after December 31, 1961, stock
in a cooperative housing corporation
(as defined by section 216(b) (1) and
paragraph (c) of § 1.216–1) owned by a
tenant-stockholder (as defined by sec-
tion 216(b) (2) and paragraph (d) of
§ 1.216–1) who uses the proprietary lease
or right of tenancy, which was con-
ferred on him solely by reason of his
ownership of such stock, in a trade or
business or for the production of in-
come shall be treated as property sub-
ject to the allowance for depreciation
under section 167(a) in the manner and
to the extent prescribed in this section.

(b) Determination of allowance for de-
preciation—(1) In general. Subject to the
special rules provided in subparagraphs
(2) and (3) of this paragraph and the
limitation provided in paragraph (c) of
this section, the allowance for depre-
ciation for the taxable year with re-

spect to stock of a tenant-stockholder,
subject to the extent provided in this
section to an allowance for deprecia-
tion, shall be determined:

(i) By computing the amount of de-
preciation (amortization in the case of
a leasehold) which would be allowable
under one of the methods of deprecia-
tion prescribed in section 167(b) and the
regulations thereunder (in paragraph
(a) of § 1.162–11 and § 1.167(a)–4 in the
case of a leasehold) in respect of the
depreciable (amortizable) real property
owned by the cooperative housing cor-
poration in which such tenant-stock-
holder has a proprietary lease or right
of tenancy,

(ii) By reducing the amount of depre-
ciation (amortization) so computed in
the same ratio as the rentable space in
such property which is not subject to a
proprietary lease or right of tenancy
by reason of stock ownership but which
is held for rental purposes bears to the
total rentable space in such property,
and

(iii) By computing such tenant-stock-
holder’s proportionate share of such
annual depreciation (amortization), so
reduced.

As used in this section, the terms de-
preciation and depreciable real property
include amortization and amortizable
leasehold of real property. As used in
this section, the tenant-stockholder’s
proportionate share is that proportion
which stock of the cooperative housing
corporation owned by the tenant-
stockholder is of the total outstanding
stock of the corporation, including any
stock held by the corporation. In order
to determine whether a tenant-stock-
holder may use one of the methods of
depreciation prescribed in section
167(b) (2), (3), or (4) for purposes of sub-
division (i) of this subparagraph, the
limitations provided in section 167(c)
on the use of such methods of deprecia-
tion shall be applied with respect to
the depreciable real property owned by
the cooperative housing corporation in
which the tenant-stockholder has a
proprietary lease or right of tenancy,
rather than with respect to the stock
in the cooperative housing corporation
owned by the tenant-stockholder or
with respect to the proprietary lease or
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right of tenancy conferred on the ten-
ant-stockholder by reason of his owner-
ship of such stock. The allowance for
depreciation determined under this
subparagraph shall be properly ad-
justed where only a portion of the
property occupied under a proprietary
lease or right of tenancy is used in a
trade or business or for the production
of income.

(2) Stock acquired subsequent to first of-
fering. Except as provided in subpara-
graph (3), in the case of a tenant-stock-
holder who purchases stock other than
as part of the first offering of stock by
the corporation, the basis of the depre-
ciable real property for purposes of the
computation required by subparagraph
(1)(i) of this paragraph shall be the
amount obtained by:

(i) Multiplying the taxpayer’s cost
per share by the total number of out-
standing shares of stock of the corpora-
tion, including any shares held by the
corporation,

(ii) Adding thereto the mortgage in-
debtedness to which such depreciable
real property is subject on the date of
purchase of such stock, and

(iii) Subtracting from the sum so ob-
tained the portion thereof not properly
allocable as of the date such stock was
purchased to the depreciable real prop-
erty owned by the cooperative housing
corporation in which such tenant-
stockholder has a proprietary lease or
right of tenancy.
In order to prevent an overstatement
or understatement of the basis of the
depreciable real property for purposes
of the computation required by sub-
paragraph (1)(i) of this paragraph, ap-
propriate adjustment for purposes of
the computations described in subdivi-
sions (i) and (ii) of this subparagraph
shall be made in respect of prepay-
ments and delinquencies on account of
the corporation’s mortgage indebted-
ness. Thus, for purposes of subdivision
(i) of this subparagraph, the taxpayer’s
cost per share shall be reduced by an
amount determined by dividing the
total mortgage indebtedness prepay-
ments in respect of the shares pur-
chased by the taxpayer by the number
of such shares. For purposes of subdivi-
sion (ii) of this subparagraph, the
mortgage indebtedness shall be in-
creased by the sum of all prepayments

applied in reduction of the mortgage
indebtedness and shall be decreased by
any amount due under the terms of the
mortgage and unpaid.

(3) Conversion subsequent to date of ac-
quisition. In the case of a tenant-stock-
holder whose proprietary lease or right
of tenancy is converted, in whole or in
part, to use in a trade or business or for
the production of income on a date sub-
sequent to the date on which he ac-
quired the stock conferring on him
such lease or right of tenancy, the
basis of the depreciable real property
for purposes of the computation re-
quired by subparagraph (1)(i) of this
paragraph shall be the fair market
value of such depreciable real property
on the date of the conversion if the fair
market value is less than the adjusted
basis of such property in the hands of
the cooperative housing corporation
provided in section 1011 without taking
into account any adjustment for depre-
ciation required by section 1016(a)(2).
Such fair market value shall be deemed
to be equal to the adjusted basis of
such property, taking into account ad-
justments required by section 1016(a)(2)
computed as if the corporation had
used the straight line method of depre-
ciation, in the absence of evidence es-
tablishing that the fair market value
so attributed to the property is unreal-
istic. In the case of a tenant-stock-
holder who purchases stock other than
as part of the first offering of stock of
the corporation, and at a later date
converts his proprietary lease to use
for business or production of income:

(i) The adjusted basis of the coopera-
tive housing corporation’s depreciable
real property without taking into ac-
count any adjustment for depreciation
shall be the amount determined in ac-
cordance with subdivisions (i), (ii), and
(iii) of subparagraph (2) of this para-
graph, and

(ii) The fair market value shall be
deemed to be equal to such adjusted
basis reduced by the amount of depre-
ciation, computed under the straight
line method, which would have been al-
lowable in respect of depreciable real
property having a cost or other basis
equal to the amount representing such
adjusted basis in the absence of evi-
dence establishing that the fair market
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value so attributed to the property is
unrealistic.

(c) Limitation. If the allowance for de-
preciation for the taxable year deter-
mined in accordance with the provi-
sions of paragraph (b) of this section
exceeds the adjusted basis (provided in
section 1011) of the stock described in
paragraph (a) of this section allocable
to the tenant-stockholder’s proprietary
lease or right of tenancy used in a
trade or business or for the production
of income, such excess is not allowable
as a deduction. For taxable years be-
ginning after December 31, 1986, such
excess, subject to the provisions of this
paragraph (c), is allowable as a deduc-
tion for depreciation in the succeeding
taxable year. To determine the portion
of the adjusted basis of such stock
which is allocable to such proprietary
lease or right of tenancy, the adjusted
basis is reduced by taking into account
the same factors as are taken into ac-
count under paragraph (b)(1) of this
section in determining the allowance
for depreciation.

(d) Examples. The provisions of sec-
tion 216(c) and this section may be il-
lustrated by the following examples:

Example 1. The Y corporation, a coopera-
tive housing corporation within the meaning
of section 216, in 1961 purchased a site and
constructed thereon a building with 10 apart-
ments at a total cost of $250,000 ($200,000
being allocable to the building and $50,000
being allocable to the land). Such building
was completed on January 1, 1962, and at
that time had an estimated useful life of 50
years, with an estimated salvage value of
$20,000. Each apartment is of equal value.
Upon completion of the building, Y corpora-
tion mortgaged the land and building for
$150,000 and sold its total authorized capital
stock, consisting of 1000 shares of common
stock, for $100,000. The stock was purchased
by 10 individuals each of whom paid $10,000
for 100 shares. Each certificate for 100 shares
provides that the holder thereof is entitled
to a proprietary lease of a particular apart-
ment in the building. Each lease provides
that the lessee shall pay his proportionate
share of the corporation’s expenses including
an amount on account of the curtailment of
Y’s mortgage indebtedness. B, a calendar
year taxpayer, is the original owner of 100
shares of stock in Y corporation. On January
1, 1962, B subleases his apartment for a term
of 5 years. B’s stock in Y corporation is
treated as property subject to the allowance
for depreciation under section 167(a), and B,
who uses the straight line method of depre-

ciation for purposes of the computation pre-
scribed by paragraph (b)(1)(i) of this section,
computes the allowance for depreciation for
the taxable year 1962 with respect to such
stock as follows:
Y’s basis in the building ....................................... $200,000
Less: Estimated salvage value ............................ $20,000

Y’s basis for depreciation ............... $180,000

Annual straight line depreciation on Y’s building
(1/50 of $180,000) ............................................ $3,600

Proportion of outstanding shares of stock of Y
corporation (1,000) owned by B (100) ............. 1/10

B’s proportionate share of annual depreciation
(1/10 of $3,600) ................................................ $360

Depreciation allowance for 1962 with respect to
B’s stock (if the limitation in paragraph (c) of
this section is not applicable) ........................... $360

Example 2. The facts are the same as in Ex-
ample (1) except that the building con-
structed by Y corporation contained, in addi-
tion to the 10 apartments, space on the
ground floor for 2 stores which were rented
to persons who do not have a proprietary
lease of such space by reason of stock owner-
ship. Y corporation’s building has a total
area of 16,000 square feet, the 10 apartments
in such building have an area of 10,000 square
feet, and the 2 stores on the ground floor
have an area of 2,000 square feet. Thus, the
total rentable space in Y corporation’s build-
ing is 12,000 square feet. B, who uses the
straight line method of depreciation for pur-
poses of the computation prescribed by para-
graph (b)(1)(i) of this section, computes the
allowance for depreciation for the taxable
year 1962 with respect to his stock in Y cor-
poration as follows:
Y’s basis in the building ....................................... $200,000
Less: Estimated salvage value ............................ 20,000

Y’s basis for depreciation ...................... 180,000

Annual straight line depreciation on Y’s building
(1/50 of $180,000) ............................................ 3,600

Less: Amount representing rentable space not
subject to proprietary lease but held for rental
purposes over total rentable space
2,000÷12,000 (of $3,600) ................................. 600

Annual depreciation, as reduced .......... 3,000

B’s proportionate share of annual depreciation
(1/10 of $3,000) ................................................ 300

Depreciation allowance for 1962 with respect to
B’s stock (if the limitation in paragraph (c) of
this section is not applicable) ........................... 300

Example 3. The facts are the same as in Ex-
ample (1) except that B occupies his apart-
ment from January 1, 1962, until December
31, 1966, and that on January 1, 1967, B sells
his stock to C, an individual, for $15,000. C
thereby obtains a proprietary lease from Y
corporation with the same rights and obliga-
tions as B’s lease provided. Y corporation’s
records disclose that its outstanding mort-
gage indebtedness is $135,000 on January 1,
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1967. C, a physician, uses the entire apart-
ment solely as an office. C’s stock in Y cor-
poration is treated as property subject to the
allowance for depreciation under section
167(a), and C, who uses the straight line
method of depreciation for purposes of the
computation prescribed by paragraph
(b)(1)(i) of this section, computes the allow-
ance for depreciation for the taxable year
1967 with respect to such stock as follows:
Price paid for each share of stock in Y corpora-

tion purchased by C on 1–1–67
($15,000÷100) .................................................. $150

Per share price paid by C multiplied by total
shares of stock in Y corporation outstanding
on 1–1–67 ($150×1,000) .................................. 150,000

Y’s mortgage indebtedness outstanding on 1–1–
67 ..................................................................... 135,000

285,000
Less: Amount attributable to land (assumed to

be 1/5 of $285,000) .......................................... 57,000

228,000
Less: Estimated salvage value ............................ 20,000

Basis of Y’s building for purposes of computing
C’s depreciation ............................................... 208,000

Annual straight line depreciation (1/45 of
$208,000) ......................................................... 4,622.22

C’s proportionate share of annual depreciation
(1/10 of $4,622.22) ........................................... 462.22

Depreciation allowance for 1967 with respect to
C’s stock (if the limitation in paragraph (c) of
this section is not applicable) ........................... 462.22

[T.D. 6725, 29 FR 5665, Apr. 29, 1964, as amend-
ed by T.D. 8316, 55 FR 42006, Oct. 17, 1990]

§ 1.217–1 Deduction for moving ex-
penses paid or incurred in taxable
years beginning before January 1,
1970.

(a) Allowance of deduction—(1) In gen-
eral. Section 217(a) allows a deduction
from gross income for moving expenses
paid or incurred by the taxpayer during
the taxable year in connection with the
commencement of work as an em-
ployee at a new principal place of
work. Except as provided in section 217,
no deduction is allowable for any ex-
penses incurred by the taxpayer in con-
nection with moving himself, the mem-
bers of his family or household, or
household goods and personal effects.
The deduction allowable under this sec-
tion is only for expenses incurred after
December 31, 1963, in taxable years end-
ing after such date and beginning be-
fore January 1, 1970, except in cases
where a taxpayer makes an election
under paragraph (g) of § 1.217–2 with re-
spect to moving expenses paid or in-
curred before January 1, 1971, in con-

nection with the commencement of
work by such taxpayer as an employee
at a new principal place of work of
which such taxpayer has been notified
by his employer on or before December
19, 1969. To qualify for the deduction
the expenses must meet the definition
of the term ‘‘moving expenses’’ pro-
vided in section 217(b); the taxpayer
must meet the conditions set forth in
section 217(c); and, if the taxpayer re-
ceives a reimbursement or other ex-
pense allowance for an item of expense,
the deduction for the portion of the ex-
pense reimbursed is allowable only to
the extent that such reimbursement or
other expense allowance is included in
his gross income as provided in section
217(e). The deduction is allowable only
to a taxpayer who pays or incurs mov-
ing expenses in connection with his
commencement of work as an em-
ployee and is not allowable to a tax-
payer who pays or incurs such expenses
in connection with his commencement
of work as a self-employed individual.
The term employee as used in this sec-
tion has the same meaning as in
§ 31.3401(c)–1 of this chapter (Employ-
ment Tax Regulations). All references
to section 217 in this section are to sec-
tion 217 prior to the effective date of
section 231 of the Tax Reform Act of
1969 (83 Stat. 577).

(2) Commencement of work. To be de-
ductible, the moving expenses must be
paid or incurred by the taxpayer in
connection with the commencement of
work by him at a new principal place of
work (see paragraph (c)(3) of this sec-
tion for a discussion of the term prin-
cipal place of work). While it is not nec-
essary that the taxpayer have a con-
tract or commitment of employment
prior to his moving to a new location,
the deduction is not allowable unless
employment actually does occur. The
term commencement includes (i) the be-
ginning of work by a taxpayer for the
first time or after a substantial period
of unemployment or part-time employ-
ment, (ii) the beginning of work by a
taxpayer for a different employer, or
(iii) the beginning of work by a tax-
payer for the same employer at a new
location. To qualify as being in connec-
tion with the commencement of work,
the move for which moving expenses
are incurred must bear a reasonable
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proximity both in time and place to
such commencement. In general, mov-
ing expenses incurred within one year
of the date of the commencement of
work are considered to be reasonably
proximate to such commencement.
Moving expenses incurred in relocating
the taxpayer’s residence to a location
which is farther from his new principal
place of work than was his former resi-
dence are not generally to be consid-
ered as incurred in connection with
such commencement of work. For ex-
ample, if A is transferred by his em-
ployer from place X to place Y and A’s
old residence while he worked at place
X is 25 miles from Y, A will not gen-
erally be entitled to deduct moving ex-
penses in moving to a new residence 40
miles from Y even though the min-
imum distance limitation contained in
section 217(c)(1) is met. If, however, A
is required, as a condition of his em-
ployment, to reside at a particular
place, or if such residency will result in
an actual decrease in his commuting
time or expense, the expenses of the
move may be considered as incurred in
connection with his commencement of
work at place Y.

(b) Definition of moving expenses—(1)
In general. Section 217(b) defines the
term moving expenses to mean only the
reasonable expenses (i) of moving
household goods and personal effects
from the taxpayer’s former residence
to his new residence, and (ii) of trav-
eling (including meals and lodging)
from the taxpayer’s former residence
to his new place of residence. The test
of deductibility thus is whether the ex-
penses are reasonable and are incurred
for the items set forth in (i) and (ii)
above.

(2) Reasonable expenses. (i) The term
moving expenses includes only those ex-
penses which are reasonable under the
circumstances of the particular move.
Generally, expenses are reasonable
only if they are paid or incurred for
movement by the shortest and most di-
rect route available from the tax-
payer’s former residence to his new res-
idence by the conventional mode or
modes of transportation actually used
and in the shortest period of time com-
monly required to travel the distance
involved by such mode. Expenses paid
or incurred in excess of a reasonable

amount are not deductible. Thus, if
moving or travel arrangements are
made to provide a circuitous route for
scenic, stopover, or other similar rea-
sons, the additional expenses resulting
therefrom are not deductible since they
do not meet the test of reasonableness.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. A, an employee of the M Company
works and maintains his principal residence
in Boston, Massachusetts. Upon receiving or-
ders from his employer that he is to be
transferred to M’s Los Angeles, California of-
fice, A motors to Los Angeles with his fam-
ily with stopovers at various cities between
Boston and Los Angeles to visit friends and
relatives. In addition, A detours into Mexico
for sight-seeing. Because of the stopovers
and tour into Mexico, A’s travel time and
distance are increased over what they would
have been had he proceeded directly to Los
Angeles. To the extent that A’s route of
travel between Boston and Los Angeles is in
a generally southwesterly direction it may
be said that he is traveling by the shortest
and most direct route available by motor ve-
hicle. Since A’s excursion into Mexico is
away from the usual Boston-Los Angeles
route, the portion of the expenses paid or in-
curred attributable to such excursion is not
deductible. Likewise, that portion of the ex-
penses attributable to A’s delays en route
not necessitated by reasons of rest or repair
of his vehicle are not deductible.

(3) Expenses of moving household goods
and personal effects. Expenses of moving
household goods and personal effects
include expenses of transporting such
goods and effects owned by the tax-
payer or a member of his household
from the taxpayer’s former residence
to his new residence, and expenses of
packing, crating and in-transit storage
and insurance for such goods and ef-
fects. Expenses paid or incurred in
moving household goods and personal
effects to a taxpayer’s new residence
from a place other than his former resi-
dence are allowable, but only to the ex-
tent that such expenses do not exceed
the amount which would be allowable
had such goods and effects been moved
from the taxpayer’s former residence.
Examples of items not deductible as
moving expenses include, but are not
limited to, storage charges (other than
in-transit), costs incurred in the acqui-
sition of property, costs incurred and
losses sustained in the disposition of
property, penalties for breaking leases,
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mortgage penalties, expenses of refit-
ting rugs or draperies, expenses of con-
necting or disconnecting utilities,
losses sustained on the disposal of
memberships in clubs, tuition fees, and
similar items.

(4) Expenses of traveling. Expenses of
traveling include the cost of transpor-
tation and of meals and lodging en
route (including the date of arrival) of
both the taxpayer and members of his
household, who have both the tax-
payer’s former residence and the tax-
payer’s new residence as their principal
place of abode, from the taxpayer’s
former residence to his new place of
residence. Expenses of traveling do not
include, for example: living or other
expenses of the taxpayer and members
of his household following their date of
arrival at the new place of residence
and while they are waiting to enter the
new residence or waiting for their
household goods to arrive; expenses in
connection with house or apartment
hunting; living expenses preceding the
date of departure for the new place of
residence; expenses of trips for pur-
poses of selling property; expenses of
trips to the former residence by the
taxpayer pending the move by his fam-
ily to the new place of residence; or
any allowance for depreciation. The de-
duction for traveling expenses is allow-
able for only one trip made by the tax-
payer and members of his household;
however, it is not necessary that the
taxpayer and all members of his house-
hold travel together or at the same
time.

(5) Residence. The term former resi-
dence refers to the taxpayer’s principal
residence before his departure for his
new principal place of work. The term
new residence refers to the taxpayer’s
principal residence within the general
location of his new principal place of
work. Thus, neither term includes
other residences owned or maintained
by the taxpayer or members of his fam-
ily or seasonal residences such as a
summer beach cottage. Whether or not
property is used by the taxpayer as his
residence, and whether or not property
is used by the taxpayer as his principal
residence (in the case of a taxpayer
using more than one property as a resi-
dence), depends upon all the facts and
circumstances in each case. Property

used by the taxpayer as his principal
residence may include a houseboat, a
house trailer, or similar dwelling. The
term new place of residence generally
includes the area within which the tax-
payer might reasonably be expected to
commute to his new principal place of
work. The application of the terms
former residence, new residence and new
place of residence as defined in this
paragraph and as used in section
217(b)(1) may be illustrated in the fol-
lowing manner: Expenses of moving
household goods and personal effects
are moving expenses when paid or in-
curred for transporting such items
from the taxpayer’s former residence
to the taxpayer’s new residence (such
as from one street address to another).
Expenses of traveling, on the other
hand, are limited to those incurred be-
tween the taxpayer’s former residence
(a geographic point) and his new place
of residence (a commuting area) up to
and including the date of arrival. The
date of arrival is the day the taxpayer
secures lodging within that commuting
area, even if on a temporary basis.

(6) Individuals other than taxpayer. In
addition to the expenses set forth in
section 217(b)(1) which are attributable
to the taxpayer alone, the same type of
expenses attributable to certain indi-
viduals other than the taxpayer, if paid
or incurred by the taxpayer, are de-
ductible. Those other individuals must
(i) be members of the taxpayer’s house-
hold, and (ii) have both the taxpayer’s
former residence and his new residence
as their principal place of abode. A
member of the taxpayer’s household
may not be, for example, a tenant re-
siding in the taxpayer’s residence, nor
an individual such as a servant, gov-
erness, chauffeur, nurse, valet, or per-
sonal attendant.

(c) Conditions for allowance—(1) In
general. Section 217(c) provides two
conditions which must be satisfied in
order for a deduction of moving ex-
penses to be allowed under section
217(a). The first is a minimum distance
requirement prescribed by section
217(c)(1), and the second is a minimum
period of employment requirement pre-
scribed by section 217(c)(2).
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(2) Minimum distance. For purposes of
applying the minimum distance re-
quirement of section 217(c)(1) all tax-
payers are divided into one or the other
of the following categories: taxpayers
having a former principal place of
work, and taxpayers not having a
former principal place of work. In this
latter category are individuals who are
seeking full-time employment for the
first time (for example, recent high
school or college graduates), or individ-
uals who are re-entering the labor force
after a substantial period of unemploy-
ment or part-time employment.

(i) In the case of a taxpayer having a
former principal place of work, section
217(c)(1)(A) provides that no deduction
is allowable unless the distance be-
tween his new principal place of work
and his former residence exceeds by at
least 20 miles the distance between his
former principal place of work and
such former residence.

(ii) In the case of a taxpayer not hav-
ing a former principal place of work,
section 217(c)(1)(B) provides that no de-
duction is allowable unless the dis-
tance between his new principal place
of work and his former residence is at
least 20 miles.

(iii) For purposes of measuring dis-
tances under section 217(c)(1) all com-
putations are to be made on the basis
of a straight-line measurement.

(3) Principal place of work. (i) A tax-
payer’s ‘‘principal place of work’’ usu-
ally is the place at which he spends
most of his working time. Generally,
where a taxpayer performs services as
an employee, his principal place of
work is his employer’s plant, office,
shop, store or other property. However,
a taxpayer may have a principal place
of work even if there is no one place at
which he spends a substantial portion
of his working time. In such case, the
taxpayer’s principal place of work is
the place at which his business activi-
ties are centered— for example, be-
cause he reports there for work, or is
otherwise required either by his em-
ployer or the nature of his employment
to ‘‘base’’ his employment there. Thus,
while a member of a railroad crew, for
example, may spend most of his work-
ing time aboard a train, his principal
place of work is his home terminal,
station, or other such central point

where he reports in, checks out, or re-
ceives instructions. In those cases
where the taxpayer is employed by a
number of employers on a relatively
short-term basis, and secures employ-
ment by means of a union hall system
(such as a construction or building
trades worker), the taxpayer’s prin-
cipal place of work would be the union
hall.

(ii) In cases where a taxpayer has
more than one employment (i.e., more
than one employer at any particular
time) his principal place of work is
usually determined with reference to
his principal employment. The location
of a taxpayer’s principal place of work
is necessarily a question of fact which
must be determined on the basis of the
particular circumstances in each case.
The more important factors to be con-
sidered in making a factual determina-
tion regarding the location of a tax-
payer’s principal place of work are (a)
the total time ordinarily spent by the
taxpayer at each place, (b) the degree
of the taxpayer’s business activity at
each place, and (c) the relative signifi-
cance of the financial return to the
taxpayer from each place.

(iii) In general, a place of work is not
considered to be the taxpayer’s prin-
cipal place of work for purposes of this
section if the taxpayer maintains an
inconsistent position, for example, by
claiming an allowable deduction under
section 162 (relating to trade or busi-
ness expenses) for traveling expenses
‘‘while away from home’’ with respect
to expenses incurred while he is not
away from such place of work and after
he has incurred moving expenses for
which a deduction is claimed under
this section.

(4) Minimum period of employment.
Under section 217(c)(2), no deduction is
allowed unless, during the 12-month pe-
riod immediately following the tax-
payer’s arrival in the general location
of his new principal place of work, he is
a full-time employee, in such general
location, during at least 39 weeks.

(i) The 12-month period and the 39-
week period set forth in section
217(c)(2) are measured from the date of
the taxpayer’s arrival in the general lo-
cation of his new principal place of
work. Generally, the taxpayer’s date of
arrival is the date of the termination
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of the last trip preceding the tax-
payer’s commencement of work on a
regular basis, regardless of the date on
which the taxpayer’s family or house-
hold goods and effects arrive.

(ii) It is not necessary that the tax-
payer remain in the employ of the
same employer for 39 weeks, but only
that he be employed in the same gen-
eral location of his new principal place
of work during such period. The general
location of the new principal place of
work refers to the area within which
an individual might reasonably be ex-
pected to commute to such place of
work, and will usually be the same
area as is known as the new place of res-
idence; see paragraph (b)(5) of this sec-
tion.

(iii) Only a week during which the
taxpayer is a full-time employee quali-
fies as a week of work for purposes of
the 39-week requirement of section
217(c)(2). Whether an employee is a full-
time employee during any particular
week depends upon the customary
practices of the occupation in the geo-
graphic area in which the taxpayer
works. In the case of occupations
where employment is on a seasonal
basis, weeks occuring in the off-season
when no work is required or available
(as the case may be) may be counted as
weeks of full-time employment only if
the employee’s contract or agreement
of employment covers the off-season
period and the off-season period is less
than 6 months. Thus, a school teacher
whose employment contract covers a
12-month period and who teaches on a
full-time basis for more than 6 months
in fulfillment of such contract is con-
sidered a full-time employee during the
entire 12-month period. A taxpayer will
not be deemed as other than a full-time
employee during any week merely be-
cause of periods of involuntary tem-
porary absence from work, such as
those due to illness, strikes, shutouts,
layoffs, natural disasters, etc.

(iv) In the case of taxpayers filing a
joint return, either spouse may satisfy
this 39-week requirement. However,
weeks worked by one spouse may not
be added to weeks worked by the other
spouse in order to satisfy such require-
ment.

(v) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A is an electrician residing in
New York City. Having heard of the possi-
bility of better employment prospects in
Denver, Colorado, he moves himself, his fam-
ily and his household goods and personal ef-
fects, at his own expense, to Denver where he
secures employment with the M Aircraft
Corporation. After working full-time for 30
weeks his job is terminated, and he subse-
quently moves to and secures employment in
Los Angeles, California, which employment
lasts for more than 39 weeks. Since A was
not employed in the general location of his
new principal place of employment while in
Denver for at least 39 weeks, no deduction is
allowable for moving expenses paid or in-
curred between New York City and Denver. A
will be allowed to deduct only those moving
expenses attributable to his move from Den-
ver to Los Angeles, assuming all other condi-
tions of section 217 are met.

Example 2. Assume the same facts as in Ex-
ample (1), except that B, A’s wife, secures em-
ployment in Denver at the same time as A,
and that she continues to work in Denver for
at least 9 weeks after A’s departure for Los
Angeles. Since she has met the 39-week re-
quirement in Denver, and assuming all other
requirements of section 217 are met, the
moving expenses paid by A attributable to
the move from New York City to Denver will
be allowed as a deduction, provided A and B
filed a joint return.

Example 3. Assume the same facts as in Ex-
ample (1), except that B, A’s wife, secures em-
ployment in Denver on the same day that A
departs for Los Angeles, and continues to
work in Denver for 9 weeks thereafter. Since
neither A (who has worked 30 weeks) nor B
(who has worked 9 weeks) has independently
satisfied the 39-week requirement, no deduc-
tion for moving expenses attributable to the
move from New York City to Denver is al-
lowable.

(d) Rules for application of section
217(c)(2)—(1) Inapplicability of 39-week
test to reimbursed expenses. (i) Paragraph
(1) of section 217(d) provides that the
39-week employment condition of sec-
tion 217(c)(2) does not apply to any
moving expense item to the extent that
the taxpayer receives reimbursement
or other allowance from his employer
for such item. A reimbursement or
other allowance to an employee for ex-
penses of moving, in the absence of a
specific allocation by the employer, is
allocated first to items deductible
under section 217(a) and then, if a
balance remains, to items not so de-
ductible.
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(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A, a recent college graduate,
with his residence in Washington, DC, is
hired by the M Corporation in San Fran-
cisco, California. Under the terms of the em-
ployment contract, M agrees to reimburse A
for three-fifths of his moving expenses from
Washington to San Francisco. A moves to
San Francisco, and pays $1,000 for expenses
incurred, for which he is reimbursed $600 by
M. After working for M for a period of 3
months, A becomes dissatisfied with the job
and returns to Washington to continue his
education. Since he has failed to satisfy the
39-week requirement of section 217(c)(2) the
expenses totaling $400 for which A has re-
ceived no reimbursement are not deductible.
Under the special rule of section 217(d)(1),
however, the deduction for the $600 reim-
bursed moving expenses is not disallowed by
reason of section 217(c)(2).

Example 2. B, a self-employed accountant,
who works and resides in Columbus, Ohio, is
hired by the N Company in St. Petersburg,
Florida. Pursuant to its policy with respect
to newly hired employees, N agrees to reim-
burse B to the extent of $1,000 of the expenses
incurred by him in connection with his move
to St. Petersburg, allocating $700 for the
items specified in section 217(b)(1), and $300
for ‘‘temporary living expenses.’’ B moves to
St. Petersburg, and incurs $800 of ‘‘moving
expenses’’ and $300 of ‘‘temporary living ex-
penses’’ in St. Petersburg. B receives reim-
bursement of $1,000 from N, which amount is
included in his gross income. Assuming B
fails to satisfy the 39-week test of section
217(c)(2), he will nevertheless be allowed to
deduct $700 as a moving expense. On the
other hand, had N made no allocation be-
tween deductible and non-deductible items,
B would have been allowed to deduct $800
since, in the absence of a specific allocation
of the reimbursement by N, it is presumed
that the reimbursement was for items speci-
fied in section 217(b)(1) to the extent thereof.

(2) Election of deduction before 39-week
test is satisfied. (i) Paragraph (2) of sec-
tion 217(d) provides a special rule which
applies in those cases where a taxpayer
paid or incurred, in a particular tax-
able year, moving expenses which
would be deductible in that taxable
year except for the fact that the 39-
week employment condition of section
217(c)(2) has not been satisfied before
the time prescribed by law (including
extensions thereof) for filing the return
for such taxable year. The rule pro-
vides that where a taxpayer has paid or
incurred moving expenses and as of the
date prescribed by section 6072 for fil-

ing his return for such taxable year, in-
cluding extensions thereof as may be
allowed under section 6081, there re-
mains unexpired a sufficient portion of
the 12-month period so that it is still
possible for the taxpayer to satisfy the
39-week requirement, then the tax-
payer may elect to claim a deduction
for such moving expenses on the return
for such taxable year. The election
shall be exercised by taking the deduc-
tion on the return filed within the time
prescribed by section 6072 (including
extensions as may be allowed under
section 6081). It is not necessary that
the taxpayer wait until the date pre-
scribed by law for filing his return in
order to make the election. He may
make the election on an early return
based upon the facts known on the date
such return is filed. However, an elec-
tion made on an early return will be-
come invalid if, as of the date pre-
scribed by law for filing the return, it
is not possible for the taxpayer to sat-
isfy the 39-week requirement.

(ii) In the event that a taxpayer does
not elect to claim a deduction for mov-
ing expenses on the return for the tax-
able year in which such expenses were
paid or incurred in accordance with (i)
of this subparagraph, and the 39-week
employment condition of section
217(c)(2) (as well as all other require-
ments of section 217) is subsequently
satisfied, then the taxpayer may file an
amended return for the taxable year in
which such moving expenses were paid
or incurred on which he may claim a
deduction under section 217. The tax-
payer may, in lieu of filing an amended
return, file a claim for refund based
upon the deduction allowable under
section 217.

(iii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A is transferred by his em-
ployer, M, from Boston, Massachusetts, to
Cleveland, Ohio, and begins working there on
November 1, 1964, followed by his family and
household goods and personal effects on No-
vember 15, 1964. Moving expenses are paid or
incurred by A in 1964 in connection with this
move. On April 15, 1965, when A files his in-
come tax return for the year 1964, A has been
a full-time employee in Cleveland for ap-
proximately 24 weeks. Notwithstanding the
fact that as of April 15, 1965, A has not satis-
fied the 39-week employment condition of
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section 217(c)(2) he may nevertheless elect to
claim his 1964 moving expenses on his 1964 in-
come tax return since there is still sufficient
time remaining before November 1, 1965,
within which to satisfy the 39-week require-
ment.

Example 2. Assume the facts are the same
as in Example (1), except that as of April 15,
1965, A has left the employ of M, and is in the
process of seeking further employment in
Cleveland. Since, under these conditions, A
may be unsure whether or not he will be able
to satisfy the 39-week requirement by No-
vember 1, 1965, he may not wish to avail him-
self of the election provided by section
217(d)(2). In such event, A may wait until he
has actually satisfied the 39-week require-
ment, at which time he may file an amended
return claiming as a deduction the moving
expenses paid or incurred in 1964. A may, in
lieu of filing an amended return, file a claim
for refund based upon a deduction for such
expenses. Should A fail to satisfy the 39-
week requirement on or before November 1,
1965, no deduction is allowable for moving
expenses incurred in 1964.

(3) Recapture of deduction where 39-
week test is not met. Paragraph (3) of
section 217(d) provides a special rule
which applies in cases where a tax-
payer has deducted moving expenses
under the election provided in section
217(d)(2) prior to his satisfying the 39-
week employment condition of section
217(c)(2), and the 39-week test is not
satisfied during the taxable year imme-
diately following the taxable year in
which the expenses were deducted. In
such cases an amount equal to the ex-
penses which were deducted must be in-
cluded in the taxpayer’s gross income
for the taxable year immediately fol-
lowing the taxable year in which the
expenses were deducted. In the event
the taxpayer has deducted moving ex-
penses under the election provided in
section 217(d)(2) for the taxable year,
and subsequently files an amended re-
turn for such year on which he elimi-
nates such deduction, such expenses
will not be deemed to have been de-
ducted for purposes of the recapture
rule of the preceding sentence.

(e) Disallowance of deduction with re-
spect to reimbursements not included in
gross income. Section 217(e) provides
that no deduction shall be allowed
under section 217 for any item to the
extent that the taxpayer receives reim-
bursement or other expense allowance
for such item unless the amount of
such reimbursement or other expense

allowance is included in his gross in-
come. A reimbursement or other allow-
ance to an employee for expenses of
moving, in the absence of a specific al-
location by the employer, is allocated
first to items deductible under section
217(a) and then, if a balance remains, to
items not so deductible. For purposes
of this section, moving services fur-
nished in-kind, directly or indirectly,
by a taxpayer’s employer to the tax-
payer or members of his household are
considered as being a reimbursement or
other allowance received by the tax-
payer for moving expenses. If a tax-
payer pays or incurs moving expenses
and either prior or subsequent thereto
receives reimbursement or other ex-
pense allowance for such item, no de-
duction is allowed for such moving ex-
penses unless the amount of the reim-
bursement or other expense allowance
is included in his gross income in the
year in which such reimbursement or
other expense allowance is received. In
those cases where the reimbursement
or other expense allowance is received
by a taxpayer for an item of moving ex-
pense subsequent to his having claimed
a deduction for such item, and such re-
imbursement or other expense allow-
ance is properly excluded from gross
income in the year in which received,
the taxpayer must file an amended re-
turn for the taxable year in which the
moving expenses were deducted and de-
crease such deduction by the amount of
the reimbursement or other expense al-
lowance not included in gross income.
This does not mean, however, that a
taxpayer has an option to include or
not include in his gross income an
amount received as reimbursement or
other expense allowance in connection
with his move as an employee. This
question remains one which must be
resolved under section 61(a) (relating to
the definition of gross income).

[T.D. 6796, 30 FR 1038, Feb. 2, 1965, as amend-
ed by T.D. 7195, 37 FR 13535, July 11, 1972]

§ 1.217–2 Deduction for moving ex-
penses paid or incurred in taxable
years beginning after December 31,
1969.

(a) Allowance of deduction—(1) In gen-
eral. Section 217(a) allows a deduction
from gross income for moving expenses
paid or incurred by the taxpayer during
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the taxable year in connection with his
commencement of work as an em-
ployee or as a self-employed individual
at a new principal place of work. For
purposes of this section, amounts are
considered as being paid or incurred by
an individual whether goods or services
are furnished to the taxpayer directly
(by an employer, a client, a customer,
or similar person) or indirectly (paid to
a third party on behalf of the taxpayer
by an employer, a client, a customer,
or similar person). A cash basis tax-
payer will treat moving expenses as
being paid for purposes of section 217
and this section in the year in which
the taxpayer is considered to have re-
ceived such payment under section 82
and § 1.82–1. No deduction is allowable
under section 162 for any expenses in-
curred by the taxpayer in connection
with moving from one residence to an-
other residence unless such expenses
are deductible under section 162 with-
out regard to such change in residence.
To qualify for the deduction under sec-
tion 217 the expenses must meet the
definition of the term moving expenses
provided in section 217(b) and the tax-
payer must meet the conditions set
forth in section 217(c). The term em-
ployee as used in this section has the
same meaning as in § 31.3401(c)–1 of this
chapter (Employment Tax Regula-
tions). The term self-employed indi-
vidual as used in this section is defined
in paragraph (f)(1) of this section.

(2) Expenses paid in a taxable year
other than the taxable year in which re-
imbursement representing such expenses is
received. In general, moving expenses
are deductible in the year paid or in-
curred. If a taxpayer who uses the cash
receipts and disbursements method of
accounting receives reimbursement for
a moving expense in a taxable year
other than the taxable year the tax-
payer pays such expense, he may elect
to deduct such expense in the taxable
year that he receives such reimburse-
ment, rather than the taxable year
when he paid such expense in any case
where:

(i) The expense is paid in a taxable
year prior to the taxable year in which
the reimbursement is received, or

(ii) The expense is paid in the taxable
year immediately following the taxable
year in which the reimbursement is re-

ceived, provided that such expense is
paid on or before the due date pre-
scribed for filing the return (deter-
mined with regard to any extension of
time for such filing) for the taxable
year in which the reimbursement is re-
ceived.
An election to deduct moving expenses
in the taxable year that the reimburse-
ment is received shall be made by
claiming the deduction on the return,
amended return, or claim for refund for
the taxable year in which the reim-
bursement is received.

(3) Commencement of work. (i) To be
deductible the moving expenses must
be paid or incurred by the taxpayer in
connection with his commencement of
work at a new principal place of work
(see paragraph (c)(3) of this section for
a discussion of the term principal place
of work). Except for those expenses de-
scribed in section 217(b)(1) (C) and (D)
it is not necessary for the taxpayer to
have made arrangements to work prior
to his moving to a new location; how-
ever, a deduction is not allowable un-
less employment or self-employment
actually does occur. The term com-
mencement includes (a) the beginning of
work by a taxpayer as an employee or
as a self-employed individual for the
first time or after a substantial period
of unemployment or part-time employ-
ment, (b) the beginning of work by a
taxpayer for a different employer or in
the case of a self-employed individual
in a new trade or business, or (c) the
beginning of work by a taxpayer for
the same employer or in the case of a
self-employed individual in the same
trade or business at a new location. To
qualify as being in connection with the
commencement of work, the move
must bear a reasonable proximity both
in time and place to such commence-
ment at the new principal place of
work. In general, moving expenses in-
curred within 1 year of the date of the
commencement of work are considered
to be reasonably proximate in time to
such commencement. Moving expenses
incurred after the 1-year period may be
considered reasonably proximate in
time if it can be shown that cir-
cumstances existed which prevented
the taxpayer from incurring the ex-
penses of moving within the 1-year pe-
riod allowed. Whether circumstances
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existed which prevented the taxpayer
from incurring the expenses of moving
within the period allowed is dependent
upon the facts and circumstances of
each case. The length of the delay and
the fact that the taxpayer may have
incurred part of the expenses of the
move within the 1-year period allowed
shall be taken into account in deter-
mining whether expenses incurred after
such period are allowable. In general, a
move is not considered to be reason-
ably proximate in place to the com-
mencement of work at the new
princpal place of work where the dis-
tance between the taxpayer’s new resi-
dence and his new principal place of
work exceeds the distance between his
former residence and his new principal
place of work. A move to a new resi-
dence which does not satisfy this test
may, however, be considered reason-
ably proximate in place to the com-
mencement of work if the taxpayer can
demonstrate, for example, that he is
required to live at such residence as a
condition of employment or that living
at such residence will result in an ac-
tual decrease in commuting time or ex-
pense. For example, assume that in
1977 A is transferred by his employer to
a new principal place of work and the
distance between his former residence
and his new principal place of work is
35 miles greater than was the distance
between his former residence and his
former principal place of work. How-
ever, the distance between his new resi-
dence and his new principal place of
work is 10 miles greater than was the
distance between his former residence
and his new principal place of work. Al-
though the minimum distance require-
ment of section 217(c)(1) is met the ex-
penses of moving to the new residence
are not considered as incurred in con-
nection with A’s commencement of
work at his new principal place of work
since the new residence is not proxi-
mate in place to the new place of work.
If, however, A can demonstrate, for ex-
ample, that he is required to live at
such new residence as a condition of
employment or if living at such new
residence will result in an actual de-
crease in commuting time or expense,
the expenses of the move may be con-
sidered as incurred in connection with

A’s commencement of work at his new
principal place of work.

(ii) The provisions of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example 1. Assume that A is tranferred by
his employer from Boston, MA, to Wash-
ington, DC. A moves to a new residence in
Washington, DC, and commences work on
February 1, 1971. A’s wife and his two chil-
dren remain in Boston until June 1972 in
order to allow A’s children to complete their
grade school education in Boston. On June 1,
1972, A sells his home in Boston and his wife
and children move to the new residence in
Washington, DC. The expenses incurred on
June 1, 1972, in selling the old residence and
in moving A’s family, their household goods,
and personal effects to the new residence in
Washington are allowable as a deduction al-
though they were incurred 16 months after
the date of the commencement of work by A
since A has moved to and established a new
residence in Washington, DC, and thus in-
curred part of the total expenses of the move
prior to the expiration of the 1-year period.

Example 2. Assume that A is transferred by
his employer from Washington, DC, to
Baltimore, MD. A commences work on Janu-
ary 1, 1971, in Baltimore. A commutes from
his residence in Washington to his new prin-
cipal place of work in Baltimore for a period
of 18 months. On July 1, 1972, A decides to
move to and establish a new residence in
Baltimore. None of the moving expenses oth-
erwise allowable under section 217 may be
deducted since A neither incurred the ex-
penses within 1 year nor has shown cir-
cumstances under which he was prevented
from moving within such period.

(b) Definition of moving expenses—(1)
In general. Section 217(b) defines the
term moving expenses to mean only the
reasonable expenses (i) of moving
household goods and personal effects
from the taxpayer’s former residence
to his new residence, (ii) of traveling
(including meals and lodging) from the
taxpayer’s former residence to his new
place of residence, (iii) of traveling (in-
cluding meals and lodging), after ob-
taining employment, from the tax-
payer’s former residence to the general
location of his new principal place of
work and return, for the principal pur-
pose of searching for a new residence,
(iv) of meals and lodging while occu-
pying temporary quarters in the gen-
eral location of the new principal place
of work during any period of 30 con-
secutive days after obtaining employ-
ment, or (v) of a nature constituting
qualified residence sale, purchase, or
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lease expenses. Thus, the test of de-
ductibility is whether the expenses are
reasonable and are incurred for the
items set forth in subdivisions (i)
through (v) of this subparagraph.

(2) Reasonable expenses. (i) The term
moving expenses includes only those ex-
penses which are reasonable under the
circumstances of the particular move.
Expenses paid or incurred in excess of a
reasonable amount are not deductible.
Generally, expenses paid or incurred
for movement of household goods and
personal effects or for travel (including
meals and lodging) are reasonable only
to the extent that they are paid or in-
curred for such movement or travel by
the shortest and most direct route
available from the former residence to
the new residence by the conventional
mode or modes of transportation actu-
ally used and in the shortest period of
time commonly required to travel the
distance involved by such mode. Thus,
if moving or travel arrangements are
made to provide a circuitous route for
scenic, stopover, or other similar rea-
sons, additional expenses resulting
therefrom are not deductible since they
are not reasonable nor related to the
commencement of work at the new
principal place of work. In addition, ex-
penses paid or incurred for meals and
lodging while traveling from the
former residence to the new place of
residence or to the general location of
the new principal place of work and re-
turn or occupying temporary quarters
in the general location of the new prin-
cipal place of work are reasonable only
if under the facts and circumstances
involved such expenses are not lavish
or extravagant.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. A, an employee of the M Company
works and maintains his residence in Boston,
MA. Upon receiving orders from his em-
ployer that he is to be transferred to M’s Los
Angeles, CA, office, A motors to Los Angeles
with his family with stopovers at various
cities between Boston and Los Angeles to
visit friends and relatives. In addition, A de-
tours into Mexico for sightseeing. Because of
the stopovers and tour into Mexico, A’s trav-
el time and distance are increased over what
they would have been had he proceeded di-
rectly to Los Angeles. To the extent that A’s
route of travel between Boston and Los An-
geles is in a generally southwesterly direc-

tion it may be said that he is traveling by
the shortest and most direct route available
by motor vehicle. Since A’s excursion into
Mexico is away from the usual Boston-Los
Angeles route, the portion of the expenses
paid or incurred attributable to such excur-
sion is not deductible. Likewise, that portion
of the expenses attributable to A’s delay en
route in visiting personal friends and sight-
seeing are not deductible.

(3) Expense of moving household goods
and personal effects. Expenses of moving
household goods and personal effects
include expenses of transporting such
goods and effects from the taxpayer’s
former residence to his new residence,
and expenses of packing, crating, and
in-transit storage and insurance for
such goods and effects. Such expenses
also include any costs of connecting or
disconnecting utilities required be-
cause of the moving of household
goods, appliances, or personal effects.
Expenses of storing and insuring house-
hold goods and personal effects con-
stitute in-transit expenses if incurred
within any consecutive 30-day period
after the day such goods and effects are
moved from the taxpayer’s former resi-
dence and prior to delivery at the tax-
payer’s new residence. Expenses paid or
incurred in moving household goods
and personal effects to the taxpayer’s
new residence from a place other than
his former residence are allowable, but
only to the extent that such expenses
do not exceed the amount which would
be allowable had such goods and effects
been moved from the taxpayer’s former
residence. Expenses of moving house-
hold goods and personal effects do not
include, for example, storage charges
(other than in-transit), costs incurred
in the acquisition of property, costs in-
curred and losses sustained in the dis-
position of property, penalties for
breaking leases, mortgage penalties,
expenses of refitting rugs or draperies,
losses sustained on the disposal of
memberships in clubs, tuition fees, and
similar items. The above expenses
may, however, be described in other
provisions of section 217(b) and if so a
deduction may be allowed for them
subject to the allowable dollar limita-
tions.

(4) Expenses of traveling from the
former residence to the new place of resi-
dence. Expenses of traveling from the
former residence to the new place of
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residence include the cost of transpor-
tation and of meals and lodging en
route (including the date of arrival)
from the taxpayer’s former residence
to his new place of residence. Expenses
of meals and lodging incurred in the
general location of the former resi-
dence within 1 day after the former res-
idence is no longer suitable for occu-
pancy because of the removal of house-
hold goods and personal effects shall be
considered as expenses of traveling for
purposes of this subparagraph. The
date of arrival is the day the taxpayer
secures lodging at the new place of res-
idence, even if on a temporary basis.
Expenses of traveling from the tax-
payer’s former residence to his new
place of residence do not include, for
example, living or other expenses fol-
lowing the date of arrival at the new
place of residence and while waiting to
enter the new residence or waiting for
household goods to arrive, expenses in
connection with house or apartment
hunting, living expenses preceding date
of departure for the new place of resi-
dence (other than expenses of meals
and lodging incurred within 1 day after
the former residence is no longer suit-
able for occupancy), expenses of trips
for purposes of selling property, ex-
penses of trips to the former residence
by the taxpayer pending the move by
his family to the new place of resi-
dence, or any allowance for deprecia-
tion. The above expenses may, how-
ever, be described in other provisions of
section 217(b) and if so a deduction may
be allowed for them subject to the al-
lowable dollar limitations. The deduc-
tion for traveling expenses from the
former residence to the new place of
residence is allowable for only one trip
made by the taxpayer and members of
his household; however, it is not nec-
essary that the taxpayer and all mem-
bers of his household travel together or
at the same time.

(5) Expenses of traveling for the prin-
cipal purpose of looking for a new resi-
dence. Expenses of traveling, after ob-
taining employment, from the former
residence to the general location of the
new principal place of work and return,
for the principal purpose of searching
for a new residence include the cost of
transportation and meals and lodging
during such travel and while at the

general location of the new place of
work for the principal purpose of
searching for a new residence. How-
ever, such expenses do not include, for
example, expenses of meals and lodging
of the taxpayer and members of his
household before departing for the new
principal place of work, expenses for
trips for purposes of selling property,
expenses of trips to the former resi-
dence by the taxpayer pending the
move by his family to the place of resi-
dence, or any allowance for deprecia-
tion. The above expenses may, how-
ever, be described in other provisions of
section 217(b) and if so a deduction may
be allowed for them. The deduction for
expenses of traveling for the principal
purpose of looking for a new residence
is not limited to any number of trips
by the taxpayer and by members of his
household. In addition, the taxpayer
and all members of his household need
not travel together or at the same
time. Moreover, a trip need not result
in acquisition of a lease of property or
purchase of property. An employee is
considered to have obtained employ-
ment in the general location of the new
principal place of work after he has ob-
tained a contract or agreement of em-
ployment. A self-employed individual
is considered to have obtained employ-
ment when he has made substantial ar-
rangements to commence work at the
new principal place of work (see para-
graph (f)(2) of this section for a discus-
sion of the term made substantial ar-
rangements to commence to work).

(6) Expenses of occupying temporary
quarters. Expenses of occupying tem-
porary quarters include only the cost
of meals and lodging while occupying
temporary quarters in the general loca-
tion of the new principal place of work
during any period of 30 consecutive
days after the taxpayer has obtained
employment in such general location.
Thus, expenses of occupying temporary
quarters do not include, for example,
the cost of entertainment, laundry,
transportation, or other personal, liv-
ing family expenses, or expenses of oc-
cupying temporary quarters in the gen-
eral location of the former place of
work. The 30 consecutive day period is
any one period of 30 consecutive days
which can begin, at the option of the
taxpayer, on any day after the day the
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taxpayer obtains employment in the
general location of the new principal
place of work.

(7) Qualified residence sale, purchase,
or lease expenses. Qualified residence
sale, purchase, or lease expenses (here-
inafter ‘‘qualified real estate ex-
penses’’) are only reasonable amounts
paid or incurred for any of the fol-
lowing purposes:

(i) Expenses incident to the sale or
exchange by the taxpayer or his spouse
of the taxpayer’s former residence
which, but for section 217 (b) and (e),
would be taken into account in deter-
mining the amount realized on the sale
or exchange of the residence. These ex-
penses include real estate commis-
sions, attorneys’ fees, title fees, escrow
fees, so called ‘‘points’’ or loan place-
ment charges which the seller is re-
quired to pay, State transfer taxes and
similar expenses paid or incurred in
connection with the sale or exchange.
No deduction, however, is permitted
under section 217 and this section for
the cost of physical improvements in-
tended to enhance salability by im-
proving the condition or appearance of
the residence.

(ii) Expenses incident to the purchase
by the taxpayer or his spouse of a new
residence in the general location of the
new principal place of work which, but
for section 217 (b) and (e), would be
taken into account in determining ei-
ther the adjusted basis of the new resi-
dence or the cost of a loan. These ex-
penses include attorney’s fees, escrow
fees, appraisal fees, title costs, so-
called ‘‘points’’ or loan placement
charges not representing payments or
prepayments of interest, and similar
expenses paid or incurred in connection
with the purchase of the new residence.
No deduction, however, is permitted
under section 217 and this section for
any portion of real estate taxes or in-
surance, so-called ‘‘points’’ or loan
placement charges which are, in es-
sence, prepayments of interest, or the
purchase price of the residence.

(iii) Expenses incident to the settle-
ment of an unexpired lease held by the
taxpayer or his spouse on property
used by the taxpayer as his former resi-
dence. These expenses include consider-
ation paid to a lessor to obtain a re-
lease from a lease, attorneys’ fees, real

estate commissions, or similar ex-
penses incident to obtaining a release
from a lease or to obtaining an as-
signee or a sublessee such as the dif-
ference between rent paid under a pri-
mary lease and rent received under a
sublease. No deduction, however, is
permitted under section 217 and this
section for the cost of physical im-
provement intended to enhance mar-
ketability of the leasehold by improv-
ing the condition or appearance of the
residence.

(iv) Expenses incident to the acquisi-
tion of a lease by the taxpayer or his
spouse. These expenses include the cost
of fees or commissions for obtaining a
lease, a sublease, or an assignment of
an interest in property used by the tax-
payer as his new residence in the gen-
eral location of the new principal place
of work. No deduction, however, is per-
mitted under section 217 and this sec-
tion for payments or prepayments of
rent or payments representing the cost
of a security or other similar deposit.
Qualified real estate expenses do not
include losses sustained on the disposi-
tion of property or mortgage penalties,
to the extent that such penalties are
otherwise deductible as interest.

(8) Residence. The term former resi-
dence refers to the taxpayer’s principal
residence before his departure for his
new principal place of work. The term
new residence refers to the taxpayer’s
principal residence within the general
location of his new principal place of
work. Thus, neither term includes
other residences owned or maintained
by the taxpayer or members of his fam-
ily or seasonal residences such as a
summer beach cottage. Whether or not
property is used by the taxpayer as his
principal residence depends upon all
the facts and circumstances in each
case. Property used by the taxpayer as
his principal residence may include a
houseboat, a housetrailer, or similar
dwelling. The term new place of resi-
dence generally includes the area with-
in which the taxpayer might reason-
ably be expected to commute to his
new principal place of work.

(9) Dollar limitations. (i) Expenses de-
scribed in subparagraphs (A) and (B) of
section 217(b)(1) are not subject to an
overall dollar limitation. Thus, assum-
ing all other requirements of section
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217 are satisfied, a taxpayer who, in
connection with his commencement of
work at a new principal place of work,
pays or incurs reasonable expenses of
moving household goods and personal
effects from his former residence to his
new place of residence and reasonable
expenses of traveling, including meals
and lodging, from his former residence
to his new place of residence is per-
mitted to deduct the entire amount of
these expenses.

(ii) Expenses described in subpara-
graphs (C), (D), and (E) of section
217(b)(1) are subject to an overall dollar
limitation for each commencement of
work of 3,000 ($2,500 in the case of a
commencement of work in a taxable
year beginning before January 1, 1977),
of which the expenses described in sub-
paragraphs (C) and (D) of section
217(b)(1) cannot exceed $1,500 ($1,000 in
the case of a commencement of work in
a taxable year beginning before Janu-
ary 1, 1977). The dollar limitation ap-
plies to the amount of expenses paid or
incurred in connection with each com-
mencement of work and not to the
amount of expenses paid or incurred in
each taxable year. Thus, for example, a
taxpayer who paid or incurred $2,000 of
expenses described in subparagraphs
(C), (D), and (E) of section 217(b)(1) in
taxable year 1977 in connection with
his commencement of work at a prin-
cipal place of work and paid or in-
curred an additional $2,000 of such ex-
penses in taxable year 1978 in connec-
tion with the same commencement of
work is permitted to deduct the $2,000
of such expenses paid or incurred in
taxable year 1977 and only $1,000 of
such expenses paid or incurred in tax-
able year 1978.

(iii) A taxpayer who pays or incurs
expenses described in subparagraphs
(C), (D), and (E) of section 217(b)(1) in
connection with the same commence-
ment of work may choose to deduct
any combination of such expenses
within the dollar amounts specified in
subdivision (ii) of this subparagraph.
For example, a taxpayer who pays or
incurs such expenses in connection
with the same commencement of work
may either choose to deduct: (a) Ex-
penses described in subparagraphs (C)
and (D) of section 217(b)(1) to the ex-
tent of $1,500 ($1,000 in the case of a

commencement of work in a taxable
year beginning before January 1, 1977)
before deducting any of the expenses
described in subparagraph (E) of such
section, or (b) expenses described in
subparagraph (E) of section 217(b)(1) to
the extent of $3,000 ($2,500 in the case of
a commencement of work in a taxable
year beginning before January 1, 1977)
before deducting any of the expenses
described in subparagraphs (C) and (D)
of such section.

(iv) For the purpose of computing the
dollar limitation contained in subpara-
graph (A) of section 217(b)(3) a com-
mencement of work by a taxpayer at a
new principal place of work and a com-
mencement of work by his spouse at a
new principal place of work which are
in the same general location constitute
a single commencement of work. Two
principal places of work are treated as
being in the same general location
where the taxpayer and his spouse re-
side together and commute to their
principal places of work. Two principal
places of work are not treated as being
in the same general location where, as
of the close of the taxable year, the
taxpayer and his spouse have not
shared the same new residence nor
made specific plans to share the same
new residence within a determinable
time. Under such circumstances, the
separate commencements of work by a
taxpayer and his spouse will be consid-
ered separately in assigning the dollar
limitations and expenses to the appro-
priate return in the manner described
in subdivisions (v) and (vi) of this sub-
paragraph.

(v) Moving expenses (described in
subparagraphs (C), (D), and (E) of sec-
tion 217(b)(1)), paid or incurred with re-
spect to the commencement of work by
both a husband and wife which is con-
sidered a single commencement of
work under subdivision (iv) of this sub-
paragraph are subject to an overall dol-
lar limitation of $3,000 ($2,500 in the
case of a commencement of work in a
taxable year beginning before January
1, 1977), per move of which the expenses
described in subparagraphs (C) and (D)
of section 217(b)(1) cannot exceed $1,500
($1,000 in the case of a commencement

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00328 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



333

Internal Revenue Service, Treasury § 1.217–2

of work in a taxable year beginning be-
fore January 1, 1977). If separate re-
turns are filed with respect to the com-
mencement of work by both a husband
and wife which is considered a single
commencement of work under subdivi-
sion (iv) of this subparagraph, moving
expenses (described in subparagraphs
(C), (D), and (E) of section 217(b)(1)) are
subject to an overall dollar limitation
of $1,500 ($1,250 in the case of a com-
mencement of work in a taxable year
beginning before January 1, 1977), per
move of which the expenses described
in subparagraphs (C) and (D) of section
217(b)(1) cannot exceed $750 ($500 in the
case of a commencement of work in a
taxable year beginning before January
1, 1977) with respect to each return.
Where moving expenses are paid or in-
curred in more than 1 taxable year
with respect to a single commence-
ment of work by a husband and wife
they shall, for purposes of applying the
dollar limitations to such move, be
subject to a $3,000 and $1,500 limitation
($2,500 and $1,000, respectively, in the
case of a commencement of work in a
taxable year beginning before January
1, 1977) for all such years that they file
a joint return and shall be subject to a
separate $1,500 and $750 limitation
($1,250 and $500, respectively, in the
case of a commencement of work in a
taxable year beginning before January
1, 1977) for all such years that they file
separate returns. If a joint return is
filed for the first taxable year moving
expenses are paid or incurred with re-
spect to a move but separate returns
are filed in a subsequent year, the un-
used portion of the amount which may
be deducted shall be allocated equally
between the husband and wife in the
later year. If separate returns are filed
for the first taxable year such moving
expenses are paid or incurred but a
joint return is filed in a subsequent
year, the deductions claimed on their
separate returns shall be aggregated
for purposes of determining the unused
portion of the amount which may be
deducted in the later year.

(vi) The application of subdivisions
(iv) and (v) of this subparagraph may
be illustrated by the following exam-
ples:

Example 1. A, who was transferred by his
employer, effective January 15, 1977, moved

from Boston, MA, to Washington, DC. A’s
wife was transferred by her employer, effec-
tive January 15, 1977, from Boston, MA, to
Baltimore, MD. A and his wife reside to-
gether at the same new residence. A and his
wife are cash basis taxpayers and file a joint
return for taxable year 1977. Because A and
his wife reside together at the new residence,
the commencement of work by both is con-
sidered a single commencement of work
under subdivision (iv) of this subparagraph.
They are permitted to deduct with respect to
their commencement of work in Washington
and Baltimore up to $3,000 of the expenses
described in subparagraphs (C), (D), and (E)
of section 217(b)(1) of which the expenses de-
scribed in subparagraphs (C) and (D) of such
section cannot exceed $1,500.

Example 2. Assume the same facts as in Ex-
ample (1) except that for taxable year 1977, A
and his wife file separate returns. Because A
and his wife reside together, the commence-
ment of work by both is considered a single
commencement of work under subdivision
(iv) of this subparagraph. A is permitted to
deduct with respect to his commencement of
work in Washington up to $1,500 of the ex-
penses described in subparagraphs (C), (D),
and (E) of section 217(b)(1) of which the ex-
penses described in subparagraphs (C) and
(D) cannot exceed $750. A is not permitted to
deduct any of the expenses described in sub-
paragraphs (C), (D), and (E) of section
217(b)(1) paid by his wife in connection with
her commencement of work at a new prin-
cipal place of work. A’s wife is permitted to
deduct with respect to her commencement of
work in Baltimore up to $1,500 of the ex-
penses described in subparagraphs (C), (D),
and (E) of section 217(b)(1) that are paid by
her of which the expenses described in sub-
paragraphs (C) and (D) cannot exceed $750.
A’s wife is not permitted to deduct any of
the expenses described in subparagraphs (C),
(D), and (E) of section 217(b)(1) paid by A in
connection with his commencement of work
in Washington, DC.

Example 3. Assume the same facts as in Ex-
ample (1) except that A and his wife take up
separate residences in Washington and
Baltimore, do not reside together during the
entire taxable year, and have no specific
plans to reside together. The commencement
of work by A in Washington, DC, and by his
wife in Baltimore are considered separate
commencements of work since their prin-
cipal places of work are not treated as being
in the same general location. If A and his
wife file a joint return for taxable year 1977,
the moving expenses described in subpara-
graphs (C), (D), and (E) of section 217(b)(1)
paid in connection with the commencement
of work by A in Washington, DC, and his wife
in Baltimore, MD, are subject to an overall
limitation of $6,000 of which the expenses de-
scribed in subparagrahs (C) and (D) cannot
exceed $3,000. If A and his wife file separate
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returns for taxable year 1977, A may deduct
up to $3,000 of the expenses described in sub-
paragraphs (C), (D), and (E) of which the ex-
penses described in subparagraphs (C) and
(D) cannot exceed $1,500. A’s wife may deduct
up to $3,000 of the expenses described in sub-
paragraphs (C), (D), and (E) of which the ex-
penses described in subparagraphs (C) and
(D) cannot exceed $1,500.

(10) Individuals other than taxpayer. (i)
In addition to the expenses set forth in
subparagraphs (A) through (D) of sec-
tion 217(b)(1) attributable to the tax-
payer alone, the same type of expenses
attributable to certain individuals
other than the taxpayer, if paid or in-
curred by the taxpayer, are deductible.
These other individuals must be mem-
bers of the taxpayer’s household, and
have both the taxpayer’s former resi-
dence and his new residence as their
principal place of abode. A member of
the taxpayer’s household includes any
individual residing at the taxpayer’s
residence who is neither a tenant nor
an employee of the taxpayer. Thus, for
example, a member of the taxpayer’s
household may not be an individual
such as a servant, governess, chauffeur,
nurse, valet, or personal attendant.
However, for purposes of this para-
graph, a tenant or employee will be
considered a member of the taxpayer’s
household where the tenant or em-
ployee is a dependent of the taxpayer
as defined in section 152.

(ii) In addition to the expenses set
forth in section 217(b)(2) paid or in-
curred by the taxpayer attributable to
property sold, purchased, or leased by
the taxpayer alone, the same type of
expenses paid or incurred by the tax-
payer attributable to property sold,
purchased, or leased by the taxpayer’s
spouse or by the taxpayer and his
spouse are deductible providing such
property is used by the taxpayer as his
principal place of residence.

(c) Conditions for allowance—(1) In
general. Section 217(c) provides two
conditions which must be satisfied in
order for a deduction of moving ex-
penses to be allowed under section
217(a). The first is a minimum distance
condition prescribed by section
217(c)(1), and the second is a minimum
period of employment condition pre-
scribed by section 217(c)(2).

(2) Minimum distance. For purposes of
applying the minimum distance condi-

tion of section 217(c)(1) all taxpayers
are divided into one or the other of the
following categories: Taxpayers having
a former principal place of work, and
taxpayers not having a former prin-
cipal place of work. Included in this
latter category are individuals who are
seeking fulltime employment for the
first time either as an employee or on
a self- employed basis (for example, re-
cent high school or college graduates),
or individuals who are reentering the
labor force after a substantial period of
unemployment or part-time employ-
ment.

(i) In the case of a taxpayer having a
former principal place of work, section
217(c)(1)(A) provides that no deduction
is allowable unless the distance be-
tween the former residence and the
new principal place of work exceeds by
at least 35 miles (50 miles in the case of
expenses paid or incurred in taxable
years beginning before January 1, 1977)
the distance between the former resi-
dence and the former principal place of
work.

(ii) In the case of a taxpayer not hav-
ing a former principal place of work,
section 217(c)(1)(B) provides that no de-
duction is allowable unless the dis-
tance between the former residence and
the new principal place of work is at
least 35 miles (50 miles in the case of
expenses paid or incurred in taxable
years beginning before January 1, 1977).

(iii) For purposes of measuring dis-
tances under section 217(c)(1) the dis-
tance between two geographic points is
measured by the shortest of the more
commonly traveled routes between
such points. The shortest of the more
commonly traveled routes refers to the
line of travel and the mode or modes of
transportation commonly used to go
between two geographic points com-
prising the shortest distance between
such points irrespective of the route
used by the taxpayer.

(3) Principal place of work. (i) A tax-
payer’s principal place of work usually
is the place where he spends most of
his working time. The principal place
of work of a taxpayer who performs
services as an employee is his employ-
er’s plant, office, shop, store, or other
property. The principal place of work
of a taxpayer who is self-employed is
the plant, office, shop, store, or other
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property which serves as the center of
his business activities. However, a tax-
payer may have a principal place of
work even if there is no one place
where he spends a substantial portion
of his working time. In such case, the
taxpayer’s principal place of work is
the place where his business activities
are centered—for example, because he
reports there for work, or is required
either by his employer or the nature of
his employment to ‘‘base’’ his employ-
ment there. Thus, while a member of a
railroad crew may spend most of his
working time aboard a train, his prin-
cipal place of work is his home ter-
minal, station, or other such central
point where he reports in, checks out,
or receives instructions. The principal
place of work of a taxpayer who is em-
ployed by a number of employers on a
relatively short-term basis, and secures
employment by means of a union hall
system (such as a construction or
building trades worker) would be the
union hall.

(ii) Where a taxpayer has more than
one employment (i.e., the taxpayer is
employed by more than one employer,
or is self-employed in more than one
trade or business, or is an employee
and is self-employed at any particular
time) his principal place of work is de-
termined with reference to his prin-
cipal employment. The location of a
taxpayer’s principal place of work is a
question of fact determined on the
basis of the particular circumstances
in each case. The more important fac-
tors to be considered in making this
determination are (a) the total time or-
dinarily spent by the taxpayer at each
place, (b) the degree of the taxpayer’s
business activity at each place, and (c)
the relative significance of the finan-
cial return to the taxpayer from each
place.

(iii) Where a taxpayer maintains in-
consistent positions by claiming a de-
duction for expenses of meals and lodg-
ing while away from home (incurred in
the general location of the new prin-
cipal place of work) under section 162
(relating to trade or business expenses)
and by claiming a deduction under this
section for moving expenses incurred in
connection with the commencement of
work at such place of work, it will be
a question of facts and circumstances

as to whether such new place of work
will be considered a principal place of
work, and accordingly, which category
of deductions he will be allowed.

(4) Minimum period of employment. (i)
Under section 217(c)(2) no deduction is
allowed unless:

(a) Where a taxpayer is an employee,
during the 12-month period imme-
diately following his arrival in the gen-
eral location of the new principal place
of work, he is a full-time employee, in
such general location, during at least
39 weeks, or

(b) Where a taxpayer is a self-em-
ployed individual (including a taxpayer
who is also an employee, but is unable
to satisfy the requirements of the 39-
week test of (a) of this subdivision (i)),
during the 24-month period imme-
diately following his arrival in the gen-
eral location of the new principal place
of work, he is a full-time employee or
performs services as a self-employed
individual on a full-time basis, in such
general location, during at least 78
weeks, of which not less than 39 weeks
are during the 12-month period referred
to above.

Where a taxpayer works as an em-
ployee and at the same time performs
services as a self-employed individual
his principal employment (determined
according to subdivision (i) of subpara-
graph (3) of this paragraph) governs
whether the 39-week or 78-week test is
applicable.

(ii) The 12-month period and the 39-
week period set forth in subparagraph
(A) of section 217(c)(2) and the 12- and
24-month periods as well as 39- and 78-
week periods set forth in subparagraph
(B) of such section are measured from
the date of the taxpayer’s arrival in
the general location of the new prin-
cipal place of work. Generally, date of
arrival is the date of the termination
of the last trip preceding the tax-
payer’s commencement of work on a
regular basis and is not the date the
taxpayer’s family or household goods
and effects arrive.

(iii) The taxpayer need not remain in
the employ of the same employer or re-
main self-employed in the same trade
or business for the required number of
weeks. However, he must be employed
in the same general location of the new
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principal place of work during such pe-
riod. The general location of the new
principal place of work refers to a gen-
eral commutation area and is usually
the same area as the ‘‘new place of res-
idence’’; see paragraph (b)(8) of this
section.

(iv) Only those weeks during which
the taxpayer is a full-time employee or
during which he performs services as a
self-employed individual on a full-time
basis qualify as a week of work for pur-
poses of the minimum period of em-
ployment condition of section 217(c)(2).

(a) Whether an employee is a full-
time employee during any particular
week depends upon the customary
practices of the occupation in the geo-
graphic area in which the taxpayer
works. Where employment is on a sea-
sonal basis, weeks occurring in the off-
season when no work is required or
available may be counted as weeks of
full-time employment only if the em-
ployee’s contract or agreement of em-
ployment covers the off-season period
and such period is less than 6 months.
Thus, for example, a schoolteacher
whose employment contract covers a
12-month period and who teaches on a
full-time basis for more than 6 months
is considered a full-time employee dur-
ing the entire 12-month period. A tax-
payer will be treated as a full-time em-
ployee during any week of involuntary
temporary absence from work because
of illness, strikes, shutouts, layoffs,
natural disasters, etc. A taxpayer will,
also, be treated as a full-time employee
during any week in which he volun-
tarily absents himself from work for
leave or vacation provided for in his
contract or agreement of employment.

(b) Whether a taxpayer performs
services as a self-employed individual
on a full-time basis during any par-
ticular week depends on the practices
of the trade or business in the geo-
graphic area in which the taxpayer
works. For example, a self-employed
dentist maintaining office hours 4 days
a week is considered to perform serv-
ices as a self-employed individual on a
full-time basis providing it is not un-
usual for other self-employed dentists
in the geographic area in which the
taxpayer works to maintain office
hours only 4 days a week. Where a
trade or business is seasonal, weeks oc-

curring during the off-season when no
work is required or available may be
counted as weeks of performance of
services on a full-time basis only if the
off-season is less than 6 months and the
taxpayer performs services on a full-
time basis both before and after the
off-season. For example, a taxpayer
who owns and operates a motel at a
beach resort is considered to perform
services as a self-employed individual
on a full-time basis if the motel is
closed for a period not exceeding 6
months during the off-season and if he
performs services on a full-time basis
as the operator of a motel both before
and after the off-season. A taxpayer
will be treated as performing services
as a self-employed individual on a full-
time basis during any week of involun-
tary temporary absence from work be-
cause of illness, strikes, natural disas-
ters, etc.

(v) Where taxpayers file a joint re-
turn, either spouse may satisfy the
minimum period of employment condi-
tion. However, weeks worked by one
spouse may not be added to weeks
worked by the other spouse in order to
satisfy such condition. The taxpayer
seeking to satisfy the minimum period
of employment condition must satisfy
the condition applicable to him. Thus,
if a taxpayer is subject to the 39-week
condition and his spouse is subject to
the 78-week condition and the taxpayer
satisfies the 39-week condition, his
spouse need not satisfy the 78-week
condition. On the other hand, if the
taxpayer does not satisfy the 39-week
condition, his spouse in such case must
satisfy the 78-week condition.

(vi) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A is an electrician residing in
New York City. He moves himself, his fam-
ily, and his household goods and personal ef-
fects, at his own expense, to Denver where he
commences employment with the M Aircraft
Corporation. After working full-time for 30
weeks he voluntarily leaves his job, and he
subsequently moves to and commences em-
ployment in Los Angeles, CA, which employ-
ment lasts for more than 39 weeks. Since A
was not employed in the general location of
his new principal place of employment in
Denver for at least 39 weeks, no deduction is
allowable for moving expenses paid or in-
curred between New York City and Denver. A
will be allowed to deduct only those moving
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expenses attributable to his move from Den-
ver to Los Angeles, assuming all other condi-
tions of section 217 are met.

Example 2. Assume the same facts as in Ex-
ample (1), except that A’s wife commences
employment in Denver at the same time as
A, and that she continues to work in Denver
for at least 9 weeks after A’s departure for
Los Angeles. Since she has met the 39-week
requirement in Denver, and assuming all
other requirements of section 217 are met,
the moving expenses paid by A attributable
to the move from New York City to Denver
will be allowed as a deduction, provided A
and his wife file a joint return. If A and his
wife file separate returns moving expenses
paid by A’s wife attributable to the move
from New York City to Denver will be al-
lowed as a deduction on A’s wife’s return.

Example 3. Assume the same facts as in Ex-
ample (1), except that A’s wife commences
employment in Denver on the same day that
A departs for Los Angeles, and continues to
work in Denver for 9 weeks thereafter. Since
neither A (who has worked 30 weeks) nor his
wife (who has worked 9 weeks) has independ-
ently satisfied the 39-week requirement, no
deduction for moving expenses attributable
to the move from New York City to Denver
is allowable.

(d) Rules for application of section
217(c)(2)—(1) Inapplicability of minimum
period of employment condition in certain
cases. Section 217(d)(1) provides that
the minimum period of employment
condition of section 217(c)(2) does not
apply in the case of a taxpayer who is
unable to meet such condition by rea-
son of:

(i) Death or disability, or
(ii) Involuntary separation (other

than for willfull misconduct) from the
service of an employer or separation by
reason of transfer for the benefit of an
employer after obtaining full-time em-
ployment in which the taxpayer could
reasonably have been expected to sat-
isfy such condition.
For purposes of subdivision (i) of this
paragraph disability shall be deter-
mined according to the rules in section
72(m)(7) and § 1.72–17(f). Subdivision (ii)
of this subparagraph applies only
where the taxpayer has obtained full-
time employment in which he could
reasonably have been expected to sat-
isfy the minimum period of employ-
ment condition. A taxpayer could rea-
sonably have been expected to satisfy
the minimum period of employment
condition if at the time he commences
work at the new principal place of

work he could have been expected,
based upon the facts known to him at
such time, to satisfy such condition.
Thus, for example, if the taxpayer at
the time of transfer was not advised by
his employer that he planned to trans-
fer him within 6 months to another
principal place of work, the taxpayer
could, in the absence of other factors,
reasonably have been expected to sat-
isfy the minimum employment period
condition at the time of the first trans-
fer. On the other hand, a taxpayer
could not reasonably have been ex-
pected to satisfy the minimum employ-
ment condition if at the time of the
commencement of the move he knew
that his employer’s retirement age pol-
icy would prevent his satisfying the
minimum employment period condi-
tion.

(2) Election of deduction before min-
imum period of employment condition is
satisfied. (i) Paragraph (2) of section
217(d) provides a rule which applies
where a taxpayer paid or incurred, in a
taxable year, moving expenses which
would be deductible in that taxable
year except that the minimum period
of employment condition of section
217(c)(2) has not been satisfied before
the time prescribed by law for filing
the return for such taxable year. The
rule provides that where a taxpayer
has paid or incurred moving expenses
and as of the date prescribed by section
6072 for filing his return for such tax-
able year (determined with regard to
extensions of time for filing) there re-
mains unexpired a sufficient portion of
the 12-month or the 24-month period so
that it is still possible for the taxpayer
to satisfy the applicable period of em-
ployment condition, the taxpayer may
elect to claim a deduction for such
moving expenses on the return for such
taxable year. The election is exercised
by taking the deduction on the return.

(ii) Where a taxpayer does not elect
to claim a deduction for moving ex-
penses on the return for the taxable
year in which such expenses were paid
or incurred in accordance with subdivi-
sion (i) of this subparagraph and the
applicable minimum period of employ-
ment condition of section 217(c)(2) (as
well as all other requirements of sec-
tion 217) is subsequently satisfied, the
taxpayer may file an amended return
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or a claim for refund for the taxable
year such moving expenses were paid
or incurred on which he may claim a
deduction under section 217.

(iii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A is transferred by his employer
from Boston, MA, to Cleveland, OH. He be-
gins working there on November 1, 1970.
Moving expenses are paid by A in 1970 in con-
nection with this move. On April 15, 1971,
when he files his income tax return for the
year 1970, A has been a full-time employee in
Cleveland for approximately 24 weeks. Al-
though he has not satisfied the 39-week em-
ployment condition at this time, A may
elect to claim his 1970 moving expenses on
his 1970 income tax return as there is still
sufficient time remaining before November 1,
1971, to satisfy such condition.

Example 2. Assume the same facts as in Ex-
ample (1), except that on April 15, 1971, A has
voluntarily left his employer and is looking
for other employment in Cleveland. A may
not be sure he will be able to meet the 39-
week employment condition by November 1,
1971. Thus, he may if he wishes wait until
such condition is met and file an amended
return claiming as a deduction the expenses
paid in 1970. Instead of filing an amended re-
turn A may file a claim for refund based on
a deduction for such expenses. If A fails to
meet the 39-week employment condition on
or before November 1, 1971, no deduction is
allowable for such expenses.

Example 3. B is a self-employed accountant.
He moves from Rochester, NY, to New York,
NY, and begins to work there on December 1,
1970. Moving expenses are paid by B in 1970
and 1971 in connection with this move. On
April 15, 1971, when he files his income tax
return for the year 1970, B has been per-
forming services as a self-employed indi-
vidual on a full-time basis in New York City
for approximately 20 weeks. Although he has
not satisfied the 78-week employment condi-
tion at this time, A may elect to claim his
1970 moving expenses on his 1970 income tax
return as there is still sufficient time re-
maining before December 1, 1972, to satisfy
such condition. On April 15, 1972, when he
files his income tax return for the year 1971,
B has been performing services as a self-em-
ployed individual on a full-time basis in New
York City for approximately 72 weeks. Al-
though he has not met the 78-week employ-
ment condition at this time, B may elect to
claim his 1971 moving expenses on his 1971 in-
come tax return as there is still sufficient
time remaining before December 1, 1972, to
satisfy such requirement.

(3) Recapture of deduction. Paragraph
(3) of section 217(d) provides a rule
which applies where a taxpayer has de-

ducted moving expenses under the elec-
tion provided in section 217(d)(2) prior
to satisfying the applicable minimum
period of employment condition and
such condition cannot be satisfied at
the close of a subsequent taxable year.
In such cases an amount equal to the
expenses deducted must be included in
the taxpayer’s gross income for the
taxable year in which the taxpayer is
no longer able to satisfy such min-
imum period of employment condition.
Where the taxpayer has deducted mov-
ing expenses under the election pro-
vided in section 217(d)(2) for the tax-
able year and subsequently files an
amended return for such year on which
he does not claim the deduction, such
expenses are not treated as having been
deducted for purposes of the recapture
rule of the preceding sentence.

(e) Denial of double benefit—(1) In gen-
eral. Section 217(e) provides a rule for
computing the amount realized and the
basis where qualified real estate ex-
penses are allowed as a deduction
under section 217(a).

(2) Sale or exchange of residence. Sec-
tion 217(e) provides that the amount re-
alized on the sale or exchange of a resi-
dence owned by the taxpayer, by the
taxpayer’s spouse, or by the taxpayer
and his spouse and used by the tax-
payer as his principal place of resi-
dence is not decreased by the amount
of any expenses described in subpara-
graph (A) of section 217(b)(2) and de-
ducted under section 217(a). For the
purposes of section 217(e) and of this
paragraph the term amount realized’’
has the same meaning as under section
1001(b) and the regulations thereunder.
Thus, for example, if the taxpayer sells
a residence used as his principal place
of residence and real estate commis-
sions or similar expenses described in
subparagraph (A) of section 217(b)(2)
are deducted by him pursuant to sec-
tion 217(a), the amount realized on the
sale of the residence is not reduced by
the amount of such real estate commis-
sions or such similar expenses de-
scribed in subparagraph (A) of section
217(b)(2).

(3) Purchase of a residence. Section
217(e) provides that the basis of a resi-
dence purchased or received in ex-
change for other property by the tax-
payer, by the taxpayer’s spouse, or by
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the taxpayer and his spouse and used
by the taxpayer as his principal place
of residence is not increased by the
amount of any expenses described in
subparagraph (B) of section 217(b)(2)
and deducted under section 217(a). For
the purposes of section 217(e) and of
this paragraph the term basis has the
same meaning as under section 1011
and the regulations thereunder. Thus,
for example, if a taxpayer purchases a
residence to be used as his principal
place of residence and attorneys’ fees
or similar expenses described in sub-
paragraph (B) of section 217(b)(2) are
deducted pursuant to section 217(a), the
basis of such residence is not increased
by the amount of such attorneys’ fees
or such similar expenses described in
subparagraph (B) of section 217(b)(2).

(4) Inapplicability of section 217(e). (i)
Section 217(e) and subparagraphs (1)
through (3) of this paragraph do not
apply to any expenses with respect to
which an amount is included in gross
income under section 217(d)(3). Thus,
the amount of any expenses described
in subparagraph (A) of section 217(b)(2)
deducted in the year paid or incurred
pursuant to the election under section
217(d)(2) and subsequently recaptured
pursuant to section 217(d)(3) may be
taken into account in computing the
amount realized on the sale or ex-
change of the residence described in
such subparagraph. Also, the amount
of expenses described in subparagraph
(B) of section 217(b)(2) deducted in the
year paid or incurred pursuant to such
election under section 217(d)(2) and sub-
sequently recaptured pursuant to sec-
tion 217(d)(3) may be taken into ac-
count as an adjustment to the basis of
the residence described in such sub-
paragraph.

(ii) The application of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example 1. A was notified of his transfer ef-
fective December 15, 1972, from Seattle, WA,
to Philadelphia, PA. In connection with the
transfer A sold his house in Seattle on No-
vember 10, 1972. Expenses incident to the sale
of the house of $2,500 were paid by A prior to
or at the time of the closing of the contract
of sale on December 10, 1972. The amount re-
alized on the sale of the house was $47,500
and the adjusted basis of the house was
$30,000. Pursuant to the election provided in
section 217(d)(2), A deducted the expenses of

moving from Seattle to Philadelphia includ-
ing the expenses incident to the sale of his
former residence in taxable year 1972. Dissat-
isfied with his position with his employer in
Philadelphia, A took a position with an em-
ployer in Chicago, IL, on July 15, 1973. Since
A was no longer able to satisfy the minimum
period employment condition at the close of
taxable year 1973 he included an amount
equal to the amount deducted as moving ex-
penses including the expenses incident to the
sale of his former residence in gross income
for taxable year 1973. A is permitted to de-
crease the amount realized on the sale of the
house by the amount of the expenses inci-
dent to the sale of the house deducted from
gross income and subsequently included in
gross income. Thus, the amount realized on
the sale of the house is decreased from
$47,500 to $45,000 and thus, the gain on the
sale of the house is reduced from $17,500 to
$15,000. A is allowed to file an amended re-
turn or a claim for refund in order to reflect
the recomputation of the amount realized.

Example 2. B, who is self-employed decided
to move from Washington, DC, to Los Ange-
les, CA. In connection with the commence-
ment of work in Los Angeles on March 1,
1973, B purchased a house in a suburb of Los
Angeles for $65,000. Expenses incident to the
purchase of the house in the amount of $1,500
were paid by B prior to or at the time of the
closing of the contract of sale on September
15, 1973. Pursuant to the election provided in
section 217(d)(2), B deducted the expenses of
moving from Washington to Los Angeles in-
cluding the expenses incident to the pur-
chase of his new residence in taxable year
1973. Dissatisfied with his prospects in Los
Angeles, B moved back to Washington on
July 1, 1974. Since B was no longer able to
satisfy the minimum period of employment
condition at the close of taxable year 1974 he
included an amount equal to the amount de-
ducted as moving expenses incident to the
purchase of the former residence in gross in-
come for taxable year 1974. B is permitted to
increase the basis of the house by the
amount of the expenses incident to the pur-
chase of the house deducted from gross in-
come and subsequently included in gross in-
come. Thus, the basis of the house is in-
creased to $66,500.

(f) Rules for self-employed individuals—
(1) Definition. Section 217(f)(1) defines
the term self-employed individual for
purposes of section 217 to mean an indi-
vidual who performs personal services
either as the owner of the entire inter-
est in an unincorporated trade or busi-
ness or as a partner in a partnership
carrying on a trade or business. The
term self-employed individual does not
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include the semiretired, part-time stu-
dents, or other similarly situated tax-
payers who work only a few hours each
week. The application of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. A is the owner of the entire inter-
est in an unincorporated construction busi-
ness. A hires a manager who performs all of
the daily functions of the business including
the negotiation of contracts with customers,
the hiring and firing of employees, the pur-
chasing of materials used on the projects,
and other similar services. A and his man-
ager discuss the operations of the business
about once a week over the telephone. Other-
wise A does not perform any managerial
services for the business. For the purposes of
section 217, A is not considered to be a self-
employed individual.

(2) Rule for application of subsection
(b)(1) (C) and (D). Section 217(f)(2) pro-
vides that for purposes of subpara-
graphs (C) and (D) of section 217(b)(1)
an individual who commences work at
a new principal place of work as a self-
employed individual is treated as hav-
ing obtained employment when he has
made substantial arrangements to
commence such work. Whether the tax-
payer has made substantial arrange-
ments to commence work at a new
principal place of work is determined
on the basis of all the facts and cir-
cumstances in each case. The factors to
be considered in this determination de-
pend upon the nature of the taxpayer’s
trade or business and include such con-
siderations as whether the taxpayer
has: (i) Leased or purchased a plant, of-
fice, shop, store, equipment, or other
property to be used in the trade or
business, (ii) made arrangements to
purchase inventory or supplies to be
used in connection with the operation
of the trade or business, (iii) entered
into commitments with individuals to
be employed in the trade or business,
and (iv) made arrangements to contact
customers or clients in order to adver-
tise the business in the general loca-
tion of the new principal place of work.
The application of this subparagraph
may be illustrated by the following ex-
amples:

Example 1. A, a partner in a growing chain
of drug stores decided to move from Houston,
TX, to Dallas, TX, in order to open a drug
store in Dallas. A made several trips to Dal-
las for the purpose of looking for a site for
the drug store. After the signing of a lease on

a building in a shopping plaza, suppliers were
contacted, equipment was purchased, and
employees were hired. Shortly before the
opening of the store A and his wife moved
from Houston to Dallas and took up tem-
porary quarters in a motel until the time
their apartment was available. By the time
he and his wife took up temporary quarters
in the motel A was considered to have made
substantial arrangements to commence work
at the new principal place of work.

Example 2. B, who is a partner in a securi-
ties brokerage firm in New York, NY, de-
cided to move to Rochester, NY, to become
the resident partner in the firm’s new Roch-
ester office. After a lease was signed on an
office in downtown Rochester B moved to
Rochester and took up temporary quarters
in a motel until his apartment became avail-
able. Before the opening of the office B su-
pervised the decoration of the office, the pur-
chase of equipment and supplies necessary
for the operation of the office, the hiring of
personnel for the office, as well as other
similar activities. By the time B took up
temporary quarters in the motel he was con-
sidered to have made substantial arrange-
ments to commence to work at the new prin-
cipal place of work.

Example 3. C, who is about to complete his
residency in ophthalmology at a hospital in
Pittsburgh, PA, decided to fly to Philadel-
phia, PA, for the purpose of looking into op-
portunities for practicing in that city. Fol-
lowing his arrival in Philadelphia C decided
to establish his practice in that city. He
leased an office and an apartment. At the
time he departed Pittsburgh for Philadelphia
C was not considered to have made substan-
tial arrangements to commence work at the
new principal place of work, and, therefore,
is not allowed to deduct expenses described
in subparagraph (C) of section 217(b)(1) (re-
lating to expenses of traveling (including
meals and lodging), after obtaining employ-
ment, from the former residence to the gen-
eral location of the new principal place of
work and return, for the principal purpose of
searching for a new residence).

(g) Rules for members of the Armed
Forces of the United States—(1) In gen-
eral. The rules in paragraphs (a)(1) and
(2), (b), and (e) of this section apply to
moving expenses paid or incurred by
members of the Armed Forces of the
United States on active duty who move
pursuant to a military order and inci-
dent to a permament change of station,
except as provided in this paragraph
(g). However, if the moving expenses
are not paid or incurred incident to a
permanent change of station, this para-
graph (g) does not apply, but all other
paragraphs of this section do apply.
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The provisions of this paragraph apply
to taxable years beginning December
31, 1975.

(2) Treatment of services or reimburse-
ment provided by Government—(i) Serv-
ices in kind. The value of any moving or
storage services furnished by the
United States Government to members
of the Armed Forces, their spouses, or
their dependents in connection with a
permanent change of station is not in-
cludible in gross income. The Sec-
retary of Defense and (in cases involv-
ing members of the peacetime Coast
Guard) the Secretary of Transportation
are not required to report or withhold
taxes with respect to those services.
Services furnished by the Government
include services rendered directly by
the Government or rendered by a third
party who is compensated directly by
the Government for the services.

(ii) Reimbursements. The following
rules apply to reimbursements or al-
lowances by the Government to mem-
bers of the Armed Forces, their
spouses, or their dependents for moving
or storage expenses paid or incurred by
them in connection with a permanent
change of station. If the reimburse-
ment or allowance exceeds the actual
expenses paid or incurred, the excess is
includible in the gross income of the
member, and the Secretary of Defense
or Secretary of Transportation must
report the excess as payment of wages
and withhold income taxes under sec-
tion 3402 and the employee taxes under
section 3102 with respect to that ex-
cess. If the reimbursemet or allowance
does not exceed the actual expenses,
the reimbursement or allowance in not
includible in gross income, and no re-
porting or withholding by the Sec-
retary of Defense or Secretary of
Transportation is required. If the ac-
tual expenses, as limited by paragraph
(b)(9) of this section, exceed the reim-
bursement of allowance, the member
may deduct the excess if the other re-
quirements of this section, as modified
by this paragraph, are met. The deter-
mination of the limitation on actual
expenses under paragraph (b)(9) of this
section is made without regard to any
services in kind furnished by the Gov-
ernment.

(3) Permanent change of station. For
purposes of this section, the term per-

manent change of station includes the
following situations.

(i) A move from home to the first
post of duty when appointed, re-
appointed, reinstated, or inducted.

(ii) A move from the last post of duty
to home or a nearer point in the United
States in connection with retirement,
discharge, resignation, separation
under honorable conditions, transfer,
relief from active duty, temporary dis-
ability retirement, or transfer to a
Fleet Reserve, if such move occurs
within 1 year of such termination of
active duty or within the period pre-
scribed by the Joint Travel Regula-
tions promulgated under the authority
contained in sections 404 through 411 of
Title 37 of the United States Code.

(iii) A move from one permanent post
of duty to another permanent post of
duty at a different duty station, even if
the member separates from the Armed
Forces immediately or shortly after
the move.
The term permanent, post of duty, duty
station, and honorable have the mean-
ings given them in appropriate Depart-
ment of Defense or Department of
Transportation rules and regulations.

(4) Storage expenses. This paragraph
applies to storage expenses as well as
to moving expenses described in para-
graph (b)(1) of this section. the term
storage expenses means the cost of stor-
ing personal effects of members of the
Armed Forces, their spouses, and their
dependents.

(5) Moves of spouses and dependents. (i)
The following special rule applies for
purposes of paragraphs (b)(9) and (10) of
this section, if the spouse or depend-
ents of a member of the Armed Forces
move to or from a different location
than does the member. In this case, the
spouse is considered to have com-
menced work as an employee at a new
principal place of work that is within
the same general location as the loca-
tion to which the member moves.

(ii) The following special rule applies
for purposes of this paragraph to moves
by spouses or dependents of members of
the Armed Forces who die, are impris-
oned, or desert while on active duty. In
these cases, a move to a member’s
place of enlistment or induction or the
member’s, spouse’s, or dependent’s
home of record or nearer point in the
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United States is considered incident to
a permanent change of station.

(6) Disallowance of deduction. No de-
duction is allowed under this section
for any moving or storage expense re-
imbursed by an allowance that is ex-
cluded from gross income.

(h) Special rules for foreign moves—(1)
Increase in limitations. In the case of a
foreign move (as defined in paragraph
(h)(3) of this section), paragraph (b)(6)
of this section shall be applied by sub-
stituting ‘‘90 consecutive’’ for ‘‘30 con-
secutive’’ each time it appears. Para-
graph (b)(9) (ii), (iii) and (v) of this sec-
tion shall be applied by substituting
‘‘$6,000’’ for ‘‘$3,000’’ each time it ap-
pears and by substituting ‘‘$4,500’’ for
‘‘$1,500’’ each time it appears. Para-
graph (b)(9)(ii) of this section shall be
applied by substituting ‘‘$5,000’’ for
‘‘$2,000’’ each time it appears and by
substituting ‘‘1979’’ for ‘‘1977’’ and
‘‘1980’’ for ‘‘1978’’ each time they appear
in the last sentence. Paragraph (b)(9)(v)
of this section shall be applied by sub-
stituting ‘‘$2,250’’ for ‘‘$750’’ each time
it appears. Paragraph (b)(9)(vi) of this
section does not apply.

(2) Allowance of certain storage fees. In
the case of a foreign move, for purposes
of this section, the moving expenses de-
scribed in paragraph (b)(3) of this sec-
tion shall include the reasonable ex-
penses of moving household goods and
personal effects to and from storage,
and of storing such goods and effects
for part or all of the period during
which the new place of work continues
to be the taxpayer’s principal place of
work.

(3) Foreign move. For purposes of this
paragraph, the term foreign move means
a move in connection with the com-
mencement of work by the taxpayer at
a new principal place of work located
outside the United States. Thus, a
move from the United States to a for-
eign country or from one foreign coun-
try to another foreign country quali-
fies as a foreign move. A move within
a foreign country also qualifies as a
foreign move. A move from a foreign
country to the United States does not
qualify as a foreign move.

(4) United States. For purposes of this
paragraph, the term United States in-
cludes the possessions of the United
States.

(5) Effective date. The provisions of
this paragraph apply to expenses paid
or incurred in taxable years beginning
after December 31, 1978. The paragraph
also applies to the expenses paid or in-
curred in the taxable year beginning
during 1978 of taxpayers who do not
make an election pursuant to section
209(c) of the Foreign Earned Income
Act of 1978 (Pub. L. 95–615, 92 Stat. 3109)
to have section 911 under prior law
apply to that taxable year.

(i) Allowance of deductions in case of
retirees or decedents who were working
abroad—(1) In general. In the case of
any qualified retiree moving expenses
or qualified survivor moving expenses,
this section (other than paragraph (h))
shall be applied to such expenses as if
they were incurred in connection with
the commencement of work by the tax-
payer as an employee at a new prin-
cipal place of work located within the
United States and the limitations of
paragraph (c)(4) of this section (relat-
ing to the minimum period of employ-
ment) shall not apply.

(2) Qualified retiree moving expenses.
For purposes of this paragraph, the
term qualified retiree moving expenses
means any moving expenses which are
incurred by an individual whose former
principal place of work and former res-
idence were outside the United States
and which are incurred for a move to a
new residence in the United States in
connection with the bona fide retire-
ment of the individual. Bona fide retire-
ment means the permanent withdrawal
from gainful full-time employment and
self-employment. An individual who at
the time of withdrawal from gainful
full-time employment or self-employ-
ment, intends the withdrawal to be
permanent shall be considered to be a
bona fide retiree even though the indi-
vidual ultimately resumes gainful full-
time employment or self-employment.
An individual’s intention may be evi-
denced by relevant facts and cir-
cumstances which include the age and
health of the individual, the customary
retirement age of employees engaged
in similar work, whether the individual
is receiving a retirement allowance
under a pension annuity, retirement or
similar fund or system, and the length
of time before resuming full-time em-
ployment or self-employment.
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(3) Qualified survivor moving expenses.
(i) For purposes of this paragraph, the
term qualified survivor moving expenses
means any moving expenses:

(A) Which are paid or incurred by the
spouse or any dependent (as defined in
section 152) of any decedent who (as of
the time of his death) had a principal
place of work outside the United
States, and

(B) Which are incurred for a move
which begins within 6 months after the
death of the decedent and which is to a
residence in the United States from a
former residence outside the United
States which (as of the time of the de-
cedent’s death) was the residence of
such decedent and the individual pay-
ing or incurring the expense.

(ii) For purposes of paragraph (i)(3)
(i) (B) of this section, a move begins
when:

(A) The taxpayer contracts for the
moving of his or her household goods
and personal effects to a residence in
the United States but only if the move
is completed within a reasonable time
thereafter;

(B) The taxpayer’s household goods
and personal effects are packed and in
transit to a residence in the United
States; or

(C) The taxpayer leaves the former
residence to travel to a new place of
residence in the United States.

(4) United States. For purposes of this
paragraph, the term United States in-
cludes the possessions of the United
States.

(5) Effective date. The provisions of
this paragraph apply to expenses paid
or incurred in taxable years beginning
after December 31, 1978. The paragraph
also applies to the expenses paid or in-
curred in the taxable year beginning
during 1978 of taxpayers who do not
make an election pursuant to section
209(c) of the Foreign Earned Income
Act of 1978 (Pub. L. 95–615, 92 Stat. 3109)
to have section 911 under prior law
apply to that taxable year.

(j) Effective date—(1) In general. This
section, except as provided in subpara-
graphs (2) and (3) of this paragraph, is
applicable to items paid or incurred in
taxable years beginning after Decem-
ber 31, 1969.

(2) Reimbursement not included in gross
income. This section does not apply to

items to the extent that the taxpayer
received or accrued in a taxable year
beginning before January 1, 1970, a re-
imbursement or other expense allow-
ance for such items which was not in-
cluded in his gross income.

(3) Election in cases of expenses paid or
incurred before January 1, 1971, in con-
nection with certain moves—(i) In gen-
eral. A taxpayer who was notified by
his employer on or before December 19,
1969, of a transfer to a new principal
place of work and who pays or incurs
moving expenses after December 31,
1969, but before January 1, 1971, in con-
nection with such transfer may elect to
have the rules governing moving ex-
penses in effect prior to the effective
date of section 231 of the Tax Reform
Act of 1969 (83 Stat. 577) govern such
expenses. If such election is made, this
section and section 82 and the regula-
tions thereunder do not apply to such
expenses. A taxpayer is considered to
have been notified on or before Decem-
ber 19, 1969, by his employer of a trans-
fer, for example, if before such date the
employer has sent a notice to all em-
ployees or a reasonably defined group
of employees, which includes such tax-
payer, of a relocation of the operations
of such employer from one plant or fa-
cility to another plant or facility. An
employee who is transferred to a new
principal place of work for the benefit
of his employer and who makes an elec-
tion under this paragraph is permitted
to exclude amounts received or ac-
crued, directly or indirectly, as pay-
ment for or reimbursement of expenses
of moving household goods and per-
sonal effects from the former residence
to the new residence and of traveling
(including meals and lodging) from the
former residence to the new place of
residence. Such exclusion is limited to
amounts received or accrued, directly
or indirectly, as a payment for or reim-
bursement of the expenses described
above. Amounts in excess of actual ex-
penses paid or incurred must be in-
cluded in gross income. No deduction is
allowable under section 217 for ex-
penses representing amounts excluded
from gross income. Also, an employee
who is transferred to a new principal
place of work which is less than 50
miles but at least 20 miles farther from
his former residence than was his
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former principal place of work and who
is not reimbursed, either directly or in-
directly, for the expenses described
above is permitted to deduct such ex-
penses providing all of the require-
ments of section 217 and the regula-
tions thereunder prior to the effective
date of section 231 of the Tax Reform
Act of 1969 (83 Stat. 577) are satisfied.

(ii) Election made before the date of
publication of this notice as a Treasury
decision. An election under this sub-
paragraph made before the date of pub-
lication of this notice as a Treasury de-
cision shall be made pursuant to the
procedure prescribed in temporary in-
come tax regulations relating to treat-
ment of payments of expenses of mov-
ing from one residence to another resi-
dence (Part 13 of this chapter) T.D. 7032
(35 FR 4330), approved Mar. 11, 1970.

(iii) Election made on or after the date
of publication of this notice as a Treasury
decision. An election made under this
subparagraph on or after the date of
publication of this notice as a Treasury
decision shall be made not later than
the time, including extensions thereof,
prescribed by law for filing the income
tax return for the year in which the ex-
penses were paid or 30 days after the
date of publication of this notice as a
Treasury decision, whichever occurs
last. The election shall be made by a
statement attached to the return (or
the amended return) for the taxable
year, setting forth the following infor-
mation:

(a) The items to which the election
relates;

(b) The amount of each item;
(c) The date each item was paid or in-

curred; and
(d) The date the taxpayer was in-

formed by his employer of his transfer
to the new principal place of work.

(iv) Revocation of election. An election
made in accordance with this subpara-
graph is revocable upon the filing by
the taxpayer of an amended return or a
claim for refund with the district di-
rector, or the director of the Internal
Revenue service center with whom the
election was filed not later than the
time prescribed by law, including ex-
tensions thereof, for the filing of a

claim for refund with respect to the
items to which the election relates.

[T.D. 7195, 37 FR 13535, July 11, 1972, 37 FR
14230, July 18, 1972 as amended by T.D. 7578 43
FR 59355, Dec. 20, 1978; T.D. 7605, 44 FR 18970,
Mar. 30, 1979; T.D. 7689, 45 FR 20796, Mar. 31,
1980; T.D. 7810, 47 FR 6003, Feb. 10, 1982; T.D.
8607, 60 FR 40077, Aug. 7, 1995]

§ 1.218–0 Deduction for political and
newsletter fund contributions.

See §§ 1.41–0A through 1.41–8A for reg-
ulations that apply to section 218.

(Secs. 41(b)(3), 218(b)(2) and (c), and 7805 of
the Internal Revenue Code of 1954 (26 U.S.C.
41(b)(3), 218(b)(2), (c), 7805))

[T.D. 7603, 44 FR 18223, Mar. 27, 1979, as
amended by T.D. 8251, 54 FR 21204, May 17,
1989]

§ 1.219–1 Deduction for retirement sav-
ings.

(a) In general. Subject to the limita-
tions and restrictions of paragraph (b)
and the special rules of paragraph (c)(3)
of this section, there shall be allowed a
deduction under section 62 from gross
income of amounts paid for the taxable
year of an individual on behalf of such
individual to an individual retirement
account described in section 408(a), for
an individual retirement annuity de-
scribed in section 408(b), or for a retire-
ment bond described in section 409. The
deduction described in the preceding
sentence shall be allowed only to the
individual on whose behalf such indi-
vidual retirement account, individual
retirement annuity, or retirement bond
is maintained. The first sentence of
this paragraph shall apply only in the
case of a contribution of cash. A con-
tribution of property other than cash is
not allowable as a deduction under this
section. In the case of a retirement
bond, a deduction will not be allowed if
the bond is redeemed within 12 months
of its issue date.

(b) Limitations and restrictions—(1)
Maximum deduction. The amount allow-
able as a deduction under section 219(a)
to an individual for any taxable year
cannot exceed an amount equal to 15
percent of the compensation includible
in the gross income of the individual
for such taxable year, or $1,500, which-
ever is less.

(2) Restrictions—(i) Individuals covered
by certain other plans. No deduction is
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allowable under section 219(a) to an in-
dividual for the taxable year if for any
part of such year:

(A) He was an active participant in:
(1) A plan described in section 401(a)

which includes a trust exempt from tax
under section 501(a),

(2) An annuity plan described in sec-
tion 403(a),

(3) A qualified bond purchase plan de-
scribed in section 405(a), or

(4) A retirement plan established for
its employees by the United States, by
a State or political subdivision thereof,
or by an agency or instrumentality of
any of the foregoing, or

(B) Amounts were contributed by his
employer for an annuity contract de-
scribed in section 403(b) (whether or
not the individual’s rights in such con-
tract are nonforfeitable).

(ii) Contributions after age 701⁄2. No de-
duction is allowable under section 219
(a) to an individual for the taxable year
of the individual, if he has attained the
age of 701⁄2 before the close of such tax-
able year.

(iii) Rollover contributions. No deduc-
tion is allowable under section 219 for
any taxable year of an individual with
respect to a rollover contribution de-
scribed in section 402(a)(5), 402(a)(7),
403(a)(4), 403(b)(8), 408(d)(3), or
409(b)(3)(C).

(3) Amounts contributed under endow-
ment contracts. (i) For any taxable year,
no deduction is allowable under section
219(a) for amounts paid under an en-
dowment contract described in § 1.408–
3(e) which is allocable under subdivi-
sion (ii) of this subparagraph to the
cost of life insurance.

(ii) For any taxable year, the cost of
current life insurance protection under
an endowment contract described in
paragraph (b)(3)(i) of this section is the
product of the net premium cost, as de-
termined by the Commissioner, and the
excess, if any, of the death benefit pay-
able under the contract during the pol-
icy year beginning in the taxable year
over the cash value of the contract at
the end of such policy year.

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. A, an individual who is other-
wise entitled to the maximum deduction al-
lowed under section 219, purchases, at age 20,

an endowment contract described in § 1.408–
3(e) which provides for the payment of an an-
nuity of $100 per month, at age 65, with a
minimum death benefit of $10,000, and an an-
nual premium of $220. The cash value at the
end of the first policy year is 0. The net pre-
mium cost, as determined by the Commis-
sioner, for A’s age is $1.61 per thousand dol-
lars of life insurance protection. The cost of
current life insurance protection is $16.10
($1.61 × 10). A’s maximum deduction under
section 219 with respect to amounts paid
under the endowment contract for the tax-
able year in which the first policy year be-
gins is $203.90 ($220 ¥ $16.10).

Example 2. Assume the same facts as in Ex-
ample (1), except that the cash value at the
end of the second policy year is $200 and the
net premium cost is $1.67 per thousand for
A’s age. The cost of current life insurance
protection is $16.37 ($1.67 × 9.8). A’s maximum
deduction under section 219 with respect to
amounts paid under the endowment contract
for the taxable year in which the second pol-
icy year begins is $203.63 ($220 ¥ $16.37).

(c) Definitions and special rules—(1)
Compensation. For purposes of this sec-
tion, the term compensation means
wages, salaries, professional fees, or
other amounts derived from or received
for personal service actually rendered
(including, but not limited to, commis-
sions paid salesmen, compensation for
services on the basis of a percentage of
profits, commissions on insurance pre-
miums, tips, and bonuses) and includes
earned income, as defined in section 401
(c) (2), but does not include amounts
derived from or received as earnings or
profits from property (including, but
not limited to, interest and dividends)
or amounts not includible in gross in-
come.

(2) Active participant. For the defini-
tion of active participant, see § 1.219–2.

(3) Special rules. (i) The maximum de-
duction allowable under section
219(b)(1) is computed separately for
each individual. Thus, if a husband and
wife each has compensation of $10,000
for the taxable year and they are each
otherwise eligible to contribute to an
individual retirement account and they
file a joint return, then the maximum
amount allowable as a deduction under
section 219 is $3,000, the sum of the in-
dividual maximums of $1,500. However,
if, for example, the husband has com-
pensation of $20,000, the wife has no
compensation, each is otherwise eligi-
ble to contribute to an individual re-
tirement account for the taxable year,
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and they file a joint return, the max-
imum amount allowable as a deduction
under section 219 is $1,500.

(ii) Section 219 is to be applied with-
out regard to any community property
laws. Thus, if, for example, a husband
and wife, who are otherwise eligible to
contribute to an individual retirement
account, live in a community property
jurisdiction and the husband alone has
compensation of $20,000 for the taxable
year, then the maximum amount al-
lowable as a deduction under section
219 is $1,500.

(4) Employer contributions. For pur-
poses of this chapter, any amount paid
by an employer to an individual retire-
ment account or for an individual re-
tirement annuity or retirement bond
constitutes the payment of compensa-
tion to the employee (other than a self-
employed individual who is an em-
ployee within the meaning of section
401(c)(1)) includible in his gross income,
whether or not a deduction for such
payment is allowable under section 219
to such employee after the application
of section 219(b). Thus, an employer
will be entitled to a deduction for com-
pensation paid to an employee for
amounts the employer contributes on
the employee’s behalf to an individual
retirement account, for an individual
retirement annuity, or for a retirement
bond if such deduction is otherwise al-
lowable under section 162.

[T.D. 7714, 45 FR 52788, Aug. 8, 1980]

§ 1.219–2 Definition of active partici-
pant.

(a) In general. This section defines
the term active participant for individ-
uals who participate in retirement
plans described in section 219(b)(2). Any
individual who is an active participant
in such a plan is not allowed a deduc-
tion under section 219(a) for contribu-
tions to an individual retirement ac-
count.

(b) Defined benefit plans—(1) In gen-
eral. Except as provided in subpara-
graphs (2), (3) and (4) of this paragraph,
an individual is an active participant
in a defined benefit plan if for any por-
tion of the plan year ending with or
within such individual’s taxable year
he is not excluded under the eligibility
provisions of the plan. An individual is
not an active participant in a par-

ticular taxable year merely because
the individual meets the plan’s eligi-
bility requirements during a plan year
beginning in that particular taxable
year but ending in a later taxable year
of the individual. However, for pur-
poses of this section, an individual is
deemed not to satisfy the eligibility
provisions for a particular plan year if
his compensation is less than the min-
imum amount of compensation needed
under the plan to accrue a benefit. For
example, assume a plan is integrated
with Social Security and only those in-
dividuals whose compensation exceeds
a certain amount accrue benefits under
the plan. An individual whose com-
pensation for the plan year ending with
or within his taxable year is less than
the amount necessary under the plan
to accrue a benefit is not an active par-
ticipant in such plan.

(2) Rules for plans maintained by more
than one employer. In the case of a de-
fined benefit plan described in section
413(a) and funded at least in part by
service-related contributions, e.g., so
many cents-per-hour, an individual is
an active participant if an employer is
contributing or is required to con-
tribute to the plan an amount based on
that individual’s service taken into ac-
count for the plan year ending with or
within the individual’s taxable year.
The general rule in paragraph (b)(1) of
this section applies in the case of plans
described in section 413(a) and funded
only on some non-service-related unit,
e.g., so many cents-per-ton of coal.

(3) Plans in which accruals for all par-
ticipants have ceased. In the case of a
defined benefit plan in which accruals
for all participants have ceased, an in-
dividual in such a plan is not an active
participant. However, any benefit that
may vary with future compensation of
an individual provides additional ac-
cruals. For example, a plan in which
future benefit accruals have ceased,
but the actual benefit depends upon
final average compensation will not be
considered as one in which accruals
have ceased.

(4) No accruals after specified age. An
individual in a defined benefit plan who
accrues no additional benefits in a plan
year ending with or within such indi-
vidual’s taxable year by reason of at-
taining a specified age is not an active
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participant by reason of his participa-
tion in that plan.

(c) Money purchase plan. An indi-
vidual is an active participant in a
money purchase plan if under the
terms of the plan employer contribu-
tions must be allocated to the individ-
ual’s account with respect to the plan
year ending with or within the individ-
ual’s taxable year. This rule applies
even if an individual is not employed at
any time during the individual’s tax-
able year.

(d) Profit-sharing and stock-bonus
plans—(1) In general. This paragraph
applies to profit-sharing and stock
bonus plans. An individual is an active
participant in such plans in a taxable
year if a forfeiture is allocated to his
account as of a date in such taxable
year. An individual is also an active
participant in a taxable year in such
plans if an employer contribution is
added to the participant’s account in
such taxable year. A contribution is
added to a participant’s account as of
the later of the following two dates:
the date the contribution is made or
the date as of which it is allocated.
Thus, if a contribution is made in an
individual’s taxable year 2 and allo-
cated as of a date in individual’s tax-
able year 1, the later of the relevant
dates is the date the contribution is
made. Consequently, the individual is
an active participant in year 2 but not
in year 1 as a result of that contribu-
tion.

(2) Special rule. An individual is not
an active participant for a particular
taxable year by reason of a contribu-
tion made in such year allocated to a
previous year if such individual was an
active participant in such previous
year by reason of a prior contribution
that was allocated as of a date in such
previous year.

(e) Employee contributions. If an em-
ployee makes a voluntary or manda-
tory contribution to a plan described in
paragraphs (b), (c), or (d) of this sec-
tion, such employee is an active partic-
ipant in the plan for the taxable year
in which such contribution is made.

(f) Certain individuals not active par-
ticipants. For purposes of this section,
an individual is not an active partici-
pant under a plan for any taxable year
of such individual for which such indi-

vidual elects, pursuant to the plan, not
to participate in such plan.

(g) Retirement savings for married indi-
viduals. The provisions of this section
apply in determining whether an indi-
vidual or his spouse is an active partic-
ipant in a plan for purposes of section
220 (relating to retirement savings for
certain married individuals).

(h) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. The X Corporation maintains a
defined benefit plan which has the following
rules on participation and accrual of bene-
fits. Each employee who has attained the age
of 25 or has completed one year of service is
a participant in the plan. The plan further
provides that each participant shall receive
upon retirement $12 per month for each year
of service in which the employee completes
1,000 hours of service. The plan year is the
calendar year. B, a calendar-year taxpayer,
enters the plan on January 2, 1980, when he
is 27 years of age. Since B has attained the
age of 25, he is a participant in the plan.
However, B completes less than 1,000 hours of
service in 1980 and 1981. Although B is not ac-
cruing any benefits under the plan in 1980
and 1981, he is an active participant under
section 219(b)(2) because he is a participant
in the plan. Thus, B cannot make deductible
contributions to an individual retirement ar-
rangement for his taxable years of 1980 and
1981.

Example 2. The Y Corporation maintains a
profit-sharing plan for its employees. The
plan year of the plan is the calendar year. C
is a calendar-year taxpayer and a participant
in the plan. On June 30, 1980, the employer
makes a contribution for 1980 which as allo-
cated on July 31, 1980. In 1981 the employer
makes a second contribution for 1980, allo-
cated as of December 31, 1980. Under the gen-
eral rule stated in § 1.219–2(d)(1), C is an ac-
tive participant in 1980. Under the special
rule stated in § 1.219–2(d)(2), however, C is not
an active participant in 1981 by reason of
that contribution made in 1981.

(i) Effective date. The provisions set
forth in this section are effective for
taxable years beginning after Decem-
ber 31, 1978.

[T.D. 7714, 45 FR 52789, Aug. 8, 1980]

SPECIAL DEDUCTIONS FOR CORPORATIONS

§ 1.241–1 Allowance of special deduc-
tions.

A corporation, in computing its tax-
able income, is allowed as deductions
the items specified in Part VIII (sec-
tion 242 and following), Subchapter B,
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Chapter 1 of the Code, in addition to
the deductions provided in part VI (sec-
tion 161 and following) Subchapter B,
Chapter 1 of the Code.

§ 1.242–1 Deduction for partially tax-
exempt interest.

A corporation is allowed a deduction
under section 242(a) in an amount equal
to certain interest received on obliga-
tions of the United States, or an obli-
gation of corporations organized under
Acts of Congress which are instrumen-
talities of the United States. The inter-
est for which a deduction shall be al-
lowed is interest which is included in
gross income and which is exempt from
normal tax under the act, as amended
and supplemented, which authorized
the issuance of the obligations. The de-
duction allowed by section 242(a) is al-
lowed only for the purpose of com-
puting normal tax, and therefore, no
deduction is allowed for such interest
in the computation of any surtax im-
posed by Subtitle A of the Internal
Revenue Code of 1954.

[T.D. 7100, 36 FR 5333, Mar. 20, 1971]

§ 1.243–1 Deduction for dividends re-
ceived by corporations.

(a)(1) A corporation is allowed a de-
duction under section 243 for dividends
received from a domestic corporation
which is subject to taxation under
Chapter 1 of the Internal Revenue Code
of 1954.

(2) Except as provided in section
243(c) and in section 246, the deduction
is:

(i) For the taxable year, an amount
equal to 85 percent of the dividends re-
ceived from such domestic corpora-
tions during the taxable year (other
than dividends to which subdivision (ii)
or (iii) of this subparagraph applies).

(ii) For a taxable year beginning
after September 2, 1958, an amount
equal to 100 percent of the dividends re-
ceived from such domestic corpora-
tions if at the time of receipt of such
dividends the recipient corporation is a
Federal licensee under the Small Busi-
ness Investment Act of 1958 (15 U.S.C.
ch. 14B). However, to claim the deduc-
tion provided by section 243(a)(2) the
company must file with its return a
statement that it was a Federal li-
censee under the Small Business In-

vestment Act of 1958 at the time of the
receipt of the dividends.

(iii) For a taxable year ending after
December 31, 1963, an amount equal to
100 percent of the dividends received
which are qualifying dividends, as de-
fined in section 243(b) and § 1.243–4.

(3) To determine the amount of the
distribution to a recipient corporation
and the amount of the dividend, see
§§ 1.301–1 and 1.316–1.

(b) For limitation on the dividends
received deduction, see section 246 and
the regulations thereunder.

[T.D. 6992, 34 FR 817, Jan. 18, 1969]

§ 1.243–2 Special rules for certain dis-
tributions.

(a) Dividends paid by mutual savings
banks, etc. In determining the deduc-
tion provided in section 243(a), any
amount allowed as a deduction under
section 591 (relating to deduction for
dividends paid by mutual savings
banks, cooperative banks, and domes-
tic building and loan associations)
shall not be considered as a dividend.

(b) Dividends received from regulated
investment companies. In determining
the deduction provided in section
243(a), dividends received from a regu-
lated investment company shall be sub-
ject to the limitations provided in sec-
tion 854.

(c) Dividends received from real estate
investment trusts. See section 857(c) and
paragraph (d) of § 1.857–6 for special
rules which deny a deduction under
section 243 in the case of dividends re-
ceived from a real estate investment
trust with respect to a taxable year for
which such trust is taxable under Part
II, Subchapter M, Chapter 1 of the
Code.

(d) Dividends received on preferred
stock of a public utility. The deduction
allowed by section 243(a) shall be deter-
mined without regard to any dividends
described in section 244 (relating to
dividends on the preferred stock of a
public utility). That is, such deduction
shall be determined without regard to
any dividends received on the preferred
stock of a public utility which is sub-
ject to taxation under Chapter 1 of the
Code and with respect to which a de-
duction is allowed by section 247 (relat-
ing to dividends paid on certain pre-
ferred stock of public utilities). For a
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deduction with respect to such divi-
dends received on the preferred stock
of a public utility, see section 244. If a
deduction for dividends paid is not al-
lowable to the distributing corporation
under section 247 with respect to the
dividends on its preferred stock, such
dividends received from a domestic
public utility corporation subject to
taxation under Chapter 1 of the Code
are includible in determining the de-
duction allowed by section 243(a).

[T.D. 6598, 27 FR 4092, Apr. 28, 1962, as amend-
ed by T.D. 6992, 34 FR 817, Jan. 18, 1969; T.D.
7767, 46 FR 11264, Feb. 6, 1981]

§ 1.243–3 Certain dividends from for-
eign corporations.

(a) In general. (1) In determining the
deduction provided in section 243(a),
section 243(d) provides that a dividend
received from a foreign corporation
after December 31, 1959, shall be treat-
ed as a dividend from a domestic cor-
poration which is subject to taxation
under chapter 1 of the Code, but only
to the extent that such dividend is out
of earnings and profits accumulated by
a domestic corporation during a period
with respect to which such domestic
corporation was subject to taxation
under Chapter 1 of the Code (or cor-
responding provisions of prior law).
Thus, for example, if a domestic cor-
poration accumulates earnings and
profits during a period or periods with
respect to which it is subject to tax-
ation under Chapter 1 of the Code (or
corresponding provisions of prior law)
and subsequently such domestic cor-
poration reincorporates in a foreign
country, any dividends paid out of such
earnings and profits after such reincor-
poration are eligible for the deduction
provided in section 243(a) (1) and (2).

(2) Section 243(d) and this section do
not apply to dividends paid out of earn-
ings and profits accumulated (i) by a
corporation organized under the China
Trade Act, 1922, (ii) by a domestic cor-
poration during any period with re-
spect to which such corporation was
exempt from taxation under section 501
(relating to certain charitable, etc. or-
ganizations) or 521 (relating to farmers’
cooperative associations), or (iii) by a
domestic corporation during any period
to which section 931 (relating to in-

come from sources within possessions
of the United States) applied.

(b) Establishing separate earnings and
profits accounts. A foreign corporation
shall, for purposes of section 243(d),
maintain a separate account for earn-
ings and profits to which it succeeds
which were accumulated by a domestic
corporation, and such foreign corpora-
tion shall treat such earnings and prof-
its as having been accumulated during
the accounting periods in which earned
by such domestic corporation. Such
foreign corporation shall also maintain
such a separate account for the earn-
ings and profits, or deficit in earnings
and profits, accumulated by it or accu-
mulated by any other corporations to
the earnings and profits of which it
succeeds.

(c) Effect of dividends on earnings and
profits accounts. Dividends paid out of
the accumulated earnings and profits
(see section 316(a)(1) of such foreign
corporation shall be treated as having
been paid out of the most recently ac-
cumulated earnings and profits of such
corporation. A deficit in an earnings
and profits account for any accounting
period shall reduce the most recently
accumulated earnings and profits for a
prior accounting period in such ac-
count. If there are no accumulated
earnings and profits in an earnings and
profits account because of a deficit in-
curred in a prior accounting period,
such deficit must be restored before
earnings and profits can be accumu-
lated in a subsequent accounting pe-
riod. If a dividend is paid out of earn-
ings and profits of a foreign corpora-
tion which maintains two or more ac-
counts (established under the provi-
sions of paragraph (b) of this section)
with respect to two or more accounting
periods ending on the same day, then
the portion of such dividend considered
as paid out of each account shall be the
same proportion of the total dividend
as the amount of earnings and profits
in that account bears to the sum of the
earnings and profits in all such ac-
counts.

(d) Illustration. The application of the
principles of this section in the deter-
mination of the amount of the divi-
dends received deduction may be illus-
trated by the following example:
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Example. On December 31, 1960, corporation
X, a calendar-year corporation organized in
the United States on January 1, 1958, consoli-
dated with corporation Y, a foreign corpora-
tion organized on January 1, 1958, which used
an annual accounting period based on the
calendar year, to form corporation Z, a for-
eign corporation not engaged in trade or
business within the United States. Corpora-
tion Z is a wholly-owned subsidiary of cor-
poration M, a domestic corporation. On Jan-
uary 1, 1961, corporation Z’s accumulated
earnings and profits of $31,000 are, under the
provisions of paragraph (b) of this section,
maintained in separate earnings and profits
accounts containing the following amounts:

Earnings and profits accumulated
for—

Domestic
corp. X

Foreign
corp. Y

1958 ................................................... ($1,000) $11,000
1959 ................................................... 10,000 9,000
1960 ................................................... 5,000 (3,000)

Corporation Z had earnings and profits of
$10,000 in each of the years 1961, 1962, and 1963
and makes distributions with respect to its
stock to corporation M for such years in the
following amounts:
1961 ....................................................................... $14,000
1962 ....................................................................... 23,000
1963 ....................................................................... 16,000

(1) For 1961, a deduction of $3,400 is allow-
able to M with respect to the $14,000 distribu-
tion from Z, computed as follows:
(i) Dividend from current year earnings and profits

(1961) ................................................................. $10,000
(ii) Dividend from earnings and profits of corpora-

tion X accumulated for 1960 .............................. 4,000
(iii) Deduction: 85 percent of $4,000 (the amount

distributed from the accumulated earnings and
profits of corporation X) ..................................... 3,400

(2) For 1962, a deduction of $6,970 is allow-
able to corporation M with respect to the
$23,000 distribution from corporation Z, com-
puted as follows:
(i) Dividend from current year earnings and prof-

its (1962) .......................................................... $10,000
(ii) Dividend from earnings and

profits of corporation X accumu-
lated for:

1960 ................................. $1,000
1959: $9,000 (i.e., $10,000 ¥ $1,000)

divided by $15,000 (i.e.,
$9,000+$9,000¥$3,000) multiplied
by $12,000 (i.e., $23,000¥$11,000) 7,200

Total ......................... 8,200
(iii) Dividend from earnings and

profits of corporation Y accumu-
lated for:

1959: $6,000/$15,000×$12,000 ............ 4,800
(iv) Deduction: 85 percent of

$8,200 (the amount distributed
from the accumulated earnings
and profits of corporation X) ...... .................. 6,970

(3) For 1963, a deduction of $1,530 is allow-
able to M with respect to the $16,000 distribu-
tion from Z, computed as follows:

(i) Dividend from current year earnings and profits
(1963) ................................................................. $10,000

(ii) Dividend from earnings and profits of corpora-
tion X accumulated for 1959:

Earnings and profits remaining after 1962
distribution (i.e., $9,000¥$7,200) ............... 1,800

(iii) Dividend from earnings and profits of corpora-
tion Y accumulated for 1959:

Earnings and profits remaining after 1962
distribution (i.e., $6,000¥$4,800) ............... 1,200

1958 ................................................................ 8,000
(iv) Deduction: 85 percent of $1,800 (the amount

distributed from the accumulated earnings and
profits of corporation X) ..................................... 1,530

[T.D. 6830, 30 FR 8045, June 23, 1965]

§ 1.243–4 Qualifying dividends.
(a) Definition of qualifying dividends—

(1) General. For purposes of section
243(a)(3), the term qualifying dividends
means dividends received by a corpora-
tion if:

(i) At the close of the day the divi-
dends are received, such corporation is
a member of the same affiliated group
of corporations (as defined in para-
graph (b) of this section) as the cor-
poration distributing the dividends,

(ii) An election by such affiilated
group under section 243(b)(2) and para-
graph (c) of this section is effective for
the taxable years of its members which
include such day, and

(iii) The dividends are distributed out
of earnings and profits specified in sub-
paragraph (2) of this paragraph.

(2) Earnings and profits. The earnings
and profits specified in this subpara-
graph are earnings and profits of a tax-
able year of the distributing corpora-
tion (or a predecessor corporation)
which satisfies each of the following
conditions:

(i) Such year must end after Decem-
ber 31, 1963;

(ii) On each day of such year the dis-
tributing corporation (or the prede-
cessor corporation) and the corporation
receiving the dividends must have been
members of the affiliated group of
which the distributing corporation and
the corporation receiving the dividends
are members on the day the dividends
are received; and

(iii) An election under section 1562
(relating to the election of multiple
surtax exmptions) was never effective
(or is no longer effective pursuant to
section 1562(c)) for such year.

(3) Special rule for insurance compa-
nies. Notwithstanding the provisions of
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subparagraph (2) of this paragraph, if
an insurance company subject to tax-
ation under section 802 or 821 distrib-
utes a dividend out of earnings and
profits of a taxable year with respect
to which the company would have been
a component member of a controlled
group of corporations within the mean-
ing of section 1563 were it not for the
application of section 1563(b)(2)(D),
such dividend shall not be treated as a
qualifying dividend unless an election
under section 243(b)(2) is effective for
such taxable year.

(4) Predecessor corporations. For pur-
poses of this paragraph, a corporation
shall be considered to be a predecessor
corporation with respect to a distrib-
uting corporation if the distributing
corporation succeeds to the earnings
and profits of such corporation, for ex-
ample, as the result of a transaction to
which section 381(a) applies. A distrib-
uting corporation shall, for purposes of
this section, maintain, in respect of
each predecessor corporation, a sepa-
rate account for earnings and profits to
which it succeeds, and such earnings
and profits shall be considered to be
earnings and profits of the prede-
cessor’s taxable year in which the earn-
ings and profits were accumulated.

(5) Mere change in form. (i) For pur-
poses of subparagraph (2)(ii) of this
paragraph, the affiliated group in exist-
ence during the taxable year out of the
earnings and profits of which the divi-
dend is distributed shall not be consid-
ered as a different group from that in
existence on the day on which the divi-
dend is received merely because:

(a) The common parent corporation
has undergone a mere change in iden-
tity, form, or place of organization
(within the meaning of section
368(a)(1)(F)), or

(b) A newly organized corporation
(the ‘‘acquiring corporation’’) has ac-
quired substantially all of the out-
standing stock of the common parent
corporation (the ‘‘acquired corpora-
tion’’) solely in exchange for stock of
such acquiring corporation, and the
stockholders (immediately before the
acquisition) of the acquired corpora-
tion, as a result of owning stock of the
acquired corporation, own (imme-
diately after the acquisition) all of the

outstanding stock of the acquiring cor-
poration.
If a transaction described in the pre-
ceding sentence has occurred, the ac-
quiring corporation shall be treated as
having been a member of the affiliated
group for the entire period during
which the acquired corporation was a
member of such group.

(ii) For purposes of subdivision (i) (b)
of this subparagraph, if immediately
before the acquisition:

(a) The stockholders of the acquired
corporation also owned all of the out-
standing stock of another corporation
(the ‘‘second corporation’’), and

(b) Stock of the acquired corporation
and of the second corporation could be
acquired or transferred only as a unit
(hereinafter referred to as the ‘‘limita-
tion on transferability’’), then the sec-
ond corporation shall be treated as an
acquired corporation and such second
corporation shall be treated as having
been a member of the affiliated group
for the entire period (while such group
was in existence) during which the lim-
itation on transferability was in exist-
ence, and if the second corporation is
itself the common parent corporation
of an affiliated group (the ‘‘second
group’’) any other member of the sec-
ond group shall be treated as having
been a member of the affiliated group
for the entire period during which it
was a member of the second group
while the limitation on transferability
existed. For purposes of (a) of this sub-
division and subdivision (i)(b) of this
subparagraph, if the limitation on
transferability of stock of the acquired
corporation and the second corporation
is achieved by using a voting trust,
then the stock owned by the trust shall
be considered as owned by the holders
of the beneficial interests in the trust.

(6) Source of distributions. In deter-
mining from what year’s earnings and
profits a dividend is treated as having
been distributed for purposes of this
section, the principles of paragraph (a)
of § 1.316–2 shall apply. A dividend shall
be considered to be distributed, first,
out of the earnings and profits of the
taxable year which includes the date
the dividend is distributed, second, out
of the earnings and profits accumu-
lated for the immediately preceding
taxable year, third, out of the earnings
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and profits accumulated for the second
preceding taxable year, etc. A deficit in
an earnings and profits account for any
taxable year shall reduce the most re-
cently accumulated earnings and prof-
its for a prior year in such account. If
there are no accumulated earnings and
profits in an earnings and profits ac-
count because of a deficit incurred in a
prior year, such deficit must be re-
stored before earnings and profits can
be accumulated in a subsequent year. If
a dividend is distributed out of sepa-
rate earnings and profits accounts (es-
tablished under the provisions of sub-
paragraph (4) of this paragraph) for two
or more taxable years ending on the
same day, then the portion of such div-
idend considered as distributed out of
each account shall be the same propor-
tion of the total dividend as the
amount of earnings and profits in that
account bears to the sum of the earn-
ings and profits in all such accounts.

(7) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. On March 1, 1965, corporation P,
a publicly owned corporation, acquires all of
the stock of corporation S and continues to
hold the stock throughout the remainder of
1965 and all of 1966. P and S are domestic cor-
porations which file separate returns on the
basis of a calendar year. The affiliated group
consisting of P and S makes an election
under section 243(b)(2) which is effective for
the 1966 taxable years of P and S. A multiple
surtax exemption election under section 1562
is not effective for their 1965 taxable years.
On February 1, 1966, S distributes $50,000
with respect to its stock which is received by
P on the same date. S had earnings and prof-
its of $40,000 for 1966 (computed without re-
gard to distributions during 1966). S also had
earnings and profits accumulated for 1965 of
$70,000. Since $40,000 was distributed out of
earnings and profits for 1966 and since each
of the conditions prescribed in subpara-
graphs (1) and (2) of this paragraph is satis-
fied, P is entitled to a 100-percent dividends
received deduction with respect to $40,000 of
the $50,000 distribution. However, since
$10,000 was distributed out of earnings and
profits accumulated for 1965, and since on
each day of 1965 S and P were not members
of the affiliated group of which S and P were
members on February 1, 1966, $10,000 of the
$50,000 distribution does not satisfy the con-
dition specified in subparagraph (2)(ii) of this
paragraph and thus does not qualify for the
100-percent dividends received deduction.

Example 2. Assume the same facts as in Ex-
ample (1), except that corporation P acquires

all the stock of corporation S on January 1,
1965, and sells such stock on November 1,
1966. Since $10,000 is distributed out of earn-
ings and profits for 1965, and since each of
the conditions prescribed in subparagraphs
(1) and (2) of this paragraph is satisfied, P is
entitled to a 100-percent dividends received
deduction with respect to $10,000 of the
$50,000 distribution. However, since $40,000 of
the $50,000 distribution was made out of
earnings and profits of S for its 1966 taxable
year, and on each day of such year S and P
were not members of the affiliated group of
which S and P were members on February 1,
1966, $40,000 of the distribution does not sat-
isfy the condition specified in subparagraph
(2)(ii) of this paragraph and thus does not
qualify for the 100-percent dividends received
deduction.

Example 3. Assume the same facts as in Ex-
ample (1), except that corporation P acquires
all the stock of corporation S on January 1,
1965, and that a multiple surtax exemption
election under section 1562 is effective for P’s
and S’s 1965 taxable years. Further assume
that the section 1562 election is terminated
effective with respect to their 1966 taxable
years, and that an election under section
243(b) (2) is effective for such taxable years.
Since $10,000 of the February 1, 1966, distribu-
tion was made out of earnings and profits of
S for its 1965 taxable year and since a mul-
tiple surtax exemption election is effective
for such year, $10,000 of the distribution does
not satisfy the condition specified in sub-
paragraph (2) (iii) of this paragraph and thus
does not qualify for the 100-percent dividends
received deduction. However, the portion of
the distribution which was distributed out of
earnings and profits of S’s 1966 year ($40,000)
qualifies for the 100-percent dividends re-
ceived deduction.

Example 4. Assume the same facts as in Ex-
ample (1), except that corporation P acquires
all the stock of corporation S on January 1,
1965, and that S is a life insurance company
subject to taxation under section 802. Ac-
cordingly, S would have been a member of a
controlled group of corporations except for
the application of section 1563(b)(2)(D). Since
$10,000 of the distribution was made out of
earnings and profits of S for its 1965 taxable
year, and since with respect to such year an
election under section 243(b)(2) was not effec-
tive, $10,000 of the distribution is not a quali-
fying dividend by reason of subparagraph (3)
of this paragraph. On the other hand, the
portion of the distribution which was distrib-
uted out of earnings and profits for S’s 1966
year ($40,000) does qualify for the 100-percent
dividends received deduction because the dis-
tribution was out of earnings and profits of a
year for which an election under section
243(b) (2) is effective, and because the other
conditions specified in subparagraphs (1) and
(2) of this paragraph are satisfied. However,
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if P were also a life insurance company sub-
ject to taxation under section 802, then sub-
paragraph (3) of this paragraph would not re-
sult in the disqualification of the portion of
the distribution made out of S’s 1965 earn-
ings and profits because S would be a compo-
nent member of an insurance group of cor-
porations (as defined in section 1563(a)(4)),
consisting of P and S, with respect to its 1965
year.

Example 5. Corporation X owns all the
stock of corporation Y from January 1, 1965,
through December 31, 1969. X and Y are do-
mestic corporations which file separate re-
turns on the basis of a calendar year. On
June 30, 1965, Y acquired all the stock of do-
mestic corporation Z, a calendar year tax-
payer, and on December 31, 1967, Y acquired
the assets of Z in a transaction to which sec-
tion 381(a) applied. A multiple surtax exemp-
tion election under section 1562, was not ef-
fective for any taxable year of X, Y, or Z,
and an election under section 243(b)(2) is ef-
fective for the 1968 and 1969 taxable years of
X and Y. On January 1, 1968, Y’s accumulated
earnings and profits are, under the provi-
sions of subparagraph (4) of this paragraph,
maintained in separate earnings and profits
accounts containing the following amounts:

Earnings and profits accumulated for
Corp Corp

Y Z

1964 ................................................... $60,000 $40,000
1965 ................................................... 30,000 15,000
1966 ................................................... (5,000) 2,000
1967 ................................................... 12,000 6,000

Corporation Y had earnings and profits of
$10,000 in each of the years 1968 and 1969, and
made distributions during such years in the
following amounts:

1968 ................................................................ $29,000
1969 ................................................................ 31,000

(i) The source of the 1968 distribution, de-
termined in accordance with the rules of sub-
paragraph (6) of this paragraph, is as follows:
(a) Dividend from Y’s current year’s earnings and

profits (1968) ...................................................... $10,000
(b) Dividend from earnings and profits of Y accu-

mulated for 1967 ................................................ 12,000
(c) Dividend from earnings and profits of Z accu-

mulated for:.
1967 ......................................................... 6,000
1966 ......................................................... 1,000

29,000

Since the 1968 dividend is considered paid out
of earnings and profits of Y’s 1968 and 1967
years, and Z’s 1967 and 1966 years, and since
each of these years satisfies each of the con-
ditions specified in subparagraph (2) of this
paragraph, X is entitled to a 100-percent divi-
dends received deduction with respect to the
entire 1968 distribution of $29,000 from Y.

(ii) The source of the 1969 distribution of
$31,000, determined in accordance with the

rules of subparagraph (6) of this paragraph,
is as follows:
(a) Dividend from Y’s current year’s earnings and

profits (1969) ...................................................... $10,000
(b) Dividend from earnings and profits of Z accu-

mulated for 1966 (1966 earnings and profits re-
maining after 1968 distribution, i.e.,
$2,000¥$1,000 .................................................. 1,000

(c) Dividend from earnings and profits of Y and Z
accumulated for 1965:

Corporation Y: $25,000 (i.e.,
$30,000¥$5,000 deficit) divided by
$40,000 (i.e., the sum of the 1965
earnings and profits of Y and Z) multi-
plied by $20,000 (the portion of the
distribution from the 1965 earnings
and profits of Y and Z) ........................ 12,500

Corporation Z: $15,000 divided by
$40,000 multiplied by $20,000 ............ 7,500

31,000

The sum of the dividends from Y’s 1969 year
($10,000), Z’s 1966 year ($1,000), and Y’s 1965
year ($12,500), or $23,500, qualifies for the 100-
percent dividends received deduction. How-
ever, the dividends paid out of Z’s 1965 year
($7,500) do not qualify because on each day of
1965 Z and X were not members of the affili-
ated group of which Y (the distributing cor-
poration) and X (the corporation receiving
the dividends) were members on the day in
1969 when the dividends were received by X.

(b) Definition of affiliated group. For
purposes of this section and § 1.243–5,
the term affiliated group shall have the
meaning assigned to it by section
1504(a), except that insurance compa-
nies subject to taxation under section
802 or 821 shall be treated as includible
corporations (notwithstanding section
1504(b)(2) ), and the provisions of sec-
tion 1504(c) shall not apply.

(c) Election—(1) Manner and time of
making election—(i) General. The elec-
tion provided by section 243(b)(2) shall
be made for an affiliated group by the
common parent corporation and shall
be made for a particular taxable year
of the common parent corporation.
Such election may not be made for any
taxable year of the common parent cor-
poration for which a multiple surtax
exemption election under section 1562
is effective. The election shall be made
by means of a statement, signed by any
person who is duly authorized to act on
behalf of the common parent corpora-
tion, stating that the affiliated group
elects under section 243(b)(2) for such
taxable year. The statement shall be
filed with the district director for the
internal revenue district in which is lo-
cated the principal place of business or
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principal office or agency of the com-
mon parent. The statement shall set
forth the name, address, taxpayer ac-
count number, and taxable year of each
corporation (including wholly-owned
subsidiaries) that is a member of the
affiliated group at the time the elec-
tion is filed. The statement may be
filed at any time, provided that, with
respect to each corporation the tax li-
ability of which for its matching tax-
able year of election (or for any subse-
quent taxable year) would be increased
because of the election, at the time of
filing there is at least 1 year remaining
in the statutory period (including any
extensions thereof) for the assessment
of a deficiency against such corpora-
tion for such year. (If there is less than
1 year remaining with respect to any
taxable year, the district director for
the internal revenue district in which
is located the principal place of busi-
ness or principal office or agency of the
corporation will ordinarily, upon re-
quest, enter into an agreement to ex-
tend such statutory period for assess-
ment and collection of deficiencies.

(ii) Information statement by common
parent. If a corporation becomes a
member of the affiliated group after
the date on which the election is filed
and during its matching taxable year
of election, then the common parent
shall file, within 60 days after such cor-
poration becomes a member of the af-
filiated group, an additional statement
containing the name, address, taxpayer
account number, and taxable year of
such corporation. Such additional
statement shall be filed with the inter-
nal revenue officer with whom the elec-
tion was filed.

(iii) Definition of matching taxable year
of election. For purposes of this para-
graph and paragraphs (d) and (e) of this
section, the term matching taxable year
of election shall mean the taxable year
of each member (including the common
parent corporation) of the electing af-
filiated group which includes the last
day of the taxable year of the common
parent corporation for which an elec-
tion by the affiiliated group is made
under section 243(b)(2).

(2) Consents by subsidiary corpora-
tions—(i) General. Each corporation
(other than the common parent cor-
poration) which is a member of the

electing affiliated group (including any
member which joins in the filing of a
consolidated return) at any time dur-
ing its matching taxable year of elec-
tion must consent to such election in
the manner and time provided in sub-
division (ii) or (iii) of this subpara-
graph, whichever is applicable.

(ii) Wholly owned subsidiary. If all of
the stock of a corporation is owned by
a member or members of the affiliated
group on each day of such corpora-
tion’s matching taxable year of elec-
tion, then such corporation (referred to
in this paragraph as a ‘‘wholly owned
subsidiary’’) shall be deemed to con-
sent to such election.

(iii) Other members. The consent of
each member of the affiliated group
(other than a wholly owned subsidiary)
shall be made by means of a statement,
signed by any person who is duly au-
thorized to act on behalf of the con-
senting member, stating that such
member consents to the election under
section 243(b)(2). The statement shall
set forth the name, address, taxpayer
account number, and taxable year of
the consenting member and of the com-
mon parent corporation, and in the
case of a statement filed after Decem-
ber 31, 1968, the identity of the internal
revenue district in which is located the
principal place of business or principal
office or agency of the common parent
corporation. The consent of more than
one such member may be incorporated
in a single statement. The statement
(or statements) shall be attached to
the election filed by the common par-
ent corporation. The consent of a cor-
poration that, after the date the elec-
tion was filed and during its matching
taxable year of election, either (a) be-
comes a member, or (b) ceases to be a
wholly owned subsidiary but continues
to be a member, shall be filed with the
internal revenue officer with whom the
election was filed and shall be filed on
or before the date prescribed by law
(including extensions of time) for the
filing of the consenting member’s in-
come tax return for such taxable year,
or on or before June 10, 1964, whichever
is later.

(iv) Statement attached to return. Each
corporation that consents to an elec-
tion by means of a statement described
in subdivision (iii) of this subparagraph
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should attach a copy of the statement
to its income tax return for its match-
ing taxable year of election, or, if such
return has already been filed, to its
first income tax return filed on or after
the date on which the statement is
filed. However, if such return is filed on
or before June 10, 1964, a copy of such
statement should be filed on or before
June 10, 1964, with the district director
with whom such return is filed. Each
wholly owned subsidiary should attach
a statement to its income tax return
for its matching taxable year of elec-
tion, or, if such return has already
been filed, to its first income tax re-
turn filed on or after the date on which
the statement is filed stating that it is
subject to an election under section
243(b)(2) and the taxable year to which
the election applies, and setting forth
the name, address, taxpayer account
number, and taxable year of the com-
mon parent corporation, and in the
case of a statement filed after Decem-
ber 31, 1968, the identity of the internal
revenue district in which is located the
principal place of business or principal
office or agency of the common parent
corporation. However, if the due date
for such return (including extensions of
time) is before June 10, 1964, such
statement should be filed on or before
June 10, 1964, with the district director
with whom such return is filed.

(3) Information statement by member. If
a corporation becomes a member of the
affiliated group during a taxable year
that begins after the last day of the
common parent corporation’s matching
taxable year of election, then (unless
such election has been terminated)
such corporation should attach a state-
ment to its income tax return for such
taxable year stating that it is subject
to an election under section 243(b)(2)
for such taxable year and setting forth
the name, address, taxpayer account
number, and taxable year of the com-
mon parent corporation, and the iden-
tity of the internal revenue district in
which is located the principal place of
business or principal office or agency
of the common parent corporation. In
the case of an affiliated group that
made an election under the rules pro-
vided in Treasury Decision 6721, ap-
proved April 8, 1964 (29 FR 4997, C.B.
1964–1 (Part 1), 625), such statement

shall be filed, on or before March 15,
1969, with the district director for the
internal revenue district in which is lo-
cated such member’s principal place of
business or principal office or agency.

(4) Years for which election effective—
(i) General rule. An election under sec-
tion 243(b)(2) by an affiliated group
shall be effective:

(a) In the case of each corporation
which is a member of such group at
any time during its matching taxable
year of election, for such taxable year,
and

(b) In the case of each corporation
which is a member of such group at
any time during a taxable year ending
after the last day of the common par-
ent’s taxable year of election but which
does not include such last day, for such
taxable year, unless the election is ter-
minated under section 243(b)(4) and
paragraph (e) of this section. Thus, the
election has a continuing effect and
need not be renewed annually.

(ii) Special rule for certain taxable
years ending in 1964. In the case of a
taxable year of a member (other than
the common parent corporation) of the
affiliated group (a) which begins in 1963
and ends in 1964, and (b) for which an
election is not effective under subdivi-
sion (i)(a) of this subparagraph, if an
election under section 243(b)(2) is effec-
tive for the taxable year of the com-
mon parent corporation which includes
the last day of such taxable year of
such member, then such election shall
be effective for such taxable year of
such member if such member files a
separate consent with respect to such
taxable year. However, in order for a
dividend distributed by such member
during such taxable year to meet the
requirements of section 243(b)(1), an
election under section 243(b)(2) must be
effective for the taxable year of each
member of the affiliated group which
includes the date such dividend is re-
ceived. See section 243(b)(1)(A) and
paragraph (a)(1) of this section. Accord-
ingly, if the dividend is to qualify for
the 100-percent dividends received de-
duction under section 243(a)(3), a con-
sent must be filed under this subdivi-
sion by each member of the affiliated
group with respect to its taxable year
which includes the day the dividend is
received (unless an election is effective
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for such taxable year under subdivision
(i)(a) of this subparagraph). For pur-
poses of this subdivision, a consent
shall be made by means of a statement
meeting the requirements of subpara-
graph (2)(iii) of this paragraph, and
shall be attached to the election made
by the common parent corporation for
its taxable year which includes the last
day of the taxable year of the member
with respect to which the consent is
made. A copy of the statement should
be filed, within 60 days after such elec-
tion is filed by the common parent cor-
poration, with the district director
with whom the consenting member
filed its income tax return for such
taxable year.

(iii) Examples. The provisions of sub-
division (ii) of this subparagraph, relat-
ing to the special rule for certain tax-
able years ending in 1964, may be illus-
trated by the following examples:

Example 1. P Corporation owns all the
stock of S–1 Corporation on each day of 1963,
1964, and 1965. P uses the calendar year as its
taxable year and S–1 uses a fiscal year end-
ing June 30 as its taxable year. P makes an
election under section 243(b)(2) for 1964. Since
S–1 is a wholly owned subsidiary for its tax-
able year ending June 30, 1965, it is deemed
to consent to the election. However, in order
for the election to be effective with respect
to S–1’s taxable year ending June 30, 1964, a
statement specifying that S–1 consents to
the election with respect to such taxable
year and containing the information re-
quired in a statement of consent under sub-
paragraph (2)(iii) of this paragraph must be
attached to the election.

Example 2. Assume the same facts as in Ex-
ample (1), except that P also owns all the
stock of S–2 Corporation on each day of 1963,
1964, and 1965. S–2 uses a fiscal year ending
May 31 as its taxable year. If S–1 distributes
a dividend to P on January 15, 1964, the divi-
dend may qualify under section 243(a)(3) only
if S–1 and S–2 both consent to the election
made by P for 1964 with respect to their tax-
able years ending in 1964.

Example 3. Assume the same facts as in Ex-
ample (1), except that P uses a fiscal year
ending on January 31 as its taxable year and
makes an election under subparagraph (1) of
this paragraph for its taxable year ending
January 31, 1964. Since S–1’s taxable year be-
ginning in 1963 and ending in 1964 includes
January 31, 1964, the last day of P’s taxable
year for which the election was made, the
election is effective under subdivision (i)(a)
of this subparagraph, for S–1’s taxable year
ending June 30, 1964. Accordingly, the special

rule of subdivision (ii) of this subparagraph
has no application.

(d) Effect of election. For restrictions
and limitations applicable to corpora-
tions which are members of an electing
affiliated group on each day of their
taxable years, see § 1.243–5.

(e) Termination of election—(1) In gen-
eral. An election under section 243(b)(2)
by an affiliated group may be termi-
nated with respect to any taxable year
of the common parent corporation
after the matching taxable year of
election of the common parent cor-
poration. The election is terminated as
a result of one of the occurrences de-
scribed in subparagraph (2) or (3) of
this paragraph. For years affected by
termination, see subparagraph (4) of
this paragraph.

(2) Consent of members—(i) General. An
election may be terminated for an af-
filiated group by its common parent
corporation with respect to a taxable
year of the common parent corporation
provided each corporation (other than
the common parent) that was a mem-
ber of the affiliated group at any time
during its taxable year that includes
the last day of such year of the com-
mon parent (the ‘‘matching taxable
year of termination’’) consents to such
termination. The statement of termi-
nation may be filed by the common
parent corporation at any time, pro-
vided that, with respect to each cor-
poration the tax liability of which for
its matching taxable year of termi-
nation (or for any subsequent taxable
year) would be increased because of the
termination, at the time of filing there
is at least 1 year remaining in the stat-
utory period (including any extensions
thereof) for the assessment of a defi-
ciency against such corporation for
such year. (If there is less than 1 year
remaining with respect to any taxable
year, the district director for the inter-
nal revenue district in which is located
the principal place of business or prin-
cipal office or agency of the corpora-
tion will ordinarily, upon request,
enter into agreement to extend such
statutory period for assessment and
collection of deficiencies.)

(ii) Statements filed after December 31,
1968. With respect to statements of ter-
mination filed after December 31, 1968:
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(a) The statement shall be filed with
the district director for the internal
revenue district in which is located the
principal place of business or principal
office or agency of the common parent
corporation;

(b) The statement shall be signed by
any person who is duly authorized to
act on behalf of the common parent
corporation and shall state that the af-
filiated group terminates the election
under section 243(b)(2) for such taxable
year;

(c) The statement shall set forth the
name, address, taxpayer account num-
ber, and taxable year of each corpora-
tion (including wholly owned subsidi-
aries) which is a member of the affili-
ated group at the time the termination
is filed; and

(d) The consents to the termination
shall be given in accordance with the
rules prescribed in paragraph (c)(2) of
this section, relating to manner and
time for giving consents to an election
under section 243(b)(2).

(3) Refusal by new member to consent—
(i) Manner of giving refusal. If any cor-
poration which is a new member of an
affiliated group with respect to a tax-
able year of the common parent cor-
poration (other than the matching tax-
able year of election of the common
parent corporation) files a statement
that it does not consent to an election
under section 243(b)(2) with respect to
such taxable year, then such election
shall terminate with respect to such
taxable year. Such statement shall be
signed by any person who is duly au-
thorized to act on behalf of the new
member, and shall be filed with the
timely filed income tax return of such
new member for its taxable year within
which falls the last day of such taxable
year of the common parent corpora-
tion. In the event of a termination
under this subparagraph, each corpora-
tion (other than such new member)
that is a member of the affiliated group
at any time during its taxable year
which includes such last day should,
within 30 days after such new member
files the statement of refusal to con-
sent, notify the district director of
such termination. Such notification
should be filed with the district direc-
tor for the internal revenue district in
which is located the principal place of

business or principal office or agency
of the corporation.

(ii) Corporation considered as new mem-
ber. For purposes of subdivision (i) of
this subparagraph, a corporation shall
be considered to be a new member of an
affiliated group of corporations with
respect to a taxable year of the com-
mon parent corporation if such cor-
poration:

(a) Is a member of the affiliated
group at any time during such taxable
year of the common parent corpora-
tion, and

(b) Was not a member of the affili-
ated group at any time during the com-
mon parent corporation’s immediately
preceding taxable year.

(4) Effect of termination. A termi-
nation under subparagraph (2) or (3) of
this paragraph is effective with respect
to (i) the common parent corporation’s
taxable year referred to in the par-
ticular subparagraph under which the
termination occurs, and (ii) the taxable
years of the other members of the af-
filiated group which include the last
day of such taxable year of the com-
mon parent. An election, once termi-
nated, is no longer effective. Accord-
ingly, the termination is also effective
with respect to the succeeding taxable
years of the members of the group.
However, the affiliated group may
make a new election in accordance
with the provisions of section 243(b)(2)
and paragraph (c) of this section.

[T.D. 6992, 34 FR 817, Jan. 18, 1969]

§ 1.243–5 Effect of election.
(a) General—(1) Corporations subject to

restrictions and limitations. If an election
by an affiliated group under section
243(b)(2) is effective with respect to a
taxable year of the common parent cor-
poration, then each corporation (in-
cluding the common parent corpora-
tion) which is a member of such group
on each day of its matching taxable
year shall be subject to the restrictions
and limitations prescribed by para-
graphs (b), (c), and (d) of this section
for such taxable year. For purposes of
this section, the term matching taxable
year shall mean the taxable year of
each member (including the common
parent corporation) of an affiliated
group which includes the last day of a
particular taxable year of the common
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parent corporation for which an elec-
tion by the affiliated group under sec-
tion 243(b)(2) is effective. If a corpora-
tion is a member of an affiliated group
on each day of a short taxable year
which does not include the last day of
a taxable year of the common parent
corporation, and if an election under
section 243(b)(2) is effective for such
short year, see paragraph (g) of this
section. In the case of taxable years be-
ginning in 1963 and ending in 1964 for
which an election under section
243(b)(2) is effective under paragraph
(c)(4)(ii) of § 1.243–4, see paragraph (f)(9)
of this section.

(2) Members filing consolidated returns.
The restrictions and limitations pre-
scribed by this section shall apply not-
withstanding the fact that some of the
corporations which are members of the
electing affiliated group (within the
meaning of section 243(b)(5)) join in the
filing of a consolidated return. Thus,
for example, if an electing affiliated
group includes one or more corpora-
tions taxable under section 11 of the
Code and two or more insurance com-
panies taxable under section 802 of the
Code, and if the insurance companies
join in the filing of a consolidated re-
turn, the amount of such companies’
exemptions from estimated tax (for
purposes of sections 6016 and 6655) shall
be the amounts determined under para-
graph (d)(5) of this section and not the
amounts determined pursuant to the
regulations under section 1502.

(b) Multiple surtax exemption election—
(1) General rule. If an election by an af-
filiated group under section 243(b)(2) is
effective with respect to a taxable year
of the common parent corporation,
then no corporation which is a member
of such affiliated group on each day of
its matching taxable year may consent
(or shall be deemed to consent) to an
election under section 1562(a)(1), relat-
ing to election of multiple surtax ex-
emptions, which would be effective for
such matching taxable year. Thus,
each corporation which is a component
member of the controlled group of cor-
porations with respect to its matching
taxable year (determined by applying
section 1563(b) without regard to para-
graph (2)(D) thereof) shall determine
its surtax exemption for such taxable

year in accordance with section 1561
and the regulations thereunder.

(2) Special rule for certain insurance
companies. Under section 243(b)(6)(A), if
the provisions of subparagraph (1) of
this paragraph apply with respect to
the taxable year of an insurance com-
pany subject to taxation under section
802 or 821, then the surtax exemption of
such insurance company for such tax-
able year shall be determined by apply-
ing part II (section 1561 and following),
subchapter B, chapter 6 of the Code,
with respect to such insurance com-
pany and the other corporations which
are component members of the con-
trolled group of corporations (as deter-
mined under section 1563 without re-
gard to subsections (a)(4) and (b)(2)(D)
thereof) of which such insurance com-
pany is a member, without regard to
section 1563(a)(4) (relating to certain
insurance companies treated as a sepa-
rate controlled group) and section
1563(b)(2)(D) (relating to certain insur-
ance companies treated as excluded
members).

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. Throughout 1965 corporation M
owns all the stock of corporations L–1, L–2,
S–1, and S–2. M is a domestic mutual insur-
ance company subject to tax under section
821 of the Code, L–1 and L–2 are domestic life
insurance companies subject to tax under
section 802 of the Code, and S–1 and S–2 are
domestic corporations subject to tax under
section 11 of the Code. Each corporation uses
the calendar year as its taxable year. M
makes a valid election under section 243(b)(2)
for the affiliated group consisting of M, L–1,
L–2, S–1, and S–2. If part II, subchapter B,
chapter 6 of the Code were applied with re-
spect to the 1965 taxable years of the cor-
porations without regard to section
243(b)(6)(A), the following would result: S–1
and S–2 would be treated as component mem-
bers of a controlled group of corporations on
such date; L–1 and L–2 would be treated as
component members of a separate controlled
group on such date; and M would be treated
as an excluded member. However, since sec-
tion 243(b)(6)(A) requires that part II of sub-
chapter B be applied without regard to sec-
tion 1563(a)(4) and (b)(2)(D), for purposes of
determing the surtax exemptions of M, L–1,
L–2, S–1, and S–2 for their 1965 taxable years,
such corporations are treated for purposes of
such part II as component members of a sin-
gle controlled group of corporations on De-
cember 31, 1965. Moreover, by reason of hav-
ing made the election under section 243(b)(2),
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M, L-1, L–2, S–1, and S–2 cannot consent to
multiple surtax exemption elections under
section 1562 which would be effective for
their 1965 taxable years. Thus, such corpora-
tions are limited to a single $25,000 surtax
exemption for such taxable years (to be ap-
portioned among such corporations in ac-
cordance with section 1561 and the regula-
tions thereunder).

(c) Foreign tax credit—(1) General. If
an election by an affiliated group under
section 243(b)(2) is effective with re-
spect to a taxable year of the common
parent corporation, then:

(i) The credit under section 901 for
taxes paid or accrued to any foreign
country or possession of the United
States shall be allowed to a corpora-
tion which is a member of such affili-
ated group for each day of its matching
taxable year only if each other cor-
poration which pays or accrues such
foreign taxes to any foreign country or
possession, and which is a member of
such group on each day of its matching
taxable year, does not deduct such
taxes in computing its tax liability for
its matching taxable year, and

(ii) A corporation which is a member
of such affiliated group on each day of
its matching taxable year may use the
overall limitation provided in section
904(a)(2) for such matching taxable
year only if each other corporation
which pays or accrues foreign taxes to
any foreign country or possession, and
which is a member of such group on
each day of its matching taxable year,
uses such limitation for its matching
taxable year.

(2) Consent of the Commissioner. In the
absence of unusual circumstances, a re-
quest by a corporation for the consent
of the Commissioner to the revocation
of an election of the overall limitation,
or to a new election of the overall limi-
tation, for the purpose of satisfying the
requirements of subparagraph (1)(ii) of
this paragraph will be given favorable
consideration, notwithstanding the
fact that there has been no change in
the basic nature of the corporation’s
business or changes in conditions in a
foreign country which substantially af-
fect the corporation’s business. See
paragraph (d)(3) of § 1.904–1.

(d) Other restrictions and limitations—
(1) General rule. If an election by an
affilated group under section 243(b)(2)
is effective with respect to a taxable

year of the common parent corpora-
tion, then, except to the extent that an
apportionment plan adopted under
paragraph (f) of this section for such
taxable year provides otherwise with
respect to a restriction or limitation
described in this paragraph, the rules
provided in subparagraphs (2), (3), (4),
and (5) of this paragraph shall apply to
each corporation which is a member of
such affiliated group on each day of its
matching taxable year for the purpose
of computing the amount of such re-
striction or limitation for its matching
taxable year. For purposes of this para-
graph, each corporation which is a
member of an electing affiliated group
(including any member which joins in
filing a consolidated return) shall be
treated as a separate corporation for
purposes of determining the amount of
such restrictions and limitations.

(2) Accumulated earnings credit—(i)
General. Except as provided in subdivi-
sion (ii) of this subparagraph, in deter-
mining the minimum accumulated
earnings credit under section 535(c)(2)
(or the accumulated earnings credit of
a mere holding or investment company
under section 535(c)(3) for each corpora-
tion which is a member of the affili-
ated group on each day of its matching
taxable year, in lieu of the $150,000
amount ($100,000 amount in the case of
taxable years beginning before January
1, 1975) mentioned in such sections
there shall be substituted an amount
equal to (a) $150,000 ($100,000 in the case
of taxable years beginning before Janu-
ary 1, 1975), divided by (b) the number
of such members.

(ii) Allocation of excess. If, with re-
spect to one or more members, the
amount determined under subdivision
(i) of this subparagraph exceeds the
sum of (a) such member’s accumulated
earnings and profits as of the close of
the preceding taxable year, plus (b)
such member’s earnings and profits for
the taxable year which are retained
(within the meaning of section
535(c)(1), then any such excess shall be
subtracted from the amount deter-
mined under subdivision (i) of this sub-
paragraph and shall be divided equally
among those remaining members of the
affiliated group that do not have such
an excess (until no such excess remains
to be divided among those remaining
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members that have not had such an ex-
cess). The excess so divided among such
remaining members shall be added to
the amount determined under subdivi-
sion (i) with respect to such members.

(iii) Apportionment plan not allowed.
An affiliated group may not adopt an
apportionment plan, as provided in
paragraph (f) of this section, with re-
spect to the amounts computed under
the provisions of this subparagraph.

(iv) Example. The provisions of this
subparagraph may be illustrated by the
following example;

Example. An affiliated group is composed of
four member corporations, W, X, Y, and Z.
The sum of the accumulated earnings and
profits (as of the close of the preceding tax-
able year ending December 31, 1975) plus the
earnings and profits for the taxable year end-
ing December 31, 1976 which are retained is
$15,000, $75,000, $37,500, and $300,000 in the
case of W, X, Y, and Z, respectively. The
amounts determined under this subpara-
graph for W, X, Y, and Z are $15,000, $48,750,
$37,500 and $48,750, respectively, computed as
follows:

Component members

W X Y Z

Earnings and profits .............................................................................. $15,000 $75,000 $37,500 $300,000
Amount computed under subpar. (1) .................................................... 37,500 37,500 37,500 37,500
Excess ................................................................................................... 22,500 0 0 0
Allocation of excess .............................................................................. .................... 7,500 7,500 7,500
New excess ........................................................................................... .................... .................... 7,500
Reallocation of new excess .................................................................. .................... 3,750 .................... 3,750

Amount to be used for purposes of sec. 535(c) (2) and (3) .. 15,000 48,750 37,500 48,750

(3) Mine exploration expenditures—(i)
Limitation under section 615(a). If the ag-
gregate of the expenditures to which
section 615(a) applies, which are paid or
incurred by corporations which are
members of the affiliated group on
each day of their matching taxable
years (during such taxable years) ex-
ceeds $100,000, then the deduction (or
amount deferrable) under section 615
for any such member for its matching
taxable year shall be limited to an
amount equal to the amount which
bears the same ratio to $100,000 as the
amount deductible or deferrable by
such member under section 615 (com-
puted without regard to this subdivi-
sion) bears to the aggregate of the
amounts deductible or deferrable under
section 615 (as so computed) by all such
members.

(ii) Limitation under section 615(c). If
the aggregate of the expenditures to
which section 615(a) applies which are
paid or incurred by the corporations
which are members of such affiliated
group on each day of their matching
taxable years (during such taxable
years) would, when added to the aggre-
gate of the amounts deducted or de-
ferred in prior taxable years which are
taken into account by such corpora-
tions in applying the limitation of sec-

tion 615(c), exceed $400,000, then section
615 shall not apply to any such expendi-
ture so paid or incurred by any such
member to the extent such expenditure
would exceed the amount which bears
the same ratio to (a) the amount, if
any, by which $400,000 exceeds the
amounts so deducted or deferred in
prior years, as (b) such member’s de-
duction (or amount deferrable) under
section 615 (computed without regard
to this subdivision) for such expendi-
tures paid or incurred by such member
during its matching taxable year, bears
to (c) the aggregate of the amounts de-
ductible or deferrable under section 615
(as so computed) by all such members
during their matching taxable years.

(iii) Treatment of corporations filing
consolidated returns. For purposes of
making the computations under sub-
divisions (i) and (ii) of this subpara-
graph, a corporation which joins in the
filing of a consolidated return shall be
treated as if it filed a separate return.

(iv) Estimate of exploration expendi-
tures. If, on the date a corporation
(which is a member of an affiliated
group on each day of its matching tax-
able year) files its income tax return
for such taxable year, it cannot be de-
termined whether or not the $100,000
limitation prescribed by subdivision (i)
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of this subparagraph, or the $400,000
limitation prescribed by subdivision
(ii) of this subparagraph, will apply
with respect to such taxable year, then
such member shall, for purposes of
such return, apply the provisions of
such subdivisions (i) and (ii) with re-
spect to such taxable year on the basis
of an estimate of the aggregate of the
exploration expenditures by all such
members of the affiliated group for
their matching taxable years. Such es-
timate shall be made on the basis of
the facts and circumstances known at
the time of such estimate. If an esti-
mate is used by any such member of
the affiliated group pursuant to this
subdivision, and if the actual expendi-
tures by all such members differ from
the estimate, then each such member
shall file as soon as possible an original
or amended return reflecting an
amended apportionment (either pursu-
ant to an apportionment plan adopted
under paragraph (f) of this section or
pursuant to the application of the rule
provided by subdivision (i) or (ii) of
this subparagraph) based upon such ac-
tual expenditures.

(v) Amount apportioned under appor-
tionment plan. If an electing affiliated
group adopts an apportionment plan as
provided in paragraph (f) of this section
with respect to the limitation under
section 615(a) or 615(c), then the
amount apportioned under such plan to
any corporation which is a member of
such group may not exceed the amount
which such member could have de-
ducted (or deferred) under section 615
had such affiliated group not filed an
election under section 243(b)(2).

(4) Small business deductions of life in-
surance companies. In the case of a life
insurance company taxable under sec-
tion 802 which is a member of such af-
filiated group on each day of its match-
ing taxable year, the small business de-
duction under sections 804(a)(4) and
809(d)(10) shall not exceed an amount
equal to $25,000 divided by the number
of life insurance companies taxable
under section 802 which are members of
such group on each day of their match-
ing taxable years.

(5) Estimated tax—(i) Exemption from
estimated tax. Except as otherwise pro-
vided in subdivision (ii) of this sub-
paragraph, the exemption from esti-

mated tax (for purposes of estimated
tax filing requirements under section
6016 and the addition to tax under sec-
tion 6655 for failure to pay estimated
tax) of each corporation which is a
member of such affiliated group on
each day of its matching taxable year
shall be (in lieu of the $100,000 amount
specified in section 6016(a) and (b)(2)(A)
and in section 6655(d)(1) and (e)(2)(A) an
amount equal to $100,000 divided by the
number of such members.

(ii) Nonapplication to certain taxable
years beginning in 1963 and ending in
1964. For purposes of this section, if a
corporation has a taxable year begin-
ning in 1963 and ending in 1964 the last
day of the eighth month of which falls
on or before April 10, 1964, then (not-
withstanding the fact that an election
under section 243(b)(2) is effective for
such taxable year) subdivision (i) of
this subparagraph shall not apply to
such corporation for such taxable year.
Thus, such corporation shall be enti-
tled to a $100,000 exemption from esti-
mated tax for such taxable year. Also,
with respect to a taxable year de-
scribed in the first sentence of this sub-
division, any such corporation shall
not be considered to be a member of
the affiliated group for purposes of de-
termining the number of members re-
ferred to in subdivision (i) of this sub-
paragraph.

(iii) Examples. The provisions of sub-
division (i) of this subparagraph may
be illustrated by the following exam-
ples:

Example 1. Corporation P owns all the
stock of corporation S–1 on each day of 1965.
On March 1, 1965, P acquires all the stock of
corporation S–2. Corporations P, S–1, and S–
2 file separate returns on a calendar year
basis. On March 31, 1965, the affiliated group
consisting of P, S–1, and S–2 anticipates
making an election under section 243(b)(2)
for P’s 1965 taxable year. If the affiliated
group does make a valid election under sec-
tion 243(b)(2) for P’s 1965 year, under subdivi-
sion (i) of this subparagraph the exemption
from estimated tax of P for 1965, and the ex-
emption from estimated tax of S–1 for 1965,
will be (assuming an apportionment plan is
not filed pursuant to paragraph (f) of this
section) an amount equal to $50,000
($100,000÷2). (Since S–2 is not a member of the
affiliated group on each day of 1965, S–2’s ex-
emption from estimated tax will be deter-
mined for the year 1965 without regard to
subdivision (i) of this subparagraph, whether
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or not the affiliated group makes the elec-
tion under section 243(b)(2).) P and S–1 file
declarations of estimated tax on April 15,
1965, on such basis and make payments with
respect to such declarations on such basis.
Thus, if the affiliated group does make a
valid election under section 243(b)(2) for P’s
1965 year, P and S–1 will not incur (as a re-
sult of the application of subdivision (i) of
this subparagraph to their 1965 years) addi-
tions to tax under section 6655 for failure to
pay estimated tax.

Example 2. Assume the same facts as in Ex-
ample (1), except that, on March 31, 1965, S–
1 anticipates that it will incur a loss for its
1965 year. Accordingly, in anticipation of
making an election under section 243(b)(2)
for P’s 1965 year and adopting an apportion-
ment plan under paragraph (f) of this sec-
tion, P computes its estimated tax liability
for 1965 on the basis of a $100,000 exemption,
and S–1 computes its estimated tax liability
for 1965 on the basis of a zero exemption. As-
sume S–1 incurs a loss for 1965 as antici-
pated. Thus, if P does make the election for
1965, and an apportionment plan is adopted
apportioning $100,000 to P and zero to S–1 (for
their 1965 years), P and S–1 will not incur (as
a result of the application of subdivision (i)
of this subparagraph to their 1965 years) ad-
ditions to tax under section 6655 for failure
to pay estimated tax.

Example 3. Assume the same facts as in Ex-
ample (1), except that P and S–1 file declara-
tions of estimated tax on April 15, 1965, on
the basis of separate $100,000 exemptions
from estimated tax for their 1965 years, and
make payments with respect to such declara-
tions on such basis. Assume that the affili-
ated group makes an election under section
243(b)(2) for P’s 1965 year. Under subdivision
(i) of this subparagraph, P and S–1 are lim-
ited in the aggregate to a single $100,000 ex-
emption from estimated tax for their 1965
years. The provisions of section 6655 will be
applied to the 1965 year of P and the 1965
year of S–1 on the basis of a $50,000 exemp-
tion from estimated tax for each corpora-
tion, unless a different apportionment of the
$100,000 amount is adopted under paragraph
(f) of this section. Since the election was
made under section 243(b)(2), regardless of
whether or not the affiliated group antici-
pated making the election, P or S–1 (or both)
may incur additions to tax under section 6655
for failure to pay estimated tax.

(e) Effect of election for certain taxable
years beginning in 1963 and ending in
1964. If an election under section
243(b)(2) by an affiliated group is effec-
tive for a taxable year of a corporation
under paragraph (c)(4)(ii) of § 1.243–4
(relating to election for certain taxable
years beginning in 1963 and ending in
1964), and if such corporation is a mem-

ber of such group on each day of such
taxable year, then the restrictions and
limitations prescribed by paragraphs
(b), (c), and (d) of this section shall
apply to all such members having such
taxable years (for such taxable years).
For purposes of this paragraph, such
paragraphs shall be applied with re-
spect to such taxable years as if such
taxable years included the last day of a
taxable year of the common parent cor-
poration for which an election was ef-
fective under section 243(b)(2), i.e., as if
such taxable years were matching tax-
able years. For apportionment plans
with respect to such taxable years, see
paragraph (f) (9) of this section.

(f) Apportionment plans—(1) In general.
In the case of corporations which are
members of an affiliated group of cor-
porations on each day of their match-
ing taxable years:

(i) The $100,000 amount referred to in
paragraph (d)(3)(i) of this section (re-
lating to limitation under section
615(a)),

(ii) The amount determined under
paragraph (d)(3)(ii)(a) of this section
(relating to limitation under section
615(c)),

(iii) The $25,000 amount referred to in
paragraph (d)(4) of this section (relat-
ing to small business deduction of life
insurance companies), and

(iv) The $100,000 amount referred to
in paragraph (d)(5)(i) of this section
(relating to exemption from estimated
tax), may be apportioned among such
members (for such taxable years) if the
common parent corporation files an ap-
portionment plan with respect to such
taxable years in the manner provided
in subparagraph (4) of this paragraph,
and if all other members consent to the
plan, in the manner provided in sub-
paragraph (5) or (6) of this paragraph
(whichever is applicable). The plan
may provide for the apportionment to
one or more of such members, in fixed
dollar amounts, of one or more of the
amounts referred to in subdivisions (i),
(ii), (iii), and (iv) of this subparagraph,
but in no event shall the sum of the
amounts so apportioned in respect to
any such subdivision exceed the
amount referred to in such subdivision.
See also paragraph (d)(3)(v) of this sec-
tion, relating to the maximum amount
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that may be apportioned to a corpora-
tion under this subparagraph with re-
spect to exploration expenditures to
which section 615 applies.

(2) Time for adopting plan. An affili-
ated group may adopt an apportion-
ment plan with respect to the match-
ing taxable years of its members only
if, at the time such plan is sought to be
adopted, there is at least 1 year re-
maining in the statutory period (in-
cluding any extensions thereof) for the
assessment of a deficiency against any
corporation the tax liability of which
for any taxable year would be increased
by the adoption of such plan. (If there
is less than 1 year remaining with re-
spect to any taxable year, the district
director for the internal revenue dis-
trict in which is located the principal
place of business or principal office or
agency of the corporation will ordi-
narily, upon request, enter into an
agreement to extend such statutory pe-
riod for assessment and collection of
deficiencies.)

(3) Years for which effective. A valid
apportionment plan with respect to
matching taxable years of members of
an affiliated group shall be effective for
such matching taxable years, and for
all succeeding matching taxable years
of such members, unless the plan is
amended in accordance with subpara-
graph (8) of this paragraph or is termi-
nated. Thus, the apportionment plan
(including any amendments thereof)
has a continuing effect and need not be
renewed annually. An apportionment
plan with respect to a particular tax-
able year of the common parent shall
terminate with respect to the taxable
years of the members of the affiliated
group which include the last day of a
succeeding taxable year of the common
parent if:

(i) Any corporation which was a
member of the affiliated group on each
day of its matching taxable year which
included the last day of the particular
taxable year of the common parent is
not a member of such group on each
day of its taxable year which includes
the last day of such succeeding taxable
year of the common parent, or

(ii) Any corporation which was not a
member of such group on each day of
its taxable year which included the last
day of the particular taxable year of

the common parent is a member of
such group on each day of its taxable
year which includes the last day of
such succeeding taxable year of the
common parent.

An apportionment plan, once termi-
nated, is no longer effective. Accord-
ingly, unless a new apportionment plan
is filed and consented to (or the section
243(b)(2) election is terminated) the
amounts referred to in subparagraph
(1) of this paragraph will be appor-
tioned among the corporations which
are members of the affiliated group on
each day of their matching taxable
years in accordance with the rules pro-
vided in paragraphs (d)(3)(i), (d)(3)(ii),
(d)(4), and (d)(5)(i) of this section.

(4) Filing of plan. The apportionment
plan shall be in the form of a state-
ment filed by the common parent cor-
poration with the district director for
the internal revenue district in which
is located the principal place of busi-
ness or principal office or agency of
such common parent. The statement
shall be signed by any person who is
duly authorized to act on behalf of the
common parent corporation and shall
set forth the name, address, internal
revenue district, taxpayer account
number, and taxable year of each mem-
ber to whom the common parent could
apportion an amount under subpara-
graph (1) of this paragraph (or, in the
case of an apportionment plan referred
to in subparagraph (9) of this para-
graph, each member to whom the com-
mon parent could apportion an amount
under such subparagraph) and the
amount (or amounts) apportioned to
each such member under the plan.

(5) Consent of wholly owned subsidi-
aries. If all the stock of a corporation
which is a member of the affiliated
group on each day of its matching tax-
able year is owned on each such day by
another corporation (or corporations)
which is a member of such group on
each day of its matching taxable year,
such corporation (hereinafter in this
paragraph referred to as a ‘‘wholly
owned subsidiary’’) shall be deemed to
consent to the apportionment plan.
Each wholly owned subsidiary should
attach a copy of the plan filed by the
common parent corporation to an in-
come tax return, amended return, or

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00359 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



364

26 CFR Ch. I (4–1–99 Edition)§ 1.243–5

claim for refund for its matching tax-
able year.

(6) Consent of other members. The con-
sent of each member (other than the
common parent corporation and wholly
owned subsidiaries) to an apportion-
ment plan shall be in the form of a
statement, signed by any person who is
duly authorized to act on behalf of the
member consenting to the plan, stating
that such member consents to the plan.
The consent of more than one such
member may be incorporated in a sin-
gle statement. The statement (or state-
ments) shall be attached to the appor-
tionment plan filed by the common
parent corporation. The consent of any
such member which, after the date the
apportionment plan was filed and dur-
ing its matching taxable year referred
to in subparagraph (1) of this para-
graph, ceases to be a wholly owned sub-
sidiary but continues to be a member,
shall be filled with the district director
with whom the apportionment plan is
filed (as soon as possible after it ceases
to be a wholly owned subsidiary). Each
consenting member should attach a
copy of the apportionment plan filed by
the common parent to an income tax
return, amended return, or claim for
refund for its matching taxable year
which includes the last day of the tax-
able year of the common parent cor-
poration for which the apportionment
plan was filed.

(7) Members of group filing consolidated
return—(i) General rule. Except as pro-
vided in subdivision (ii) of this sub-
paragraph, if the members of an affili-
ated group of corporations include one
or more corporations taxable under
section 11 of the Code and one or more
insurance companies taxable under sec-
tion 802 or 821 of the Code and if the af-
filiated group includes corporations
which join in the filing of a consoli-
dated return, then, for purposes of de-
termining the amount to be appor-
tioned to a corporation under an appor-
tionment plan adopted under this para-
graph, the corporations filing the con-
solidated return shall be treated as a
single member.

(ii) Consenting to an apportionment
plan. For purposes of consenting to an
apportionment plan under subpara-
graphs (5) and (6) of this paragraph, if
the members of an affiliated group of

corporations include corporations
which join in the filing of a consoli-
dated return, each corporation which
joins in filing the consolidated return
shall be treated as a separate member.

(8) Amendment of plan. An apportion-
ment plan, which is effective for the
matching taxable years of members of
an affiliated group, may be amended if
an amended plan is filed (and con-
sented to) within the time and in ac-
cordance with the rules prescribed in
this paragraph for the adoption of an
original plan with respect to such tax-
able years.

(9) Certain taxable years beginning in
1963 and ending in 1964. In the case of
corporations which are members of an
affiliated group of corporations on each
day of their taxable years referred to in
paragraph (e) of this section:

(i) The $100,000 amount referred to in
paragraph (d)(3)(i) of this section (re-
lating to limitation under section
615(a)),

(ii) The amount determined under
paragraph (d)(3)(ii)(a) of this section
(relating to limitation under section
615(c)),

(iii) The $25,000 amount referred to in
paragraph (d)(4) of this section (relat-
ing to small business deduction of life
insurance companies), and

(iv) The $100,000 amount referred to
in paragraph (d)(5)(i) of this section
(relating to exemption from estimated
tax), may be apportioned among such
members (for such taxable years) if an
apportionment plan is filed (and con-
sented to) with respect to such taxable
years in accordance with the rules pro-
vided in subparagraphs (2), (4), (5), (6),
(7), and (8) of this paragraph. For pur-
poses of this subparagraph, such sub-
paragraphs shall be applied as if such
taxable years included the last day of a
taxable year of the common parent cor-
poration, i.e., as if such taxable years
were matching taxable years. An ap-
portionment plan adopted under this
subparagraph shall be effective only
with respect to taxable years referred
to in paragraph (e) of this section. The
plan may provide for the apportion-
ment to one or more of such members,
in fixed dollar amounts, of one or more
of the amounts referred to in subdivi-
sions (i), (ii), (iii), and (iv) of this sub-
paragraph, but in no event shall the
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sum of the amounts so apportioned in
respect of any such subdivision exceed
the amount referred to in such subdivi-
sion. See also paragraph (d)(3)(v) of
this section, relating to the maximum
amount that may be apportioned to a
corporation under an apportionment
plan described in this subparagraph
with respect to exploration expendi-
tures to which section 615 applies.

(g) Short taxable years—(1) General. If:
(i) The return of a corporation is for

a short period (ending after December
31, 1963) on each day of which such cor-
poration is a member of an affiliated
group,

(ii) The last day of the common par-
ent’s taxable year does not end with or
within such short period, and

(iii) An election under section
243(b)(2) by such group is effective
under paragraph (c) (4) (i) of § 1.243–4 for
the taxable year of the common parent
within which falls such short period,
then the restrictions and limitations
prescribed by section 243(b)(3) shall be
applied in the manner provided in sub-
paragraph (2) of this paragraph.

(2) Manner of applying restrictions. In
the case of a corporation described in
subparagraph (1) of this paragraph hav-
ing a short period described in such
subparagraph:

(i) Such corporation may not consent
to an election under section 1562, relat-
ing to election of multiple surtax ex-
emptions, which would be effective for
such short period;

(ii) The credit under section 901 shall
be allowed to such corporation for such
short period if, and only if, each cor-
poration, which pays or accrues foreign
taxes and which is a member of the af-
filiated group on each day of its tax-
able year which includes the last day of
the common parent’s taxable year
within which falls such short period,
does not deduct such taxes in com-
puting its tax liability for its taxable
year which includes such last day;

(iii) The overall limitation provided
in section 904(a)(2) shall be allowed to
such corporation for such short period
if, and only if, each corporation, which
pays or accrues foreign taxes and
which is a member of the affiliated
group on each day of its taxable year
which includes the last day of the com-
mon parent’s taxable year within

which falls such short period, uses such
limitation for its taxable year which
includes such last day;

(iv) The minimum accumulated earn-
ings credit provided by section 535(c)(2)
(or in the case of a mere holding or in-
vestment company, the accumulated
earnings credit provided by section
535(c)(3)) allowable for such short pe-
riod shall be the amount computed by
dividing (a) the amount (if any) by
which $100,000 exceeds the aggregate of
the accumulated earnings and profits
of the corporations, which are members
of the affiliated group on the last day
of such short period, as of the close of
their taxable years preceding the tax-
able year which includes the last day of
such short period, by (b) the number of
such members on the last day of such
short period;

(v) The deduction allowable under
section 615(a) for such short period
shall be limited to an amount equal to
$100,000 divided by the number of cor-
porations which are members of the af-
filiated group on the last day of such
short period;

(vi) If the expenditures to which sec-
tion 615(a) applies which are paid or in-
curred by such corporation during such
short period would, when added to the
aggregate of the amounts deducted or
deferred (in taxable years ending before
the last day of such short period) which
are taken into account in applying the
limitation of section 615(c) by corpora-
tions which are members of the affili-
ated group on the last day of such
short period exceed $400,000, then sec-
tion 615 shall not apply to any such ex-
penditure so paid or incurred by such
corporation to the extent such expendi-
ture would exceed an amount equal to
(a) the amount (if any) by which
$400,000 exceeds the aggregate of the
amounts so deducted or deferred in
such taxable years (computed as if each
member filed a separate return), di-
vided by (b) the number of corporations
in the group which have taxable years
ending on such last day;

(vii) If such corporation is a life in-
surance company taxable under section
802, the small business deduction under
sections 804(a)(4) and 809(d)(10) shall
not exceed an amount equal to (a)
$25,000, divided by (b) the number of life
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insurance companies taxable under sec-
tion 802 which are members of the af-
filiated group on the last day of such
short period; and

(viii) The exemption from estimated
tax (for purposes of estimated tax fil-
ing requirements under section 6016
and the addition to tax under section
6655 for failure to pay estimated tax)
for such short period shall be an
amount equal to $100,000 divided by the
number of corporations which are
members of the affiliated group on the
last day of such short period.

[T.D. 6992, 34 FR 821, Jan. 18, 1969, as amend-
ed by T.D. 7376, 40 FR 42745, Sept. 16, 1975]

§ 1.244–1 Deduction for dividends re-
ceived on certain preferred stock.

A corporation is allowed a deduction
under section 244 for dividends received
on certain preferred stock of certain
public utility corporations subject to
taxation under chapter 1 of the Code.
The deduction is allowable only for
dividends received on the preferred
stock of a public utility with respect to
which the deduction for dividends paid
provided in section 247 (relating to
dividends paid on certain preferred
stock of public utilities) is allowable to
the distributing corporation.

§ 1.244–2 Computation of deduction.
(a) General rule. Section 244(a) pro-

vides a formula for the computation of
the deduction for dividends received on
the preferred stock of a public utility.
For purposes of this computation, the
normal tax rate referred to in section
244(a)(2)(B) shall be determined with-
out regard to any additional tax im-
posed by section 1562(b). See section
1562(b)(4). The deduction computed
under section 244(a) is subject to the
limitation provided in section 246.

(b) Qualifying dividends. Section
244(b) provides that in the case of divi-
dends received on the preferred stock
of a public utility in taxable years end-
ing after December 31, 1963, which are
‘‘qualifying dividends’’(as defined in
section 243(b)(1), but determined with-
out regard to section 243(c)(4)), the
computation of the deduction for divi-
dends received shall be made by apply-
ing the formula provided by section
244(a) separately to such qualifying
dividends. For such purposes, 100 per-

cent shall be used in lieu of the 85 per-
cent specified in section 244(a)(3).

(c) Examples. The computation of the
deduction provided in section 244 may
be illustrated by the following exam-
ples:

Example 1. Corporation X, which files its
income tax returns on the calendar year
basis, received in 1965 $100,000 as dividends on
the preferred stock of corporation Y, a public
utility corporation which is subject to tax-
ation under chapter 1 of the Code. The deduc-
tion provided in section 247 is allowable to Y,
the distributing corporation, with respect to
these dividends and they are not ‘‘qualifying
dividends’’(as defined in section 243(b)(1) but
determined without regard to section
243(c)(4)). The corporation normal tax rate
and the surtax rate for the calendar year 1965
are 22 percent and 26 percent, respectively.
The deduction allowable to X under section
244(a) for the year 1965 with respect to these
dividends is $60,208.33, computed as follows:
Dividends received on preferred stock of cor-

poration Y ..................................................... $100,000.00
Less: The fraction specified in section

244(a)(2): 14/48×$100,000 .......................... 29,166.67

Amount subject to 85-percent deduction ......... 70,833.33

Deduction—85 percent of $70,833.33 ............. 60,208.33

The result would be the same if X or Y(or
both) were subject to the 6-percent addi-
tional tax imposed by section 1562(b) for 1965.

Example 2. Assume the same facts as in Ex-
ample (1) and also assume that in 1965 cor-
poration X received $200,000 as dividends on
the preferred stock of Corporation Z, a pub-
lic utility corporation which is subject to
taxation under chapter 1 of the Code. As-
sume further that such dividends are ‘‘quali-
fying dividends’’ (as defined in section
243(b)(1) but determined without regard to
section 243(c)(4)). The deduction provided in
section 247 is allowable to Z, the distributing
corporation, with respect to these dividends.
The deduction allowable to X under section
244 for the year 1965 is $201,875, computed as
follows:
Deduction allowable under section 244(a) with

respect to the dividend received from Y
(see Example (1)) ........................................ $60,208.33

Deduction allowable under section 244(b) with
respect to the dividend received from Z:
Qualifying dividends received on preferred
stock of corporation Z .................................. 200,000.00

Less: The fraction specified in section
244(a)(2): 14/48×$200,000 .......................... 58,333.33

Deduction ......................................................... 141,666.67

Deduction allowable under section 244 for
1965 ............................................................. 201,875.00

[T.D. 6992, 34 FR 825, Jan. 18, 1969]
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§ 1.245–1 Dividends received from cer-
tain foreign corporations.

(a) General rule. (1) A corporation is
allowed a deduction under section
245(a) for dividends received from a for-
eign corporation (other than a foreign
personal holding company as defined in
section 552) which is subject to tax-
ation under chapter 1 of the Code if, for
an uninterrupted period of not less
than 36 months ending with the close
of the foreign corporation’s taxable
year in which the dividends are paid, (i)
the foreign corporation is engaged in
trade or business in the United States,
and (ii) 50 percent or more of the for-
eign corporation’s entire gross income
is effectively connected with the con-
duct of a trade or business in the
United States by that corporation. If
the foreign corporation has been in ex-
istence less than 36 months as of the
close of the taxable year in which the
dividends are paid, then the applicable
uninterrupted period to be taken into
consideration in lieu of the uninter-
rupted period of 36 or more months is
the entire period such corporation has
been in existence as of the close of such
taxable year. An uninterrupted period
which satisfied the twofold require-
ment with respect to business activity
and gross income may start at a date
later than the date on which the for-
eign corporation first commenced an
uninterrupted period of engaging in
trade or business within the United
States, but the applicable uninter-
rupted period is in any event the long-
est uninterrupted period which satis-
fies such twofold requirement. The de-
duction under section 245(a) is allow-
able to any corporation, whether for-
eign or domestic, receiving dividends
from a distributing corporation which
meets the requirements of that section.

(2) Any taxable year of a foreign cor-
poration which falls within the unin-
terrupted period described in section
245(a)(2) shall not be taken into ac-
count in applying section 245(a)(2) and
this paragraph if the 100 percent divi-
dends received deduction would be al-
lowable under paragraph (b) of this sec-
tion, whether or not in fact allowed,
with respect to any dividends payable,
whether or not in fact paid, out of the
earnings and profits of such foreign
corporation for that taxable year.

Thus, in such case the foreign corpora-
tion shall be treated as having no earn-
ings and profits for that taxable year
for purposes of determining the divi-
dends received deduction allowable
under section 245(a) and this para-
graph. However, that taxable year may
be taken into account for purposes of
determining whether the foreign cor-
poration meets the requirements of
section 245(a) that, for the uninter-
rupted period specified therein, the for-
eign corporation is engaged in trade or
business in the United States and
meets the 50 percent gross income re-
quirement.

(b) Dividends from wholly owned for-
eign subsidiaries. (1) A domestic cor-
poration is allowed a deduction under
section 245(b) for any taxable year be-
ginning after December 31, 1966, for
dividends received from a foreign cor-
poration (other than a foreign personal
holding company as defined in section
552) which is subject to taxation under
Chapter 1 of the Code if:

(i) The domestic corporation owns ei-
ther directly or indirectly all of the
outstanding stock of the foreign cor-
poration during the entire taxable year
of the domestic corporation in which
the dividends are received, and

(ii) The dividends are paid out of
earnings and profits of a taxable year
of the foreign corporation during which
(a) the domestic corporation receiving
the dividends owns directly or indi-
rectly throughout such year all of the
outstanding stock of the foreign cor-
poration, and (b) all of the gross in-
come of the foreign corporation from
all sources is effectively connected for
that year with the conduct of a trade
or business in the United States by
that corporation.

(2) The deduction allowed by section
245(b) does not apply if an election
under section 1562, relating to the
privilege of a controlled group of cor-
porations to elect multiple surtax ex-
emptions, is effective for either the
taxable year of the domestic corpora-
tion in which the dividends are re-
ceived or the taxable year of the for-
eign corporation out of the earnings
and profits of which the dividends are
paid.

(c) Rules of application. (1) Except as
provided in section 246, the deduction
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provided by section 245 for any taxable
year is the sum of the amounts com-
puted under paragraphs (1) and (2) of
section 245(a) plus, in the case of a do-
mestic corporation for any taxable
year beginning after December 31, 1966,
the sum of the amounts computed
under section 245(b)(2).

(2) To the extent that a dividend re-
ceived from a foreign corporation is
treated as a dividend from a domestic
corporation in accordance with section
243(d) and § 1.243–3, it shall not be treat-
ed as a dividend received from a foreign
corporation for purposes of this sec-
tion.

(3) For purposes of section 245 (a) and
(b), the amount of a distribution shall
be determined under subparagraph (B)
(without reference to subparagraph (C))
of section 301(b)(1).

(4) In determining from what year’s
earnings and profits a dividend is treat-
ed as having been distributed for pur-
poses of this section, the principles of
paragraph (a) of § 1.316–2 shall apply. A
dividend shall be considered to be dis-
tributed, first, out of the earnings and
profits of the taxable year which in-
cludes the date the dividend is distrib-
uted, second, out of the earnings and
profits accumulated for the imme-
diately preceding taxable year, third,
out of the earnings and profits accumu-
lated for the second preceding taxable
year, etc. A deficit in an earnings and
profits account for any taxable year
shall reduce the most recently accumu-
lated earnings and profits for a prior
year in such account. If there are no
accumulated earnings and profits in an
earnings and profits account because of
a deficit incurred in a prior year, such
deficit must be restored before earn-
ings and profits can be accumulated in
a subsequent accounting year. See also
paragraph (c) of § 1.243–3 and paragraph
(a)(6) of § 1.243–4.

(5) For purposes of this section the
gross income of a foreign corporation
for any period before its first taxable
year beginning after December 31, 1966,
which is from sources within the
United States shall be treated as gross
income which is effectively connected
for that period with the conduct of a
trade or business in the United States
by that corporation.

(6) For the determination of the
source of income and the income which
is effectively connected with the con-
duct of a trade or business in the
United States, see sections 861 through
864, and the regulations thereunder.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Corporation A (a foreign cor-
poration filing its income tax returns on a
calendar year basis) whose stock is 100 per-
cent owned by Corporation B (a domestic
corporation filing its income tax returns on
a calendar year basis) for the first time en-
gaged in trade or business within the United
States on January 1, 1943, and qualifies under
section 245 for the entire period beginning on
that date and ending on December 31, 1954.
Corporation A had accumulated earnings and
profits of $50,000 immediately prior to Janu-
ary 1, 1943, and had earnings and profits of
$10,000 for each taxable year during the unin-
terrupted period from January 1, 1943,
through December 31, 1954. It derived for the
period from January 1, 1943, through Decem-
ber 31, 1953, 90 percent of its gross income
from sources within the United States and in
1954 derived 95 percent of its gross income
from sources within the United States. Dur-
ing the calendar years 1943, 1944, 1945, 1946,
and 1947 Corporation A distributed in each
year $15,000; during the calendar years 1948,
1949, 1950, 1951, 1952, and 1953 it distributed in
each year $5,000; and during the year 1954,
$50,000. An analysis of the accumulated earn-
ings and profits under the above statement
of facts discloses that at December 31, 1953,
the accumulation amounted to $55,000, of
which $25,000 was accumulated prior to the
‘‘uninterrupted period’’ and $30,000 was accu-
mulated during the uninterrupted period.
(See section 316(a) and paragraph (c) of this
section.) For 1954 a deduction under section
245 of $31,025 ($8,075 on 1954 earnings of the
foreign corporation, plus $22,950 from the
$30,000 accumulation at December 31, 1953)
for dividends received from a foreign cor-
poration is allowable to Corporation B with
respect to the $50,000 received from Corpora-
tion A, computed as follows:

(i) $8,075, which is $8,500 (85 percent— the
percent specified in section 243 for the cal-
endar year 1954—of the $10,000 of earnings
and profits of the taxable year) multiplied by
95 percent (the portion of the gross income of
Corporation A derived during the taxable
year 1954 from sources within the United
States), plus

(ii) $22,950, which is $25,500 (85 percent— the
percent specified in section 243 for the cal-
endar year 1954—of $30,000, the part of the
earnings and profits accumulated after the
beginning of the uninterrupted period) mul-
tiplied by 90 percent (the portion of the gross
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income of Corporation A derived from
sources within the United States during that
portion of the uninterrupted period ending at
the beginning of the taxable year 1954).

Example 2. If in Example (1), Corporation A
for the taxable year 1954 had incurred a def-
icit of $10,000 (shown to have been incurred
before December 31) the amount of the earn-
ings and profits accumulated after the begin-
ning of the uninterrupted period would be
$20,000. If Corporation A had distributed
$50,000 on December 31, 1954, the deduction
under section 245 for dividends received from
a foreign corporation allowable to Corpora-
tion B for 1954 would be $15,300, computed by
multiplying $17,000 (85 percent—the percent
specified in section 243 for the calendar year
1954—of $20,000 earnings and profits accumu-
lated after the beginning of the uninter-
rupted period) by 90 percent (the portion of
the gross income of Corporation A derived
from United States sources during that por-
tion of the uninterrupted period ending at
the beginning of the taxable year 1954).

Example 3. Corporation A (a foreign cor-
poration filing its income tax returns on a
calendar year basis) whose stock is 100 per-
cent owned by corporation B (a domestic cor-
poration filing its income tax returns on a
calendar year basis) for the first time en-
gaged in trade or business within the United
States on January 1, 1960, and qualifies under
section 245 for the entire period beginning on
that date and ending on December 31, 1963. In
1963, A derived 75 percent of its gross income
from sources within the United States. A’s
earnings and profits for 1963 (computed as of
the close of the taxable year without diminu-
tion by reason of any distributions made
during the taxable year) are $200,000. On De-
cember 31, 1963, corporation A distributes to
corporation B 100 shares of corporation C
stock which have an adjusted basis in A’s
hands of $40,000 and a fair market value of
$100,000. For purposes of computing the de-
duction under section 245 for dividends re-
ceived from a foreign corporation, the
amount of the distribution is $40,000. B is al-
lowed a deduction under section 245 of
$25,500, i.e., $34,000 ($40,000 multiplied by 85
percent, the percent specified in section 243
for 1963), multiplied by 75 percent (the por-
tion of the gross income of corporation A de-
rived during 1963 from sources within the
United States).

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6752, 29 FR 12701, Sept. 9,
1964, T.D. 6830; 30 FR 8046, June 23, 1965; T.D.
7293, 38 FR 32793, Nov. 28, 1973]

§ 1.246–1 Deductions not allowed for
dividends from certain corpora-
tions.

The deductions provided in sections
243 (relating to dividends received by

corporations), 244 (relating to dividends
received on certain preferred stock),
and 245 (relating to dividends received
from certain foreign corporations), are
not allowable with respect to any divi-
dend received from:

(a) A corporation organized under the
China Trade Act, 1922 (15 U.S.C. ch. 4)
(see section 941); or

(b) A corporation which is exempt
from tax under section 501 (relating to
certain charitable, etc., organizations)
or section 521 (relating to farmers’ co-
operative associations) for the taxable
year of the corporation in which the
distribution is made or for its next pre-
ceding taxable year; for

(c) A corporation to which section 931
(relating to income from sources with-
in possessions of the United States) ap-
plies for the taxable year of the cor-
poration in which the distribution is
made or for its next preceding taxable
year; or

(d) A real estate investment trust
which, for its taxable year in which the
distribution is made, is taxable under
Part II, Subchapter M, Chapter 1 of the
Code. See section 243(c)(3), paragraph
(c) of § 1.243–2, section 857(c), and para-
graph (d) of § 1.857–6.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6598, 27 FR 4092, Apr. 28,
1962; T.D. 7767, 46 FR 11264, Feb. 6, 1981]

§ 1.246–2 Limitation on aggregate
amount of deductions.

(a) General rule. The sum of the de-
ductions allowed by sections 243(a)(1)
(relating to dividends received by cor-
porations), 244(a) (relating to dividends
received on certain preferred stock),
and 245 (relating to dividends received
from certain foreign corporations), ex-
cept as provided in section 246(b)(2) and
in paragraph (b) of this section, is lim-
ited to 85 percent of the taxable income
of the corporation. The taxable income
of the corporation for this purpose is
computed without regard to the net op-
erating loss deduction allowed by sec-
tion 172, the deduction for dividends
paid on certain preferred stock of pub-
lic utilities allowed by section 247, any
capital loss carryback under section
1212(a)(1), and the deductions provided
in sections 243(a)(1), 244(a), and 245. For
definition of the term taxable income,
see section 63.
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(b) Effect of net operating loss. If the
shareholder corporation has a net oper-
ating loss (as determined under sec.
172) for a taxable year, the limitation
provided in section 246(b)(1) and in
paragraph (a) of this section is not ap-
plicable for such taxable year. In that
event, the deductions provided in sec-
tions 243(a)(1), 244(a), and 245 shall be
allowable for all tax purposes to the
shareholder corporation for such tax-
able year without regard to such limi-
tation. If the shareholder corporation
does not have a net operating loss for
the taxable year, however, the limita-
tion will be applicable for all tax pur-
poses for such taxable year. In deter-
mining whether the shareholder cor-
poration has a net operating loss for a
taxable year under section 172, the de-
ductions allowed by sections 243(a)(1),
244(a), and 245 are to be computed with-
out regard to the limitation provided
in section 246(b)(1) and in paragraph (a)
of this section.

[T.D. 6992, 34 FR 825, Jan. 18, 1969, as amend-
ed by T.D. 7301, 39 FR 963, Jan. 4, 1974]

§ 1.246–3 Exclusion of certain divi-
dends.

(a) In general. Corporate taxpayers
are denied, in certain cases, the divi-
dends-received deduction provided by
section 243 (dividends received by cor-
porations), section 244 (dividends re-
ceived on certain preferred stock), and
section 245 (dividends received from
certain foreign corporations). The
above-mentioned dividends-received de-
ductions are denied, under section
246(c)(1), to corporate shareholders:

(1) If the dividend is in respect of any
share of stock which is sold or other-
wise disposed of in any case where the
taxpayer has held such share for 15
days or less; or

(2) If and to the extent that the tax-
payer is under an obligation to make
corresponding payments with respect
to substantially identical stock or se-
curities. It is immaterial whether the
obligation has arisen pursuant to a
short sale or otherwise.

(b) Ninety-day rule for certain pref-
erence dividends. In the case of any
stock having a preference in dividends,
a special rule is provided by section
246(c)(2) in lieu of the 15-day rule de-
scribed in section 246(c)(1) and para-

graph (a)(1) of this section. If the tax-
payer receives dividends on such stock
which are attributable to a period or
periods aggregating in excess of 366
days, the holding period specified in
section 246(c)(1)(A) shall be 90 days (in
lieu of 15 days).

(c) Definitions—(1) ‘‘Otherwise disposed
of’’. As used in this section the term
otherwise disposed of includes disposal
by gift.

(2) ‘‘Substantially identical stock or se-
curities’’. The term substantially iden-
tical stock or securities is to be applied
according to the facts and cir-
cumstances in each case. In general,
the term has the same meaning as the
corresponding terms in sections 1091
and 1233 and the regulations there-
under. See paragraph (d)(1) of § 1.1233–1.

(3) Obligation to make corresponding
payments. (i) Section 246(c)(1)(B) of the
Code denies the dividends-received de-
duction to a corporate taxpayer to the
extent that such taxpayer is under an
obligation, with respect to substan-
tially identical stock or securities, to
make payments corresponding to the
dividend received. Thus, for example,
where a corporate taxpayer is in both a
‘‘long’’ and ‘‘short’’ position with re-
spect to the same stock on the date
that such stock goes ex-dividend, the
dividend received on the stock owned
by the taxpayer will not be eligible for
the dividends-received deduction to the
extent that the taxpayer is obligated
to make payments to cover the divi-
dends with respect to its offsetting
short position in the same stock. The
dividends-received deduction is denied
in such a case without regard to the
length of time the taxpayer has held
the stock on which such dividends are
received.

(ii) The provisions of subdivision (i)
of this subparagraph may be illustrated
by the following example:

Example. Y Corporation owns 100 shares of
the Z Corporation’s common stock on Janu-
ary 1, 1959. Z Corporation on January 15,
1959, declares a dividend of $1.00 per share
payable to shareholders of record on January
30, 1959. On January 21, 1959, Y Corporation
sells short 25 shares of the Z Corporation’s
common stock and remains in the short posi-
tion on January 31, 1959, the day that Z Cor-
poration’s common stock goes ex-dividend. Y
Corporation is therefore obligated to make a
payment to the lender of the 25 shares of Z
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Corporation’s common stock which were sold
short, corresponding to the $1.00 a share divi-
dend that the lender would have received on
those 25 shares, or $25.00. Therefore, $25.00 of
the $100.00 that the Y Corporation receives as
dividends from the Z Corporation with re-
spect to the 100 shares of common stock in
which it has a long position is not eligible
for the dividends-received deduction.

(d) Determination of holding period—(1)
In general. Special rules are provided
by paragraph (3) of section 246(c) for de-
termining the period for which the tax-
payer has held any share of stock for
purposes of the restriction provided by
such section. In computing the holding
period the day of disposition but not
the day of acquisition shall be taken
into account. Also, there shall not be
taken into account any day which is
more than 15 days after the date on
which the share of stock becomes ex-
dividend. Thus, the holding period is
automatically terminated at the end of
such 15-day period without regard to
how long the stock may be held after
that date. In the case of stock quali-
fying under paragraph (2) of section
246(c) (as having preference in divi-
dends) a 90-day period is substituted for
the 15-day period prescribed in this
subparagraph. Finally, section 1223(4),
relating to holding periods in the case
of wash sales, shall not apply. There-
fore, tacking of the holding period of
the stock disposed of to the holding pe-
riod of the stock acquired where a wash
sale occurs is not permitted for pur-
poses of determining the holding period
described in section 246(c).

(2) Special rules. Section 246(c) re-
quires that the holding periods deter-
mined thereunder shall be appro-
priately reduced for any period that
the taxpayer’s stock holding is offset
by a corresponding short position re-
sulting from an option to sell, a con-
tractual obligation to sell, or a short
sale of, substantially identical stock or
securities. The holding periods of stock
held for a period of 15 days or less on
the date such short position is created
shall accordingly be reduced to the ex-
tent of such short position. Where the
amount of stock acquired within such
period exceeds the amount as to which
the taxpayer establishes a short posi-
tion, the stock the holding period of
which must be reduced because of such
short position shall be that most re-

cently acquired within such period. If,
on the date the short position is cre-
ated, the amount of stock subject to
the short position exceeds the amount,
if any, of stock held by the taxpayer
for 15 days or less, the excess shares of
stock sold short shall, to the extent
thereof, postpone until the termination
of the short position the commence-
ment of the holding periods of subse-
quently acquired stock. Stock having a
preference in dividends is also subject
to the rules prescribed in this subpara-
graph, except that the 90-day period
provided by paragraph (b) of this sec-
tion shall apply in lieu of the 15-day pe-
riod otherwise applicable. The rules
prescribed in this subparagraph may be
illustrated by the following examples:

Example 1. L Company purchased 100 shares
of Z Corporation’s common stock during
January 1959. On November 26, 1959, L Com-
pany purchased an additional 100 shares of
the same stock. On December 1, 1959, Z Cor-
poration declared a dividend payable on its
common stock to shareholders of record on
December 20, 1959. Also on December 1, L
Company sold short 150 shares of Z Corpora-
tion’s common stock. On December 16, 1959
(before the stock went ex-dividend), L Com-
pany closed its short sale with 150 shares
purchased on that date. In determining, for
purposes of section 246(c), whether L Com-
pany has held the 100 shares of stock ac-
quired on November 26 for a period in excess
of 15 days, the period of the short position
(from December 2 through December 16) shall
be excluded. Thus, if on or before December
26, 1959, L Company sold the 100 shares of Z
Corporation stock which it purchased on No-
vember 26, 1959, it would not be entitled to a
dividends-received deduction for the divi-
dends received on such shares because it
would have held such shares for 15 days or
less on the date of the sale. Since L Company
had held the 100 shares acquired during Jan-
uary 1959 for more than 15 days on December
2, 1959, and since it was under no obligation
to make payments corresponding to the divi-
dends received thereon, section 246(c) is inap-
plicable to the dividends received with re-
spect to those shares.

Example 2. Assume the same facts as in Ex-
ample (1) above except that the additional 100
shares of Z Corporation common stock were
purchased by L Company on December 10,
1959, rather than November 26, 1959. In deter-
mining, for purposes of section 246(c), wheth-
er L Company has held such shares for a pe-
riod in excess of 15 days, the period from De-
cember 11, 1959, until December 16, 1959 (the
date the short sale made on December 1 was
closed), shall be excluded.
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(e) Effective date. The provisions of
this section shall apply to stock ac-
quired after December 31, 1957, or with
respect to stock acquired before that
date where the taxpayer has made a
short sale of substantially identical
stock or securities after that date.

§ 1.246–4 Dividends from a DISC or
former DISC.

The deduction provided in section 243
(relating to dividends received by cor-
porations) is not allowable with respect
to any dividend (whether in the form of
a deemed or actual distribution or an
amount treated as a dividend pursuant
to section 995(c)) from a corporation
which is a DISC or former DISC (as de-
fined in section 992(a)(1) or (3) as the
case may be) to the extent such divi-
dend is from the corporation’s accumu-
lated DISC income (as defined in sec-
tion 996(f)(1)) or previously taxed in-
come (as defined in section 996(f)(2)) or
is a deemed distribution pursuant to
section 995(b)(1) in a taxable year for
which the corporation qualifies (or is
treated) as a DISC. To the extent that
a dividend is paid out of earnings and
profits which are not made up of accu-
mulated DISC income or previously
taxed income, the corporate recipient
is entitled to the deduction provided in
section 243 in the same manner and to
the same extent as a dividend from a
domestic corporation which is not a
DISC or former DISC.

[T.D. 7283, 38 FR 20824, Aug. 3, 1973]

§ 1.246–5 Reduction of holding periods
in certain situations.

(a) In general. Under section
246(c)(4)(C), the holding period of stock
for purposes of the dividends received
deduction is appropriately reduced for
any period in which a taxpayer has di-
minished its risk of loss by holding one
or more other positions with respect to
substantially similar or related prop-
erty. This section provides rules for ap-
plying section 246(c)(4)(C).

(b) Definitions—(1) Substantially simi-
lar or related property. The term sub-
stantially similar or related property
is applied according to the facts and
circumstances in each case. In general,
property is substantially similar or re-
lated to stock when—

(i) The fair market values of the
stock and the property primarily re-
flect the performance of—

(A) A single firm or enterprise;
(B) The same industry or industries;

or
(C) The same economic factor or fac-

tors such as (but not limited to) inter-
est rates, commodity prices, or foreign-
currency exchange rates; and

(ii) Changes in the fair market value
of the stock are reasonably expected to
approximate, directly or inversely,
changes in the fair market value of the
property, a fraction of the fair market
value of the property, or a multiple of
the fair market value of the property.

(2) Diminished risk of loss. A taxpayer
has diminished its risk of loss on its
stock by holding positions with respect
to substantially similar or related
property if changes in the fair market
values of the stock and the positions
are reasonably expected to vary in-
versely.

(3) Position. For purposes of this sec-
tion, a position with respect to prop-
erty is an interest (including a futures
or forward contract or an option) in
property or any contractual right to a
payment, whether or not severable
from stock or other property. A posi-
tion does not include traditional equity
rights to demand payment from the
issuer, such as the rights traditionally
provided by mandatorily redeemable
preferred stock.

(4) Reasonable expectations. For pur-
poses of paragraphs (b)(1)(i), (b)(2), or
(c)(1)(vi) of this section, reasonable ex-
pectations are the expectations of a
reasonable person, based on all the
facts and circumstances at the later of
the time the stock is acquired or the
positions are entered into. Reasonable
expectations include all explicit or im-
plicit representations made with re-
spect to the marketing or sale of the
position.

(c) Special rules—(1) Positions in more
than one stock—(i) In general. This para-
graph (c)(1) provides rules for the treat-
ment of positions that reflect the value
of more than one stock. In general, po-
sitions that reflect the value of a port-
folio of stocks are treated under the
rules of paragraphs (c)(1) (ii) through
(iv) of this section, and positions that
reflect the value of more than one
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stock but less than a portfolio are
treated under the rules of paragraph
(c)(1)(v) of this section. A portfolio for
this purpose is any group of stocks of
20 or more unrelated issuers. Para-
graph (c)(1)(vi) of this section provides
an anti-abuse rule.

(ii) Portfolios. Notwithstanding para-
graph (b)(1) of this section, a position
reflecting the value of a portfolio of
stocks is substantially similar or re-
lated to the stocks held by the tax-
payer only if the position and the tax-
payer’s holdings substantially overlap
as of the most recent testing date. A
position may be substantially similar
or related to a taxpayer’s entire stock
holdings or a portion of a taxpayer’s
stock holdings.

(iii) Determining substantial overlap.
This paragraph (c)(1)(iii) provides rules
for determining whether a position and
a taxpayer’s stock holdings or a por-
tion of a taxpayer’s stock holdings sub-
stantially overlap. Paragraphs
(c)(1)(iii) (A) through (C) of this section
determine whether there is substantial
overlap as of any testing date.

(A) Step One. Construct a subport-
folio (the Subportfolio) that consists of
stock in an amount equal to the lesser
of the fair market value of each stock
represented in the position and the fair
market value of the stock in the tax-
payer’s stock holdings. (The Subport-
folio may contain fewer than 20
stocks.)

(B) Step Two. If the fair market value
of the Subportfolio is equal to or great-
er than 70 percent of the fair market
value of the stocks represented in the
position, the position and the Subport-
folio substantially overlap.

(C) Step Three. If the position does
not substantially overlap with the Sub-
portfolio, repeat Steps One and Two
(paragraphs (c)(1)(iii)(A) and (B) of this
section) reducing the size of the posi-
tion. The largest percentage of the po-
sition that results in a substantial
overlap is substantially similar or re-
lated to the Subportfolio determined
with respect to that percentage of the
position.

(iv) Testing date. A testing date is any
day on which the taxpayer purchases
or sells any stock if the fair market
value of the stock or the fair market
value of substantially similar or re-

lated property is reflected in the posi-
tion, any day on which the taxpayer
changes the position, or any day on
which the composition of the position
changes.

(v) Nonportfolio positions. A position
that reflects the fair market value of
more than one stock but not of a port-
folio of stocks is treated as a separate
position with respect to each of the
stocks the value of which the position
reflects.

(vi) Anti-abuse rule. Notwithstanding
paragraphs (c)(1)(i) through (v) of this
section, a position that reflects the
value of more than one stock is a posi-
tion in substantially similar or related
property to the appropriate portion of
the taxpayer’s stock holdings if—

(A) Changes in the value of the posi-
tion or the stocks reflected in the posi-
tion are reasonably expected to vir-
tually track (directly or inversely)
changes in the value of the taxpayer’s
stock holdings, or any portion of the
taxpayer’s stock holdings and other po-
sitions of the taxpayer; and

(B) The position is acquired or held
as part of a plan a principal purpose of
which is to obtain tax savings (includ-
ing by deferring tax) the value of which
is significantly in excess of the ex-
pected pre-tax economic profits from
the plan.

(2) Options—(i) Options that are signifi-
cantly out of the money. For purposes of
paragraph (b)(2) of this section, an op-
tion to sell that is significantly out of
the money does not diminish the tax-
payer’s risk of loss on its stock unless
the option is held as part of a strategy
to substantially offset changes in the
fair market value of the stock.

(ii) Conversion rights. Notwith-
standing paragraphs (b)(1) and (2) of
this section, a taxpayer is treated as
diminishing its risk of loss by holding
substantially similar or related prop-
erty if it engages in the following
transactions or their substantial
equivalents—

(A) A short sale of common stock
while holding convertible preferred
stock of the same issuer and the price
changes of the convertible preferred
stock and the common stock are re-
lated;
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(B) A short sale of a convertible de-
benture while holding convertible pre-
ferred stock into which the debenture
is convertible or common stock; or

(C) A short sale of convertible pre-
ferred stock while holding common
stock.

(3) Stacking rule. If a taxpayer dimin-
ishes its risk of loss by holding a posi-
tion in substantially similar or related
property with respect to only a portion
of the shares that the taxpayer holds in
a particular stock, the holding period
of those shares having the shortest
holding period is reduced.

(4) Guarantees, surety agreements, or
similar arrangements. A taxpayer has di-
minished its risk of loss on stock by
holding a position in substantially
similar or related property if the tax-
payer is the beneficiary of a guarantee,
surety agreement, or similar arrange-
ment and the guarantee, surety agree-
ment, or similar arrangement provides
for payments that will substantially
offset decreases in the fair market
value of the stock.

(5) Hedges counted only once. A posi-
tion established as a hedge of one out-
standing position, transaction, or obli-
gation of the taxpayer (other than
stock) is not treated as diminishing the
risk of loss with respect to any other
position held by the taxpayer. In deter-
mining whether a position is estab-
lished to hedge an outstanding posi-
tion, transaction, or obligation of the
taxpayer, substantial deference will be
given to the relationships that are es-
tablished in its books and records at
the time the position is entered into.

(6) Use of related persons or pass-
through entities. Positions held by a
party related to the taxpayer within
the meaning of sections 267(b) or
707(b)(1) are treated as positions held
by the taxpayer if the positions are
held with a view to avoiding the appli-
cation of this section or § 1.1092(d)–2. In
addition, a taxpayer is treated as di-
minishing its risk of loss by holding
substantially similar or related prop-
erty if the taxpayer holds an interest
in, or is the beneficiary of, a pass-
through entity, intermediary, or other
arrangement with a view to avoiding
the application of this section or
§ 1.1092(d)–2.

(7) Notional principal contracts. For
purposes of this section, rights and ob-
ligations under notional principal con-
tracts are considered separately even
though payments with regard to those
rights and obligations are generally
netted for other purposes. Therefore, if
a taxpayer is treated under the pre-
ceding sentence as receiving payments
under a notional principal contract
when the fair market value of the tax-
payer’s stock declines, the taxpayer
has diminished its risk of loss by hold-
ing a position in substantially similar
or related property regardless of the
netting of the payments under the con-
tract for any other purposes.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. General application to common
stock. Corporation A and Corporation B are
both automobile manufacturers. The fair
market values of Corporation A and Corpora-
tion B common stock primarily reflect the
value of the same industry. Because Corpora-
tion A and Corporation B common stock are
affected not only by the general level of
growth in the industry but also by individual
corporate management decisions and cor-
porate capital structures, changes in the fair
market value of Corporation A common
stock are not reasonably expected to approx-
imate changes in the fair market value of
the Corporation B common stock. Under
paragraph (b)(1) of this section, Corporation
A common stock is not substantially similar
or related to Corporation B common stock.

Example 2. Common stock value primarily re-
flects commodity price. Corporation C and Cor-
poration D both hold gold as their primary
asset, and historically changes in the fair
market value of Corporation C common
stock approximated changes in the fair mar-
ket value of Corporation D common stock.
Corporation M purchased Corporation C com-
mon stock and sold short Corporation D
common stock. Corporation C common stock
is substantially similar or related to Cor-
poration D common stock because their fair
market values primarily reflect the perform-
ance of the same economic factor, the price
of gold, and changes in the fair market value
of Corporation C common stock are reason-
ably expected to approximate changes in the
fair market value of Corporation D common
stock. It was reasonably expected that
changes in the fair market values of the Cor-
poration C common stock and the short posi-
tion in Corporation D common stock would
vary inversely. Thus, Corporation M has di-
minished its risk of loss on its Corporation C
common stock for purposes of section
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246(c)(4)(C) and this section by holding a po-
sition in substantially similar or related
property.

Example 3. Portfolios of stocks —(i) Corpora-
tion Z holds a portfolio of stocks and ac-
quires a short position on a publicly traded
index through a regulated futures contract
(RFC) that reflects the value of a portfolio of
stocks as defined in paragraph (c)(1)(i) of this
section. The index reflects the fair market
value of stocks A through T. The values of
stocks reflected in the index and the values
of the same stocks in Corporation Z’s hold-
ings are as follows:

Stock
Z’s

hold-
ings

RFC
Sub-

portfo-
lio

A ................................................ $300 $300 $300
B ................................................ 300 300 300
C ................................................ — 300 —
D ................................................ 400 500 400
E ................................................ 300 500 300
F ................................................ 300 500 300
G ................................................ 500 600 500
H ................................................ 300 300 300
I .................................................. — 300 —
J ................................................. 400 450 400
K ................................................ 200 500 200
L ................................................. 200 400 200
M ................................................ 200 500 200
N ................................................ 100 200 100
O ................................................ — 200 —
P ................................................ 200 200 200
Q ................................................ 100 300 100
R ................................................ 200 100 100
S ................................................ 100 100 100
T ................................................ 100 200 100

Totals .............................. $4,200 $6,750 $4,100

(ii) The position is substantially similar or
related to Z’s stock holdings only if they
substantially overlap. To determine whether
they substantially overlap, Corporation Z
must construct a Subportfolio of stocks with
the lesser of the value of the stock as re-
flected in the RFC and its holdings. The Sub-
portfolio is given in the rightmost column
above. The value of the Subportfolio is 60.74
percent of the value of the stocks rep-
resented in the position ($4100÷$6750), so the
position and the Subportfolio do not sub-
stantially overlap.

(iii) To determine whether any portion of
the position substantially overlaps with any
portion of the Z’s stock holdings, the values
of the stocks in the RFC are reduced for pur-
poses of the above steps. Eighty percent of
the position and the corresponding subport-
folio (consisting of stocks with a value of the
lesser of the stocks represented in Z’s hold-
ings and in 80 percent of the RFC) substan-
tially overlap, computed as follows:

Stock
Z’s

hold-
ings

80% of
RFC

Sub-
portfo-

lio

A ................................................ $300 $240 $240
B ................................................ 300 240 240

Stock
Z’s

hold-
ings

80% of
RFC

Sub-
portfo-

lio

C ................................................ — 240 —
D ................................................ 400 400 400
E ................................................ 300 400 300
F ................................................ 300 400 300
G ................................................ 500 480 480
H ................................................ 300 240 240
I .................................................. — 240 —
J ................................................. 400 360 360
K ................................................ 200 400 200
L ................................................. 200 320 200
M ................................................ 200 400 200
N ................................................ 100 160 100
O ................................................ — 160 —
P ................................................ 200 160 160
Q ................................................ 100 240 100
R ................................................ 200 80 80
S ................................................ 100 80 80
T ................................................ 100 160 100

Totals .............................. $4,200 $5,400 $3,780

(iv) Because $3,780 is 70 percent of $5,400,
the Subportfolio substantially overlaps with
80 percent of the position. Under paragraph
(c)(3) of this section, Z’s stocks having the
shortest holding period are treated as in-
cluded in the Subportfolio. A larger portion
of Z’s stocks may be treated as substantially
similar or related property under the anti-
abuse rule of paragraph (c)(1)(vi) of this sec-
tion.

Example 4. Hedges counted only once Janu-
ary 1, 1996, Corporation X owns a $100 million
portfolio of stocks all of which would sub-
stantially overlap with a $100 million regu-
lated futures contract (RFC) on a commonly
used index (the Index). On January 15, Cor-
poration X enters into a $100 million short
position in an RFC on the Index with a
March delivery date and enters into a $75
million long position in an RFC on the Index
for June delivery. Also on January 15, 1996,
Corporation X indicates in its books and
records that the long and short RFC posi-
tions are intended to offset one another.
Under paragraph (c)(5) of this section, $75
million of the short position in the RFC is
not treated as diminishing the risk of loss on
the stock portfolio and instead is treated as
a straddle or a hedging transaction, as ap-
propriate, with respect to the $75 million
long position in the RFC, under section 1092.
The remaining $25 million short position is
treated as diminishing the risk of loss on the
portfolio by holding a position in substan-
tially similar or related property. The rules
of paragraph (c)(1) determine how much of
the portfolio is subject to this rule and the
rules of paragraph (c)(3) determine which
shares have their holding periods tolled.

(e) Effective date—(1) In general. The
provisions of this section apply to divi-
dends received on or after March 17,
1995, on stock acquired after July 18,
1984.
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(2) Special rule for dividends received
on certain stock. Notwithstanding para-
graph (e)(1) of this section, this section
applies to any dividends received by a
taxpayer on stock acquired after July
18, 1984, if the taxpayer has diminished
its risk of loss by holding substantially
similar or related property involving
the following types of transactions—

(i) The short sale of common stock
when holding convertible preferred
stock of the same issuer and the price
changes of the two stocks are related,
or the short sale of a convertible de-
benture while holding convertible pre-
ferred stock into which the debenture
is convertible (or common stock), or a
short sale of convertible preferred
stock while holding common stock; or

(ii) The acquisition of a short posi-
tion in a regulated futures contract on
a stock index, or the acquisition of an
option to sell the regulated futures
contract or the stock index itself, or
the grant of a deep-in-the-money op-
tion to buy the regulated futures con-
tract or the stock index while holding
the stock of an investment company
whose principal holdings mimic the
performance of the stocks included in
the stock index; or alternatively, while
holding a portfolio composed of stocks
that mimic the performance of the
stocks included in the stock index.

[T.D. 8590, 60 FR 14638, Mar. 20, 1995]

§ 1.247–1 Deduction for dividends paid
on preferred stock of public utili-
ties.

(a) Amount of deduction. (1) A deduc-
tion is provided in section 247 for divi-
dends paid during the taxable year by
certain public utility corporations (see
paragraph (b) of this section) on cer-
tain preferred stock (see paragraph (c)
of this section). This deduction is an
amount equal to the product of a speci-
fied fraction times the lesser of (i) the
amount of the dividends paid during
the taxable year by a public utility on
its preferred stock (as defined in para-
graph (c) of this section), or (ii) the
taxable income of the public utility for
such taxable year (computed without
regard to the deduction allowed by sec-
tion 247). The specified fraction for any
taxable year is the fraction the numer-
ator of which is 14 and the denominator

of which is the sum of the corporation
normal tax rate and the surtax rate for
such taxable year specified in section
11. Since section 11 provides that for
the calendar year 1954 the corporation
normal tax rate is 30 percent and the
surtax rate is 22 percent, the sum of
the two tax rates is 52 percent and the
specified fraction for the calendar year
1954 is 14/52. If, for example, section 11
should specify that the corporation’s
normal tax rate is 25 percent and the
surtax rate is 22 percent for the cal-
endar year, the sum of the two tax
rates will be 47 percent and the speci-
fied fraction for the calendar year will
be 14/47. If Corporation A, a public util-
ity which files its income tax return on
the calendar year basis, pays $100,000
dividends on its preferred stock in the
calendar year 1954 and if its taxable in-
come for such year is greater than
$100,000 the deduction allowable to Cor-
poration A under section 247 for 1954 is
$100,000 times 14/52, or $26,923.08. If in
1954 Corporation A’s taxable income,
computed without regard to the deduc-
tion provided in section 247, had been
$90,000 (that is, less than the amount of
the dividends which it paid on its pre-
ferred stock in that year), the deduc-
tion allowable under section 247 for
1954 would have been $90,000 times 14/52,
or $24,230.77.

(2) For the purpose of determining
the amount of the deduction provided
in section 247(a) and in subparagraph
(1) of this paragraph, the amount of
dividends paid in a given taxable year
shall not include any amount distrib-
uted in such year with respect to divi-
dends unpaid and accumulated in any
taxable year ending before October 1,
1942. If any distribution is made in the
current taxable year with respect to
dividends unpaid and accumulated for a
prior taxable year, such distribution
will be deemed to have been made with
respect to the earliest year or years for
which there are dividends unpaid and
accumulated. Thus, if a public utility
makes a distribution with respect to a
prior taxable year, it shall be consid-
ered that such distribution was made
with respect to the earliest year or
years for which there are dividends un-
paid and accumulated, whether or not
the public utility states that the dis-
tribution was made with respect to
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such year or years and even though the
public utility stated that the distribu-
tion was made with respect to a later
year. Even though it has dividends un-
paid and accumulated with respect to a
taxable year ending before October 1,
1942, a public utility may, however, in-
clude the dividends paid with respect
to the current taxable year in com-
puting the deduction under section 247.
If there are no dividends unpaid and ac-
cumulated with respect to a taxable
year ending before October 1, 1942, a
public utility may include the divi-
dends paid with respect to a prior tax-
able year which ended after October 1,
1942, in computing the deduction under
section 247; such public utility in addi-
tion may include the dividends paid
with respect to the current taxable
year in computing the deduction under
section 247. However, if local law or its
own charter requires a public utility to
pay all unpaid and accumulated divi-
dends before any dividends can be paid
with respect to the current taxable
year, such public utility may not in-
clude any distribution in the current
year in computing the deduction under
section 247 to the extent that there are
dividends unpaid and accumulated with
respect to taxable years ending before
October 1, 1942.

(3) If a corporation which is engaged
in one or more of the four types of
business activities (called utility ac-
tivities in this section) enumerated in
section 247(b)(1) (the furnishing of tele-
phone service or the sale of electrical
energy, gas, or water) is also engaged
in some other business that does not
fall within any of the enumerated cat-
egories, the deduction under section 247
is allowable only for such portion of
the amount computed under section
247(a) as is allocable to the income
from utility activities. For this pur-
pose, the allocation may be made on
the basis of the ratio which the total
income from the utility activities
bears to total income from all sources
(total income being considered either
gross income or gross receipts, which-
ever method results in the higher de-
duction). However, if such an alloca-
tion reaches an inequitable result and
the books of the corporation are so
kept that the taxable income attrib-
utable to the utility activities can be

readily determined, particularly where
the books of the corporation are re-
quired by governmental bodies to be so
kept for rate making or other purposes,
the allocation may be made upon the
basis of taxable income. No such appor-
tionment will be required if the income
from sources other than utility activi-
ties is less than 20 percent of the total
income of the corporation, irrespective
of the method used in determining such
total income.

(b) Public utility. As used in section
247 and this section, public utility
means a corporation engaged in the
furnishing of telephone service, or in
the sale of electric energy, gas, or
water if the rates charged by such cor-
poration for such furnishing or sale, as
the case may be, have been established
or approved by a State or political sub-
division thereof or by an agency or in-
strumentality of the United States or
by a public utility or public service
commission or other similar body of
the District of Columbia or of any
State or political subdivision thereof.
If a schedule of rates has been filed
with any of the above bodies having
the power to disapprove such rates,
then such rates shall be considered as
established or approved rates even
though such body has taken no action
on the filed schedule. Rates fixed by
contract between the corporation and
the purchaser, except where the pur-
chaser is the United States, a State,
the District of Columbia, or an agency
or political subdivision of the United
States, a State, or the District of Co-
lumbia, shall not be considered as es-
tablished or approved rates in those
cases where they are not subject to di-
rect control, or where no maximum
rate for such contract rates has been
established by the United States, a
State, the District of Columbia, or by
an agency or political subdivision
thereof. The deduction provided in sec-
tion 247 will not be denied solely be-
cause part of the gross income of the
corporation consists of revenue derived
from such furnishing or sale at rates
which are not so regulated, provided
the corporation establishes to the sat-
isfaction of the Commissioner (1) that
the revenue from regulated rates and
the revenue from unregulated rates are
derived from the operation of a single
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interconnected and coordinated system
within a single area or region in one or
more States, or from the operation of
more than one such system and (2) that
the regulation to which it is subject in
part of its operating territory in one
such system is effective to control
rates within the unregulated territory
of the same system so that the rates
within the unregulated territory have
been and are substantially as favorable
to users and consumers as are the rates
within the regulated territory.

(c) Preferred stock. (1) For the pur-
poses of section 247 and this section,
preferred stock means stock (i) which
was issued before October 1, 1942, (ii)
the dividends in respect of which (dur-
ing the whole of the taxable year, or
the part of the taxable year after the
actual date of the issue of such stock)
were cumulative, nonparticipating as
to current distributions, and payable in
preference to the payment of dividends
on other stock, and (iii) the rate of re-
turn on which is fixed and cannot be
changed by a vote of the board of direc-
tors or by some similar method. How-
ever, if there are several classes of pre-
ferred stock, all of which meet the
above requirements, the deduction pro-
vided in section 247 shall not be denied
in the case of a given class of preferred
stock merely because there is another
class of preferred stock whose divi-
dends are to be paid before those of the
given class of stock. Likewise, it is im-
material for the purposes of section 247
and this section whether the stock be
voting or nonvoting stock.

(2) Preferred stock issued on or after
October 1, 1942, under certain cir-
cumstances will be considered as hav-
ing been issued before October 1, 1942,
for purposes of the deduction provided
in section 247. If the new stock is
issued on or after October 1, 1942, to re-
fund or replace bonds or debentures
which were issued before October 1,
1942, or to refund or replace other stock
which was preferred stock within the
meaning of section 247(b)(2) (or the cor-
responding provision of the Internal
Revenue Code of 1939), such new stock
shall be considered as having been
issued before October 1, 1942. If pre-
ferred stock is issued to refund or re-
place stock which was preferred stock
within the meaning of section 247(b)(2)

(or the corresponding provision of the
Internal Revenue Code of 1939), it shall
be immaterial whether the preferred
stock so refunded or replaced was
issued before, on, or after October 1,
1942. If stock issued on or after October
1, 1942, to refund or replace stock which
was issued before October 1, 1942, and
which was preferred stock within the
meaning of section 247(b)(2) (or the cor-
responding provision of the Internal
Revenue Code of 1939), is not itself pre-
ferred stock within the meaning of sec-
tion 247(b)(2) (or the corresponding pro-
vision of the Internal Revenue Code of
1939), no stock issued to refund or re-
place such stock can be considered pre-
ferred stock for purposes of the deduc-
tion provided in section 247.

(3) In the case of any preferred stock
issued on or after October 1, 1942, to re-
fund or replace bonds or debentures
issued before October 1, 1942, or to re-
fund or replace other stock which was
preferred stock within the meaning of
section 247(b)(2) (or the corresponding
provision of the Internal Revenue Code
of 1939), only that portion of the stock
issued on or after October 1, 1942, will
be considered as having been issued be-
fore October 1, 1942, the par or stated
value of which does not exceed the par,
stated, or face value of such bonds, de-
bentures, or other preferred stock
which the new stock was issued to re-
fund or replace. In such case no shares
of the new stock issued on or after Oc-
tober 1, 1942, shall be earmarked in de-
termining the deduction allowable
under section 247, but the appropriate
allocable portion of the total amount
of dividends paid on such stock will be
considered as having been paid on
stock which was issued before October
1, 1942.

(4) The provisions of section 247(b)(2)
may be illustrated by the following ex-
ample:

Example. A public utility has outstanding
1,000 bonds which were issued before October
1, 1942, and each of which has a face value of
$100. On or after October 1, 1942, each of such
bonds is retired in exchange for 1 1/10 shares
of preferred stock issued on or after October
1, 1942, and having a par value of $100 per
share. Only 10/11 of the dividends paid on the
preferred stock thus issued in exchange for
the bonds will be considered as having been
paid on stock which was issued before Octo-
ber 1, 1942. Likewise, if preferred stock which
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is issued on or after October 1, 1942, has no
par value but a stated value of $50 per share
and such stock is issued in a ratio of three
shares to one share to refund or replace pre-
ferred stock having a par value of $100 per
share, only two-thirds of the dividends paid
on the new shares of stock will be considered
as having been paid on stock which was
issued before October 1, 1942.

(5) Whether or not preferred stock
issued on or after October 1, 1942, was
issued to refund or replace bonds or de-
bentures issued before October 1, 1942,
or to refund or replace other preferred
stock, is in each case a question of
fact. Among the factors to be consid-
ered is whether such stock is new in an
economic sense to the corporation or
whether it was issued merely to take
the place, directly or indirectly, of
bonds, debentures, or other preferred
stock of such corporation. It is not nec-
essary that the new preferred stock be
issued in exchange for such bonds, de-
bentures, or other preferred stock. The
mere fact that the bonds, debentures,
or other preferred stock remain in ex-
istence for a short period of time after
the issuance of the new stock (or were
retired before the issuance of the new
stock) does not necessarily mean that
such new stock was not issued to re-
fund or replace such bonds, debentures,
or other preferred stock. It is necessary
to consider the entire transaction, in-
cluding the issuance of the new pre-
ferred stock, the date of such issuance,
the retirement of the old bonds, deben-
tures, or preferred stock, and the date
of such retirement, in order to deter-
mine whether such new stock really
was issued to take the place of bonds,
debentures, or other preferred stock of
the corporation or whether it rep-
resents something essentially new in
an economic sense in the corporation’s
financial structure. If, for example, a
public utility, which has outstanding
bonds issued before October 1, 1942,
issues new preferred stock on October
1, 1954, in order to secure funds with
which to retire such bonds and with the
money paid in for such stock retires
the bonds on November 1, 1954, such
stock may be considered as having
been issued to refund or replace bonds
issued before October 1, 1942. Whether
the money used to retire the bonds can
be traced back and identified as the
money paid in for the stock will have

evidentiary value, but will not be con-
clusive, in determining whether the
stock was issued to refund or replace
the bonds. Similarly, whether the
amount of money used to retire the
bonds was smaller than, equal to, or
greater than that paid in for the stock,
or whether the entire issue of bonds is
retired, will be important, but not deci-
sive, in making such determination.

(6) Preferred stock issued on or after
October 1, 1942, by a corporation to re-
fund or replace bonds or debentures of
a second corporation which were issued
before October 1, 1942, or to refund or
replace other preferred stock of such
second corporation, may be considered
as having been issued before October 1,
1942, if such new stock was issued (i) in
a transaction which is a reorganization
within the meaning of section 368(a) or
the corresponding provisions of the In-
ternal Revenue Code of 1939; or (ii) in a
transaction to which section 371 (relat-
ing to insolvency reorganizations), or
the corresponding provisions of the In-
ternal Revenue Code of 1939, is applica-
ble; or (iii) in a transaction which is
subject to the provisions of Part VI,
Subchapter O, Chapter 1 of the Code
(relating to exchanges and distribu-
tions in obedience to orders of the Se-
curities and Exchange Commission) or
to the corresponding provisions of the
Internal Revenue Code of 1939. Whether
the stock actually was issued to refund
or replace bonds or debentures of the
second corporation issued before Octo-
ber 1, 1942, or to refund or replace pre-
ferred stock of such second corpora-
tion, shall be determined under the
same principles as if only one corpora-
tion were involved. A corporation may
issue stock to refund or replace its own
bonds, debentures, or other preferred
stock in a transaction which is a reor-
ganization within the meaning of sec-
tion 368(a) or the corresponding provi-
sions of the Internal Revenue Code of
1939, in a transaction to which section
371 or the corresponding provisions of
the Internal Revenue Code of 1939 is ap-
plicable, or in a transaction which is
subject to the provisions of Part VI,
Subchapter O, Chapter 1 of the Code, or
to the corresponding provisions of the
Internal Revenue Code of 1939. The pro-
visions of this paragraph, in addition,
are applicable in case a corporation
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issues stock on or after October 1, 1942,
to refund or replace its own bonds, de-
bentures, or other preferred stock even
though the issuance of such stock may
not fall within one of the categories
enumerated above.

(7) Even though stock issued on or
after October 1, 1942, is considered as
having been issued before October 1,
1942, by reason of having been issued to
refund or replace bonds or debentures
issued before October 1, 1942, or to re-
fund or replace other preferred stock,
such stock will not be deemed to be
preferred stock within the meaning of
section 247(b)(2), and no deduction will
be allowable in respect of dividends
paid on such stock, unless the stock
fulfills all the other requirements of a
preferred stock set forth in section
247(b)(2) and in this paragraph.

§ 1.248–1 Election to amortize organi-
zational expenditures.

(a) In general. (1) Section 248(a) pro-
vides that a corporation may elect for
any taxable year beginning after De-
cember 31, 1953, to treat its organiza-
tional expenditures, as defined in sub-
section (b) of section 248 and in para-
graph (b) of this section, as deferred ex-
penses. A corporation which exercises
such election must, at the time it
makes the election, select a period of
not less than 60 months, beginning
with the month in which it began busi-
ness, over which it will amortize its or-
ganizational expenditures. The period
selected by the corporation may be
equal to or greater, but not less, than
60 months, but in any event it must
begin with the month in which the cor-
poration began business. The organiza-
tional expenditures of the corporation
which are treated as deferred expenses
under the provisions of section 248 and
this section shall then be allowed as a
deduction in computing taxable income
ratably over the period selected by the
taxpayer. The period selected by the
taxpayer in making its election may
not be subsequently changed but shall
be adhered to in computing taxable in-
come for the taxable year for which the
election is made and all subsequent
taxable years.

(2) If a corporation exercises the elec-
tion provided in section 248(a), such
election shall apply to all of its ex-

penditures which are organizational ex-
penditures within the meaning of sub-
section (b) of section 248 and paragraph
(b) of this section. The election shall
apply, however, only with respect to
expenditures incurred before the end of
the taxable year in which the corpora-
tion begins business (without regard to
whether the corporation files its re-
turns on the accrual or cash method of
accounting or whether the expendi-
tures are paid in the taxable year in
which they are incurred), if such ex-
penditures are paid or incurred on or
after August 16, 1954 (the date of enact-
ment of the Internal Revenue Code of
1954).

(3) The deduction allowed under sec-
tion 248 must be spread over a period
beginning with the month in which the
corporation begins business. The deter-
mination of the date the corporation
begins business presents a question of
fact which must be determined in each
case in light of all the circumstances of
the particular case. The words begins
business, however, do not have the same
meaning as ‘‘in existence.’’ Ordinarily,
a corporation begins business when it
starts the business operations for
which it was organized; a corporation
comes into existence on the date of its
incorporation. Mere organizational ac-
tivities, such as the obtaining of the
corporate charter, are not alone suffi-
cient to show the beginning of busi-
ness. If the activities of the corpora-
tion have advanced to the extent nec-
essary to establish the nature of its
business operations, however, it will be
deemed to have begun business. For ex-
ample, the acquisition of operating as-
sets which are necessary to the type of
business contemplated may constitute
the beginning of business.

(b) Organizational expenditures de-
fined. (1) Section 248(b) defines the
term organizational expenditures. Such
expenditures, for purposes of section
248 and this section, are those expendi-
tures which are directly incident to the
creation of the corporation. An expend-
iture, in order to qualify as an organi-
zational expenditure, must be (i) inci-
dent to the creation of the corporation,
(ii) chargeable to the capital account
of the corporation, and (iii) of a char-
acter which, if expended incident to the
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creation of a corporation having a lim-
ited life, would be amortizable over
such life. An expenditure which fails to
meet each of these three tests may not
be considered an organizational ex-
penditure for purposes of section 248
and this section.

(2) The following are examples of or-
ganizational expenditures within the
meaning of section 248 and this section:
legal services incident to the organiza-
tion of the corporation, such as draft-
ing the corporate charter, by-laws,
minutes of organizational meetings,
terms of original stock certificates,
and the like; necessary accounting
services; expenses of temporary direc-
tors and of organizational meetings of
directors or stockholders; and fees paid
to the State of incorporation.

(3) The following expenditures are
not organizational expenditures within
the meaning of section 248 and this sec-
tion:

(i) Expenditures connected with
issuing or selling shares of stock or
other securities, such as commissions,
professional fees, and printing costs.
This is so even where the particular
issue of stock to which the expendi-
tures relate is for a fixed term of years;

(ii) Expenditures connected with the
transfer of assets to a corporation.

(4) Expenditures connected with the
reorganization of a corporation, unless
directly incident to the creation of a
corporation, are not organizational ex-
penditures within the meaning of sec-
tion 248 and this section.

(c) Time and manner of making elec-
tion. The election provided by section
248(a) and paragraph (a) of this section
shall be made in a statement attached
to the taxpayer’s return for the taxable
year in which it begins business. Such
taxable year must be one which begins
after December 31, 1953. The return and
statement must be filed not later than
the date prescribed by law for filing the
return (including any extensions of
time) for the taxable year in which the
taxpayer begins business. The state-
ment shall set forth the description
and amount of the expenditures in-
volved, the date such expenditures
were incurred, the month in which the
corporation began business, and the
number of months (not less than 60 and
beginning with the month in which the

taxpayer began business) over which
such expenditures are to be deducted
ratably.

§ 1.249–1 Limitation on deduction of
bond premium on repurchase.

(a) Limitation—(1) General rule. No de-
duction is allowed to the issuing cor-
poration for any ‘‘repurchase pre-
mium’’ paid or incurred to repurchase
a convertible obligation to the extent
the repurchase premium exceeds a
‘‘normal call premium.’’

(2) Exception. Under paragraph (e) of
this section, the preceding sentence
shall not apply to the extent the cor-
poration demonstrates that such excess
is attributable to the cost of borrowing
and not to the conversion feature.

(b) Obligations—(1) Definition. For
purposes of this section, the term obli-
gation means any bond, debenture,
note, or certificate or other evidence of
indebtedness.

(2) Convertible obligation. Section 249
applies to an obligation which is con-
vertible into the stock of the issuing
corporation or a corporation which, at
the time the obligation is issued or re-
purchased, is in control of or controlled
by the issuing corporation. For pur-
poses of this subparagraph, the term
control has the meaning assigned to
such term by section 368(c).

(3) Comparable nonconvertible obliga-
tion. A nonconvertible obligation is
comparable to a convertible obligation
if both obligations are of the same
grade and classification, with the same
issue and maturity dates, and bearing
the same rate of interest. The term
comparable nonconvertible obligation
does not include any obligation which
is convertible into property.

(c) Repurchase premium. For purposes
of this section, the term repurchase pre-
mium means the excess of the repur-
chase price paid or incurred to repur-
chase the obligation over its adjusted
issue price (within the meaning of
§ 1.1275–1(b)) as of the repurchase date.
For the general rules applicable to the
deductibility of repurchase premium,
see § 1.163–7(c). This paragraph (c) ap-
plies to convertible obligations repur-
chased on or after March 2, 1998.

(d) Normal call premium—(1) In general.
Except as provided in subparagraph (2)
of this paragraph, for purposes of this
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section, a normal call premium on a con-
vertible obligation is an amount equal
to a normal call premium on a non-
convertible obligation which is com-
parable to the convertible obligation. A
normal call premium on a comparable
nonconvertible obligation is a call pre-
mium specified in dollars under the
terms of such obligation. Thus, if such
a specified call premium is constant
over the entire term of the obligation,
the normal call premium is the amount
specified. If, however, the specified call
premium varies during the period the
comparable nonconvertible obligation
is callable or if such obligation is not
callable over its entire term, the nor-
mal call premium is the amount speci-
fied for the period during the term of
such comparable nonconvertible obli-
gation which corresponds to the period
during which the convertible obliga-
tion was repurchased.

(2) One-year’s interest rule. For a con-
vertible obligation repurchased on or
after March 2, 1998, a call premium
specified in dollars under the terms of
the obligation is considered to be a
normal call premium on a nonconvert-
ible obligation if the call premium ap-
plicable when the obligation is repur-
chased does not exceed an amount
equal to the interest (including origi-
nal issue discount) that otherwise
would be deductible for the taxable
year of repurchase (determined as if
the obligation were not repurchased).
The provisions of this subparagraph
shall not apply if the amount of inter-
est payable for the corporation’s tax-
able year is subject under the terms of
the obligation to any contingency
other than repurchase prior to the
close of such taxable year.

(e) Exception—(1) In general. If a re-
purchase premium exceeds a normal
call premium, the general rule of para-
graph (a) (1) of this section does not
apply to the extent that the corpora-
tion demonstrates to the satisfaction
of the Commissioner or his delegate
that such repurchase premium is at-
tributable to the cost of borrowing and
is not attributable to the conversion
feature. For purposes of this para-
graph, if a normal call premium cannot
be established under paragraph (d) of
this section, the amount thereof shall
be considered to be zero.

(2) Determination of the portion of a re-
purchase premium attributable to the cost
of borrowing and not attributable to the
conversion feature. (i) For purposes of
subparagraph (1) of this paragraph, the
portion of a repurchase premium which
is attributable to the cost of borrowing
and which is not attributable to the
conversion feature is the amount by
which the selling price of the convert-
ible obligation increased between the
dates it was issued and repurchased by
reason of a decline in yields on com-
parable nonconvertible obligations
traded on an established securities
market or, if such comparable traded
obligations do not exist, by reason of a
decline in yields generally on non-
convertible obligations which are as
nearly comparable as possible.

(ii) In determining the amount under
subdivision (i) of this subparagraph, ap-
propriate consideration shall be given
to all factors affecting the selling price
or yields of comparable nonconvertible
obligations. Such factors include gen-
eral changes in prevailing yields of
comparable obligations between the
dates the convertible obligation was
issued and repurchased and the amount
(if any) by which the selling price of
the nonconvertible obligation was af-
fected by reason of any change in the
issuing corporation’s credit rating or
the credit rating of the obligation dur-
ing such period (determined on the
basis of widely published ratings of rec-
ognized credit rating services or on the
basis of other relevant facts and cir-
cumstances which reflect the relative
credit ratings of the corporation or the
comparable obligation).

(iii) The relationship between selling
price and yields in subdivision (i) of
this subparagraph shall ordinarily be
determined by means of standard bond
tables.

(f) Effective date—(1) In general. Under
section 414(c) of the Tax Reform Act of
1969, the provisions of section 249 and
this section shall apply to any repur-
chase of a convertible obligation occur-
ring after April 22, 1969, other than a
convertible obligation repurchased pur-
suant to a binding obligation incurred
on or before April 22, 1969, to repur-
chase such convertible obligation at a
specified call premium. A binding obli-
gation on or before such date may arise
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if, for example, the issuer irrevocably
obligates itself, on or before such date,
to repurchase the convertible obliga-
tion at a specified price after such
date, or if, for example, the issuer,
without regard to the terms of the con-
vertible obligation, negotiates a con-
tract which, on or before such date, ir-
revocably obligates the issuer to repur-
chase the convertible obligation at a
specified price after such date. A bind-
ing obligation on or before such date
does not include a privilege in the con-
vertible obligation permitting the
issuer to call such convertible obliga-
tion after such date, which privilege
was not exercised on or before such
date.

(2) Effect on transactions not subject to
this section. No inferences shall be
drawn from the provisions of section
249 and this section as to the proper
treatment of transactions not subject
to such provisions because of the effec-
tive date limitations thereof. For pro-
visions relating to repurchases of con-
vertible bonds or other evidences of in-
debtedness to which section 249 and
this section do not apply, see §§ 1.163–
3(c) and 1.163–4(c).

(g) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. On May 15, 1968, corporation A
issues a callable 20-year convertible bond at
face for $1,000 bearing interest at 10 percent
per annum. The bond is convertible at any
time into 2 shares of the common stock of
corporation A. Under the terms of the bond,
the applicable call price prior to May 15,
1975, is $1,100. On June 1, 1974, corporation A
calls the bond for $1,100. Since the repur-
chase premium, $100 (i.e., $1,100 minus $1,000),
was specified in dollars in the obligation and
does not exceed 1 year’s interest at the rate
fixed in the obligation, the $100 is considered
under paragraph (d) (2) of this section to be
a normal call premium on a comparable non-
convertible obligation. Accordingly, A may
deduct the $100 under § 1.163–3(c).

[T.D. 7259, 38 FR 4254, Feb. 12, 1973, as amend-
ed by T.D. 8746, 62 FR 68182, Dec. 31, 1997]

ITEMS NOT DEDUCTIBLE

§ 1.261–1 General rule for disallowance
of deductions.

In computing taxable income, no de-
duction shall be allowed, except as oth-
erwise expressly provided in Chapter 1
of the Code, in respect of any of the

items specified in Part IX (section 262
and following), Subchapter B, Chapter
1 of the Code, and the regulations
thereunder.

§ 1.262–1 Personal, living, and family
expenses.

(a) In general. In computing taxable
income, no deduction shall be allowed,
except as otherwise expressly provided
in chapter 1 of the Code, for personal,
living, and family expenses.

(b) Examples of personal, living, and
family expenses. Personal, living, and
family expenses are illustrated in the
following examples:

(1) Premiums paid for life insurance
by the insured are not deductible. See
also section 264 and the regulations
thereunder.

(2) The cost of insuring a dwelling
owned and occupied by the taxpayer as
a personal residence is not deductible.

(3) Expenses of maintaining a house-
hold, including amounts paid for rent,
water, utilities, domestic service, and
the like, are not deductible. A taxpayer
who rents a property for residential
purposes, but incidentally conducts
business there (his place of business
being elsewhere) shall not deduct any
part of the rent. If, however, he uses
part of the house as his place of busi-
ness, such portion of the rent and other
similar expenses as is properly attrib-
utable to such place of business is de-
ductible as a business expense.

(4) Losses sustained by the taxpayer
upon the sale or other disposition of
property held for personal, living, and
family purposes are not deductible. But
see section 165 and the regulations
thereunder for deduction of losses sus-
tained to such property by reason of
casualty, etc.

(5) Expenses incurred in traveling
away from home (which include trans-
portation expenses, meals, and lodging)
and any other transportation expenses
are not deductible unless they qualify
as expenses deductible under section
162, § 1.162–2, and paragraph (d) of
§ 1.162–5 (relating to trade or business
expenses), section 170 and paragraph
(a)(2) of § 1.170–2 or paragraph (g) of
§ 1.170A–1 (relating to charitable con-
tributions), section 212 and § 1.212–1 (re-
lating to expenses for production of in-
come), section 213(e) and paragraph (e)
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of § 1.213–1 (relating to medical ex-
penses) or section 217(a) and paragraph
(a) of § 1.217–1 (relating to moving ex-
penses). The taxpayer’s costs of com-
muting to his place of business or em-
ployment are personal expenses and do
not qualify as deductible expenses. The
costs of the taxpayer’s lodging not in-
curred in traveling away from home
are personal expenses and are not de-
ductible unless they qualify as deduct-
ible expenses under section 217. Except
as permitted under section 162, 212, or
217, the costs of the taxpayer’s meals
not incurred in traveling away from
home are personal expenses.

(6) Amounts paid as damages for
breach of promise to marry, and attor-
ney’s fees and other costs of suit to re-
cover such damages, are not deduct-
ible.

(7) Generally, attorney’s fees and
other costs paid in connection with a
divorce, separation, or decree for sup-
port are not deductible by either the
husband or the wife. However, the part
of an attorney’s fee and the part of the
other costs paid in connection with a
divorce, legal separation, written sepa-
ration agreement, or a decree for sup-
port, which are properly attributable
to the production or collection of
amounts includible in gross income
under section 71 are deductible by the
wife under section 212.

(8) The cost of equipment of a mem-
ber of the armed services is deductible
only to the extent that it exceeds non-
taxable allowances received for such
equipment and to the extent that such
equipment is especially required by his
profession and does not merely take
the place of articles required in civil-
ian life. For example, the cost of a
sword is an allowable deduction in
computing taxable income, but the
cost of a uniform is not. However,
amounts expended by a reservist for
the purchase and maintenance of uni-
forms which may be worn only when on
active duty for training for temporary
periods, when attending service school
courses, or when attending training as-
semblies are deductible except to the
extent that nontaxable allowances are
received for such amounts.

(9) Expenditures made by a taxpayer
in obtaining an education or in fur-
thering his education are not deduct-

ible unless they qualify under section
162 and § 1.162–5 (relating to trade or
business expenses).

(c) Cross references. Certain items of a
personal, living, or family nature are
deductible to the extent expressly pro-
vided under the following sections, and
the regulations under those sections:

(1) Section 163 (interest).
(2) Section 164 (taxes).
(3) Section 165 (losses).
(4) Section 166 (bad debts).
(5) Section 170 (charitable, etc., con-

tributions and gifts).
(6) Section 213 (medical, dental, etc.,

expenses).
(7) Section 214 (expenses for care of

certain dependents).
(8) Section 215 (alimony, etc., pay-

ments).
(9) Section 216 (amounts representing

taxes and interest paid to cooperative
housing corporation).

(10) Section 217 (moving expenses).

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6796, 30 FR 1041, Feb. 2, 1965;
T.D. 6918, 32 FR 6681, May 2, 1967; T.D. 7207,
37 FR 20795, Oct. 4, 1972]

§ 1.263(a)–1 Capital expenditures; In
general.

(a) Except as otherwise provided in
chapter 1 of the Code, no deduction
shall be allowed for:

(1) Any amount paid out for new
buildings or for permanent improve-
ments or betterments made to increase
the value of any property or estate, or

(2) Any amount expended in restoring
property or in making good the exhaus-
tion thereof for which an allowance is
or has been made in the form of a de-
duction for depreciation, amortization,
or depletion.

(b) In general, the amounts referred
to in paragraph (a) of this section in-
clude amounts paid or incurred (1) to
add to the value, or substantially pro-
long the useful life, of property owned
by the taxpayer, such as plant or
equipment, or (2) to adapt property to
a new or different use. Amounts paid or
incurred for incidental repairs and
maintenance of property are not cap-
ital expenditures within the meaning
of subparagraphs (1) and (2) of this
paragraph. See section 162 and § 1.162–4.
See section 263A and the regulations
thereunder for cost capitalization rules
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which apply to amounts referred to in
paragraph (a) of this section with re-
spect to the production of real and tan-
gible personal property (as defined in
§ 1.263A–1T (a)(5)(iii)), including films,
sound recordings, video tapes, books,
or similar properties. An amount re-
ferred to in paragraph (a) of this sec-
tion is a capital expenditure that is
taken into account through inclusion
in inventory costs or a charge to cap-
ital accounts or basis no earlier than
the taxable year during which the
amount is incurred within the meaning
of § 1.446–1(c)(1)(ii). See section 263A
and the regulations thereunder for cost
capitalization rules that apply to
amounts referred to in paragraph (a) of
this section with respect to the produc-
tion of real and tangible personal prop-
erty (as defined in § 1.263A–2(a)(2)), in-
cluding films, sound recordings, video
tapes, books, or similar properties.

(c) The provisions of paragraph (a) (1)
of this section shall not apply to ex-
penditures deductible under:

(1) Section 616 and §§ 1.616–1 through
1.616–3, relating to the development of
mines or deposits,

(2) Section 174 and §§ 1.174–1 through
1.174–4, relating to research and experi-
mentation,

(3) Section 175 and §§ 1.175–1 through
1.175–6, relating to soil and water con-
servation,

(4) Section 179 and §§ 1.179–1 through
1.179–5, relating to election to expense
certain depreciable business assets,

(5) Section 180 and §§ 1.180–1 and 1.180–
2, relating to expenditures by farmers
for fertilizer, lime, etc., and

(6) Section 182 and §§ 1.182–1 through
1.182–6, relating to expenditures by
farmers for clearing land.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6794, 30 FR 792, Jan. 26, 1965;
T.D. 8121, 52 FR 414, Jan. 6, 1987; T.D. 8131, 52
FR 10084, Mar. 30, 1987; T.D. 8408, 57 FR 12419,
Apr. 10, 1992; T.D. 8482, 58 FR 42207, Aug. 9,
1993]

§ 1.263(a)–2 Examples of capital ex-
penditures.

The following paragraphs of this sec-
tion include examples of capital ex-
penditures:

(a) The cost of acquisition, construc-
tion, or erection of buildings, machin-

ery and equipment, furniture and fix-
tures, and similar property having a
useful life substantially beyond the
taxable year.

(b) Amounts expended for securing a
copyright and plates, which remain the
property of the person making the pay-
ments. See section 263A and the regula-
tions thereunder for capitalization
rules which apply to amounts expended
in securing and producing a copyright
and plates in connection with the pro-
duction of property, including films,
sound recordings, video tapes, books,
or similar properties.

(c) The cost of defending or per-
fecting title to property.

(d) The amount expended for archi-
tect’s services.

(e) Commissions paid in purchasing
securities. Commissions paid in selling
securities are an offset against the sell-
ing price, except that in the case of
dealers in securities such commissions
may be treated as an ordinary and nec-
essary business expense.

(f) Amounts assessed and paid under
an agreement between bondholders or
shareholders of a corporation to be
used in a reorganization of the corpora-
tion or voluntary contributions by
shareholders to the capital of the cor-
poration for any corporate purpose.
Such amounts are capital investments
and are not deductible. See section 118
and § 1.118–1.

(g) A holding company which guaran-
tees dividends at a specified rate on the
stock of a subsidiary corporation for
the purpose of securing new capital for
the subsidiary and increasing the value
of its stockholdings in the subsidiary
shall not deduct amounts paid in car-
rying out this guaranty in computing
its taxable income, but such payments
are capital expenditures to be added to
the cost of its stock in the subsidiary.

(h) The cost of good will in connec-
tion with the acquisition of the assets
of a going concern is a capital expendi-
ture.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8131, 52 FR 10084, Mar. 30,
1987]
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§ 1.263(a)–3 Election to deduct or cap-
italize certain expenditures.

(a) Under certain provisions of the
Code, taxpayers may elect to treat cap-
ital expenditures as deductible ex-
penses or as deferred expenses, or to
treat deductible expenses as capital ex-
penditures.

(b) The sections referred to in para-
graph (a) of this section include:

(1) Section 173 (circulation expendi-
tures).

(2) Section 174 (research and experi-
mental expenditures).

(3) Section 175 (soil and water con-
servation expenditures).

(4) Section 177 (trademark and trade
name expenditures).

(5) Section 179 (election to expense
certain depreciable business assets).

(6) Section 180 (expenditures by farm-
ers for fertilizer, lime, etc.).

(7) Section 182 (expenditures by farm-
ers for clearing land).

(8) Section 248 (organizational ex-
penditures of a corporation).

(9) Section 266 (carrying charges).
(10) Section 615 (exploration expendi-

tures).
(11) Section 616 (development expend-

itures).

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6794, 30 FR 792, Jan. 26, 1965;
T.D. 8121, 52 FR 414, Jan. 6, 1987]

§ 1.263(b)–1 Expenditures for adver-
tising or promotion of good will.

See § 1.162–14 for the rules applicable
to a corporation which has elected to
capitalize expenditures for advertising
or the promotion of good will under the
provisions of section 733 or section 451
of the Internal Revenue Code of 1939, in
computing its excess profits tax credit
under Subchapter E, Chapter 2, or Sub-
chapter D, Chapter 1, of the Internal
Revenue Code of 1939.

§ 1.263(c)–1 Intangible drilling and de-
velopment costs in the case of oil
and gas wells.

For rules relating to the option to
deduct as expenses intangible drilling
and development costs in the case of
oil and gas wells, see § 1.612–4.

§ 1.263(e)–1 Expenditures in connec-
tion with certain railroad rolling
stock.

(a) Allowance of deduction—(1) Elec-
tion. Under section 263(e), for any tax-
able year beginning after December 31,
1969, a taxpayer may elect to treat cer-
tain expenditures paid or incurred dur-
ing such taxable year as deductible re-
pairs under section 162 or 212. This
election applies only to expenditures
described in paragraph (c) of this sec-
tion in connection with the rehabilita-
tion of a unit of railroad rolling stock
(as defined in paragraph (b)(2) of this
section) used by a domestic common
carrier by railroad (as defined in para-
graph (b) (3) and (4) of this section).
However, an election under section
263(e) may not be made with respect to
expenditures in connection with any
unit of railroad rolling stock for which
an election under section 263(f) and the
regulations thereunder is in effect. An
election made under section 263(e) is an
annual election which may be made
with respect to one or more of the
units of railroad rolling stock owned
by the taxpayer.

(2) Special 20 percent rule. Section
263(e) shall not apply if, under para-
graph (d) of this section, expenditures
paid or incurred during any period of 12
calendar months in connection with
the rehabilitation of a unit exceed 20
percent of the basis (as defined in para-
graph (b)(1) of this section) of such unit
in the hands of the taxpayer. However,
section 263(e) does not constitute a
limit on the deduction of expenditures
for repairs which are deductible with-
out regard to such section. Accord-
ingly, amounts otherwise deductible as
repairs will continue to be deductible
even though such amounts exceed 20
percent of the basis of the unit of rail-
road rolling stock in the hands of the
taxpayer.

(3) Time and manner of making election.
(i) An election by a taxpayer under sec-
tion 263(e) shall be made by a state-
ment to that effect attached to its in-
come tax return or amended income
tax return for the taxable year for
which the election is made if such re-
turn or amended return is filed no later
than the time prescribed by law (in-
cluding extensions thereof) for filing
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the return for the taxable year of elec-
tion. An election under section 263(e)
may be made with respect to one or
more of the units of railroad rolling
stock owned by the taxpayer. If an
election is not made within the time
and in the manner prescribed in this
subparagraph, no election may be made
(by the filing of an amended return or
in any other manner) with respect to
the taxable year.

(ii) If the taxpayer has filed a return
on or before March 14, 1973, and has
claimed a deduction under section 162
or 212 by reason of section 263(e), and if
the taxpayer does not desire to make
an election under section 263(e) for the
taxable year with respect to which
such return was filed, the taxpayer
shall file an amended return for such
taxable year on or before May 14, 1973,
and shall pay any additional tax due
for such year. The taxpayer shall also
file an amended return for each taxable
year which is affected by the filing of
an amended return under the preceding
sentence and shall pay any additional
tax due for such year. Nothing in this
subdivision shall be construed as ex-
tending the time specified in section
6511 within which a claim for credit or
refund may be filed.

(iii) If an election under section
263(e) was not made at the time the re-
turn for a taxable year was filed, and it
is subsequently determined that an ex-
penditure was erroneously treated as
an expenditure which was not in con-
nection with rehabilitation (as deter-
mined under paragraph (c) of this sec-
tion), an election under section 263(e)
may be made with respect to the unit
of railroad rolling stock for which such
expenditure was made for such taxable
year, notwithstanding any provision in
this subparagraph (3) to the contrary.
Nothing in this subdivision shall be
construed as extending the time speci-
fied in section 6511 within which a
claim for credit or refund may be filed.

(iv) The statement required by sub-
division (i) of this subparagraph shall
include the following information:

(a) The total number of units of rail-
road rolling stock with respect to
which an election is being made under
section 263(e).

(b) The aggregate basis (as defined in
paragraph (b) (1) of this section) of the

units described in (a) of this subdivi-
sion (iv), and

(c) The total deduction being claimed
under section 263(e) for the taxable
year.

(b) Definitions—(1) Basis. (i) In gen-
eral, for purposes of section 263(e) the
basis of a unit of railroad rolling stock
shall be the adjusted basis of such unit
determined without regard to the ad-
justments provided in paragraphs (1),
(2), and (3) of section 1016(a) and sec-
tion 1017. Thus, the basis of property
would generally be its cost without re-
gard to adjustments to basis such as
for depreciation or for capital improve-
ments. If the basis of a unit in the
hands of a transferee is determined in
whole or in part by reference to its
basis in the hands of the transferor, for
example, by reason of the application
of section 362 (relating to basis to cor-
porations), 374 (relating to gain or loss
not recognized in certain railroad reor-
ganizations), or 723 (relating to the
basis of property contributed to a part-
nership), then the basis of such unit in
the hands of the transferor for purposes
of section 263(e) shall be its basis for
purposes of section 263(e) in the hands
of the transferee. Similarly, when the
basis of a unit of railroad rolling stock
in the hands of the taxpayer is deter-
mined in whole or in part by reference
to the basis of another unit, for exam-
ple, by reason of the application of the
first sentence of section 1033(c) (relat-
ing to involuntary conversions), then
the basis of the latter unit for purposes
of section 263(e) shall be the basis for
purposes of section 263(e) of the former
unit. The question whether a capital
expenditure in connection with a unit
of railroad rolling stock results in the
retirement of such unit and the cre-
ation of another unit of railroad rolling
stock shall be determined without re-
gard to rules under the uniform system
of accounts prescribed by the Inter-
state Commerce Commission.

(ii) For example, if a unit of railroad
rolling stock has a cost to M of $10,000
and because of depreciation adjust-
ments of $4,000 and capital expendi-
tures of $3,000, such unit has an ad-
justed basis in the hands of M of $9,000,
the basis for purposes of section 263(e)
of such unit in the hands of M is
$10,000. Further, if M transfers such
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unit to N in a transaction in which no
gain or loss is recognized such as, for
example, a transaction to which sec-
tion 351(a) (relating to a transfer to a
corporation controlled by the trans-
feror) applies, the basis of such unit for
purposes of section 263(e) is $10,000 in
the hands of N.

(2) Railroad rolling stock. For purposes
of this section, the term unit or unit of
railroad rolling stock means a unit of
transportation equipment the expendi-
tures for which are of a type charge-
able (or in the case of property leased
to a domestic common carrier by rail-
road, would be chargeable) to the
equipment investment accounts in the
uniform system of accounts for rail-
road companies prescribed by the
Interstate Commerce Commission (49
CFR Part 1201), but only if (i) such unit
exclusively moves on, moves under, or
is guided by rail, and (ii) such unit is
not a locomotive. Thus, for example, a
unit of railroad rolling stock includes a
box car, a gondola car, a passenger car,
a car designed to carry truck trailers
and containerized freight, a wreck
crane, and a bunk car. However, such
term does not include equipment which
does not exclusively move on, move
under, or is not exclusively guided by
rail such as, for example, a barge, a
tugboat, a container which is used on
cars designed to carry containerized
freight, a truck trailer, or an auto-
mobile. A locomotive is self-propelled
equipment, the sole function of which
is to push or pull railroad rolling
stock. Thus, a self-propelled passenger
or freight car is not a locomotive.

(3) Domestic common carrier by rail-
road. The term domestic common carrier
by railroad means a railroad subject to
regulation under Part I of the Inter-
state Commerce Act (49 U.S.C. 1 et seq.)
or a railroad which would be subject to
regulation under Part I of the Inter-
state Commerce Act if it were engaged
in interstate commerce.

(4) Use. For purposes of this section,
a unit of railroad rolling stock is not
used by a domestic common carrier by
railroad if it is owned by a person other
than a domestic common carrier by
railroad and (i) is exclusively used for
transportation by the owner or (ii) is
exclusively used for transportation by
another person which is not a domestic

common carrier by railroad. Thus, for
example, a unit of railroad rolling
stock which is owned by a person
which is not a domestic common car-
rier by railroad and is leased to a man-
ufacturing company by the owner is
not a unit of railroad rolling stock
used by a domestic common carrier by
railroad.

(c) Expenditures considered in connec-
tion with rehabilitation. For purposes of
section 263(e) and this section all ex-
penditures which would be properly
chargeable to capital account but for
the application of section 263 (e) or (f)
shall be considered to be expenditures
in connection with the rehabilitation
of a unit of railroad rolling stock. Ex-
penditures which are paid or incurred
in connection with incidental repairs
or maintenance of a unit of railroad
rolling stock and which are deductible
without regard to section 263 (e) or (f)
shall not be included in any determina-
tion or computation under section
263(e) and shall not be treated as paid
or incurred in connection with the re-
habilitation of a unit of railroad roll-
ing stock for purposes of section 263(e).
The determination of whether an item
would be, but for section 263 (e) or (f),
properly chargeable to capital account
shall be made in a manner consistent
with the principles for classification of
expenditures as between capital and ex-
penses under the Internal Revenue
Code. See, for example, §§ 1.162–4,
1.263(a)–1, 1.263(a)–2, and paragraph
(a)(4) (ii) and (iii) of § 1.446–1. An ex-
penditure shall be classified as capital
or as expense without regard to its
classification under the uniform sys-
tem of accounts prescribed by the
Interstate Commerce Commission.

(d) 20-percent limitation—(1) In general.
No expenditures in connection with the
rehabilitation of a unit of railroad roll-
ing stock shall be treated as a deduct-
ible repair by reason of an election
under section 263(e) if, during any pe-
riod of 12 calendar months in which the
month the expenditure is included
falls, all such expenditures exceed an
amount equal to 20 percent of the basis
(as defined in paragraph (b)(1) of this
section) of such unit in the hands of
the taxpayer. All such expenditures
shall be included in the computation of
the 20-percent limitation even if such
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expenditures were deducted under sec-
tion 263(f) in either the preceding or
succeeding taxable year. Solely for
purposes of the 20-percent limitation in
this paragraph, such expenditures shall
be deemed to be included in the month
in which a rehabilitation of the unit of
railroad rolling stock is completed. For
the requirement that expenditures
treated as repairs solely by reason of
an election under section 263(e) be de-
ducted in the taxable year paid or in-
curred, see paragraph (a) of this sec-
tion.

(2) 12-month period. For purposes of
this section, any period of 12 calendar
months shall consist of any 12 consecu-
tive calendar months except that cal-
endar months prior to the calendar
month of January 1970 shall not be in-
cluded in determining such period.

(3) Period for certain corporate acquisi-
tions. If a unit of railroad rolling stock
to which section 263(e) applies is sold,
exchanged, or otherwise disposed of in
a transaction in which its basis in the
hands of the transferee is determined
in whole or in part by reference to its
basis in the hands of the transferor (see
paragraph (b)(1) of this section), cal-
endar months during which such unit
is in the hands of the transferor and in
the hands of such transferee shall both
be included in the calendar months
used by the transferor and the trans-
feree to determine any period of 12 cal-
endar months for purposes of section
263(e).

(4) Deduction allowed in year paid or
incurred. If, based on the information
available when the income tax return
for a taxable year is filed, an expendi-
ture paid or incurred in such taxable
year would be deductible by reason of
the application of section 263(e) but for
the fact that it cannot be established
whether the 20-percent limitation in
subparagraph (1) of this paragraph will
be exceeded, the expenditure shall be
deducted for such taxable year. If by
reason of the application of such 20-
percent limitation it is subsequently
determined that such expenditure is
not deductible as a repair, an amended
return shall be filed for the year in
which such deduction was treated as a
deductible repair and additional tax, if
any, for such year shall be paid. Appro-
priate adjustment with respect to the

taxpayer’s tax liability for any other
affected year shall be made. Nothing in
this subparagraph shall be construed as
extending the time specified in section
6511 within which a claim for credit or
refund may be filed.

(e) Recordkeeping requirements—(1) In
general. Such records as will enable the
accurate determination of the expendi-
tures which may be subject to the
treatment provided in section 263(e)
shall be maintained. No deduction shall
be allowed under section 162 or 212 by
reason of section 263(e) with respect to
a unit unless the taxpayer substan-
tiates by adequate records that expend-
itures in connection with such unit of
railroad rolling stock meet the require-
ments and limitations of this section.

(2) Separate records. A separate sec-
tion 263(e) record shall be maintained
for each unit with respect to which an
election under section 263(e) is made.
Such record shall:

(i) Identify the unit,
(ii) State the basis (as defined in

paragraph (b)(1) of this section) and the
date of acquisition of the unit,

(iii) Enumerate for each unit the
amount of all expenditures incurred in
connection with rehabilitation of such
unit which would, but for section 263
(e) or (f), be properly chargeable to cap-
ital account (including expenditures
incurred by the taxpayer in connection
with rehabilitation of such unit under-
taken by a person other than the tax-
payer) regardless of whether such ex-
penditures during any 12-month period
exceed 20 percent of the basis of such
unit,

(iv) Describe the nature of the work
in connection with each expenditure,
and

(v) Specify the calendar month in
which the rehabilitation is completed
and the taxable year in which each ex-
penditure is paid or incurred.

A section 263(e) record need only be
prepared for a unit of railroad rolling
stock for the period beginning on the
first day of the eleventh calendar
month immediately preceding the
month in which the rehabilitation of
such unit is completed and ending on
the last day of the eleventh calendar
month immediately succeeding such
month. No section 263(e) record need be
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prepared for calendar months before
January 1970.

(3) Records for certain expenditures:
Expenditures determined to be inci-
dental repairs and maintenance (re-
ferred to in paragraph (c) of this sec-
tion) shall not be entered in the section
263(e) record. However, each taxpayer
shall maintain records to reflect that
such expenditures are properly deduct-
ible.

(4) Convenience rule. In general, ex-
penditures and information maintained
in compliance with subparagraphs (1)
and (2) of this paragraph shall be re-
corded in the section 263(e) record of
the specific unit with respect to which
such expenditures are incurred. How-
ever, when a group of units of the same
type are rehabilitated in a single
project and the expenditure for each
unit in the project will approximate
the average expenditure per unit for
the project, expenditures for the
project may be aggregated without re-
gard to the unit in the project with re-
spect to which each expenditure is con-
nected, and an amount equal to the ag-
gregate expenditures for the project di-
vided by the number of units in the
project may be entered in the section
263(e) account of each unit in the
project.

(f) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. M Corporation, a domestic com-
mon carrier by railroad, uses the calendar
year as its taxable year. M owns and uses
several gondola cars to which an election
under section 263(e) applies for its taxable
years 1970–1972. Gondola car No.1 has a basis
(defined in paragraph (b)(1) of this section) of
$10,000. No expenditures properly chargeable
to the section 263(e) record are made on gon-
dola car No. 1 in 1970 and 1971, except in Jan-
uary 1971. In January 1971, M at a cost of
$1,500 performed rehabilitation work on gon-
dola car No. 1. Such amount was properly en-
tered in the section 263(e) record for gondola
car No.1. Since the expenditures in such
record do not exceed an amount equal to 20
percent of the basis of gondola car No. 1
($2,000) during any period of 12 calendar
months in which January 1971 falls, the ex-
penditures during January 1971 shall be
treated as a deductible expense regardless of
what the treatment would have been if sec-
tion 263(e) had not been enacted.

Example 2. Assume the same facts as in Ex-
ample (1). Assume further that for 1970, 1971,
and 1972, only the following expenditures in

connection with rehabilitation which would,
but for section 263(e), be properly chargeable
to capital account were deemed included for
gondola car No. 2:
(a) December 1970 .................................................... $1,500
(b) November 1971 .................................................... 600
(c) December 1971 .................................................... 400
(d) January 1972 ....................................................... 1,050

Assume further that gondola car No. 2 has a
basis (as defined in paragraph (b) (1) of this
section) equal to $10,000, that M files its tax
return by September 15 following each tax-
able year, and that each rehabilitation was
completed in the month in which expendi-
tures in connection with it were incurred.
Any expenditures in connection with each
gondola car (No. 1 or No. 2) have no effect on
the treatment of expenditures in connection
with the other gondola car. With respect to
gondola car No. 2, the expenditures of De-
cember 1970 are treated as deductible repairs
at the time M’s income tax return for 1970 is
filed because, based on the information
available when the income tax return for
1970 is filed, such expenditure would be de-
ductible by reason of application of section
263(e) but for the fact that it cannot be es-
tablished whether the 20-percent limitation
in paragraph (d)(1) of this section will be ex-
ceeded. Nevertheless, because such expendi-
tures during the period of 12 calendar
months including calendar months December
1970 and November 1971 exceed $2,000, the De-
cember 1970 rehabilitation expenditures are
not subject to the provisions of section
263(e). Because such rehabilitation expendi-
tures during the period of 12 calendar
months including calendar months February
1971 and January 1972 exceed $2,000, rehabili-
tation expenditures in 1971 are not subject to
the provisions of section 263(e). Similarly,
the 1972 rehabilitation expenditures are not
subject to the provisions of section 263(e).

[T.D. 7257, 38 FR 4255, Feb. 12, 1973]

§ 1.263(f)–1 Reasonable repair allow-
ance.

(a) For rules regarding the election of
the repair allowance authorized by sec-
tion 263(f), the definition of repair al-
lowance property, and the conditions
under which an election may be made,
see paragraphs (d) (2) and (f) of
§ 1.167(a)–11. An election may be made
under this section for a taxable year
only if the taxpayer makes an election
under § 1.167(a)–11 for such taxable
year.

(Sec. 263(f), 85 Stat. 509 (26 U.S.C. 263))

[T.D. 7272, 38 FR 9986, Apr. 23, 1973; 38 FR
12919, May 17, 1973; as amended by T.D. 7593,
44 FR 5421, Jan. 26, 1979]
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§ 1.263A–0 Outline of regulations
under section 263A.

This section lists the paragraphs in
§§ 1.263A–1 through 1.263A–3 and
§ 1.263A–7 through 1.263A–15.

§ 1.263A–1 Uniform Capitalization of Costs.

(a) Introduction.
(1) In general.
(2) Effective dates.
(3) General scope.
(i) Property to which section 263A applies.
(ii) Property produced.
(iii) Property acquired for resale.
(iv) Inventories valued at market.
(v) Property produced in a farming busi-

ness.
(vi) Creative property.
(vii) Property produced or property ac-

quired for resale by foreign persons.
(b) Exceptions.

(1) Small resellers.
(2) Long-term contracts.
(3) Costs incurred in certain farming busi-

nesses.
(4) Costs incurred in raising, harvesting, or

growing timber.
(5) Qualified creative expenses.
(6) Certain not-for-profit activities.
(7) Intangible drilling and development

costs.
(8) Natural gas acquired for resale.
(i) Cushion gas.
(ii) Emergency gas.
(9) Research and experimental expendi-

tures.
(10) Certain property that is substantially

constructed.
(11) Certain property provided incident to

services.
(i) In general.
(ii) Definition of services.
(iii) De minimis property provided incident

to services.
(12) De minimis rule for certain producers

with total indirect costs of $200,000 or
less.

(13) Exception for the origination of loans.
(c) General operation of section 263A.

(1) Allocations.
(2) Otherwise deductible.
(3) Capitalize.
(4) Recovery of capitalized costs.

(d) Definitions.
(1) Self-constructed assets.
(2) Section 471 costs.
(i) In general.
(ii) New taxpayers.
(iii) Method changes.
(3) Additional section 263A costs.
(4) Section 263A costs.

(e) Types of costs subject to capitalization.
(1) In general.
(2) Direct costs.
(i) Producers.
(A) Direct material costs.

(B) Direct labor costs.
(ii) Resellers.
(3) Indirect costs.
(i) In general.
(ii) Examples of indirect costs required to

be capitalized.
(A) Indirect labor costs.
(B) Officers’ compensation.
(C) Pension and other related costs.
(D) Employee benefit expenses.
(E) Indirect material costs.
(F) Purchasing costs.
(G) Handling costs.
(H) Storage costs.
(I) Cost recovery.
(J) Depletion.
(K) Rent.
(L) Taxes.
(M) Insurance.
(N) Utilities.
(O) Repairs and maintenance.
(P) Engineering and design costs.
(Q) Spoilage.
(R) Tools and equipment.
(S) Quality control.
(T) Bidding costs.
(U) Licensing and franchise costs.
(V) Interest.
(W) Capitalizable service costs.
(iii) Indirect costs not capitalized.
(A) Selling and distribution costs.
(B) Research and experimental expendi-

tures.
(C) Section 179 costs.
(D) Section 165 losses.
(E) Cost recovery allowances on tempo-

rarily idle equipment and facilities.
(1) In general.
(2) Examples.
(F) Taxes assessed on the basis of income.
(G) Strike expenses.
(H) Warranty and product liability costs.
(I) On-site storage costs.
(J) Unsuccessful bidding expenses.
(K) Deductible service costs.
(4) Service costs.
(i) Introduction.
(A) Definition of service costs.
(B) Definition of service departments.
(ii) Various service cost categories.
(A) Capitalizable service costs.
(B) Deductible service costs.
(C) Mixed service costs.
(iii) Examples of capitalizable service

costs.
(iv) Examples of deductible service costs.

(f) Cost allocation methods.
(1) Introduction.
(2) Specific identification method.
(3) Burden rate and standard cost methods.
(i) Burden rate method.
(A) In general.
(B) Development of burden rates.
(C) Operation of the burden rate method.
(ii) Standard cost method.
(A) In general.
(B) Treatment of variances.
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(4) Reasonable allocation methods.
(g) Allocating categories of costs.

(1) Direct materials.
(2) Direct labor.
(3) Indirect costs.
(4) Service costs.
(i) In general.
(ii) De minimis rule.
(iii) Methods for allocating mixed service

costs.
(A) Direct reallocation method.
(B) Step-allocation method.
(C) Examples.
(iv) Illustrations of mixed service cost allo-

cations using reasonable factors or rela-
tionships.

(A) Security services.
(B) Legal services.
(C) Centralized payroll services.
(D) Centralized data processing services.
(E) Engineering and design services.
(F) Safety engineering services.
(v) Accounting method change.

(h) Simplified service cost method.
(1) Introduction.
(2) Eligible property.
(i) In general.
(A) Inventory property.
(B) Non-inventory property held for sale.
(C) Certain self-constructed assets.
(D) Self-constructed assets produced on a

repetitive basis.
(ii) Election to exclude self-constructed as-

sets.
(3) General allocation formula.
(4) Labor-based allocation ratio.
(5) Production cost allocation ratio.
(6) Definition of total mixed service costs.
(7) Costs allocable to more than one busi-

ness.
(8) De minimis rule.
(9) Separate election.

(i) [Reserved]
(j) Special rules.

(1) Costs provided by a related person.
(i) In general.
(ii) Exceptions.
(2) Optional capitalization of period costs.
(i) In general.
(ii) Period costs eligible for capitalization.
(3) Trade or business application.
(4) Transfers with a principal purpose of

tax avoidance. [Reserved]

§ 1.263A–2 Rules Relating to Property Produced
by the Taxpayer.

(a) In general.
(1) Produce.
(i) In general.
(ii) Ownership.
(A) General rule.
(B) Property produced for the taxpayer

under a contract.
(1) In general.
(2) Definition of contract.
(C) Home construction contracts.
(2) Tangible personal property.

(i) General rule.
(ii) Intellectual or creative property.
(A) Intellectual or creative property that

is tangible personal property.
(1) Books.
(2) Sound recordings.
(B) Intellectual or creative property that is

not tangible personal property.
(1) Evidences of value.
(2) Property provided incident to services.
(3) Costs required to be capitalized by pro-

ducers.
(i) In general.
(ii) Pre-production costs.
(iii) Post-production costs.
(4) Practical capacity concept.
(5) Taxpayers required to capitalize costs

under this section.
(b) Simplified production method.

(1) Introduction.
(2) Eligible property.
(i) In general.
(A) Inventory property.
(B) Non-inventory property held for sale.
(C) Certain self-constructed assets.
(D) Self-constructed assets produced on a

repetitive basis.
(ii) Election to exclude self-constructed as-

sets.
(3) Simplified production method without

historic absorption ratio election.
(i) General allocation formula.
(ii) Definitions.
(A) Absorption ratio.
(1) Additional section 263A costs incurred

during the taxable year.
(2) Section 471 costs incurred during the

taxable year.
(B) Section 471 costs remaining on hand at

year end.
(iii) LIFO taxpayers electing the simplified

production method.
(A) In general.
(B) LIFO increment.
(C) LIFO decrement.
(iv) De minimis rule for producers with

total indirect costs of $200,000 or less.
(A) In general.
(B) Related party and aggregation rules.
(v) Examples.
(4) Simplified production method with his-

toric absorption ratio election.
(i) In general.
(ii) Operating rules and definitions.
(A) Historic absorption ratio.
(B) Test period.
(1) In general.
(2) Updated test period.
(C) Qualifying period.
(1) In general.
(2) Extension of qualifying period.
(iii) Method of accounting.
(A) Adoption and use.
(B) Revocation of election.
(iv) Reporting and recordkeeping require-

ments.
(A) Reporting.
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(B) Recordkeeping.
(v) Transition rules.
(vi) Example.

(c) Additional simplified methods for pro-
ducers.

(d) Cross reference.

§ 1.263A–3 Rules Relating to Property Acquired
for Resale

(a) Capitalization rules for property acquired
for resale.

(1) In general.
(2) Resellers with production activities.
(i) In general.
(ii) Exception for small resellers.
(iii) De minimis production activities.
(A) In general.
(B) Example.
(3) Resellers with property produced under

a contract.
(4) Use of the simplified resale method.
(i) In general.
(ii) Resellers with de minimis production

activities.
(iii) Resellers with property produced

under a contract.
(iv) Application of simplified resale meth-

od.
(b) Gross receipts exception for small re-

sellers.
(1) In general.
(i) Test period for new taxpayers.
(ii) Treatment of short taxable year.
(2) Definition of gross receipts.
(i) In general.
(ii) Amounts excluded.
(3) Aggregation of gross receipts.
(i) In general.
(ii) Single employer defined.
(iii) Gross receipts of a single employer.
(iv) Examples.

(c) Purchasing, handling, and storage costs.
(1) In general.
(2) Costs attributable to purchasing, han-

dling, and storage.
(3) Purchasing costs.
(i) In general.
(ii) Determination of whether personnel

are engaged in purchasing activities.
(A) 1⁄3–2⁄3 rule for allocating labor costs.
(B) Example.
(4) Handling costs.
(i) In general.
(ii) Processing costs.
(iii) Assembling costs.
(iv) Repackaging costs.
(v) Transportation costs.
(vi) Costs not considered handling costs.
(A) Distribution costs.
(B) Delivery of custom-ordered items.
(C) Repackaging after sale occurs.
(5) Storage costs.
(i) In general.
(ii) Definitions.
(A) On-site storage facility.
(B) Retail sales facility.

(C) An integral part of a retail sales facil-
ity.

(D) On-site sales.
(E) Retail customer.
(1) In general.
(2) Certain non-retail customers treated as

retail customers.
(F) Off-site storage facility.
(G) Dual-function storage facility.
(iii) Treatment of storage costs incurred at

a dual-function storage facility.
(A) In general.
(B) Dual-function storage facility alloca-

tion ratio.
(1) In general.
(2) Illustration of ratio allocation.
(3) Appropriate adjustments for other uses

of a dual-function storage facility.
(C) De minimis 90–10 rule for dual-function

storage facilities.
(iv) Costs not attributable to an off-site

storage facility.
(v) Examples.

(d) Simplified resale method.
(1) Introduction.
(2) Eligible property.
(3) Simplified resale method without his-

toric absorption ratio election.
(i) General allocation formula.
(A) In general.
(B) Effect of allocation.
(C) Definitions.
(1) Combined absorption ratio.
(2) Section 471 costs remaining on hand at

year end.
(D) Storage and handling costs absorption

ratio.
(E) Purchasing costs absorption ratio.
(F) Allocable mixed service costs.
(ii) LIFO taxpayers electing simplified re-

sale method.
(A) In general.
(B) LIFO increment.
(C) LIFO decrement.
(iii) Permissible variations of the sim-

plified resale method.
(iv) Examples.
(4) Simplified resale method with historic

absorption ratio election.
(i) In general.
(ii) Operating rules and definitions.
(A) Historic absorption ratio.
(B) Test period.
(1) In general.
(2) Updated test period.
(C) Qualifying period.
(1) In general.
(2) Extension of qualifying period.
(iii) Method of accounting.
(A) Adoption and use.
(B) Revocation of election.
(iv) Reporting and recordkeeping require-

ments.
(A) Reporting.
(B) Recordkeeping.
(v) Transition rules.
(vi) Example.
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(5) Additional simplified methods for re-
sellers.

(e) Cross reference.

§ 1.263A–7 Changing a method of accounting
under section 263A.

(a) Introduction.
(1) Purpose.
(2) Taxpayers that adopt a method of ac-

counting under section 263A.
(3) Taxpayers that change a method of ac-

counting under section 263A.
(4) Effective date.
(5) Definition of change in method of ac-

counting.
(b) Rules applicable to a change in method of

accounting.
(1) General rules.
(2) Special rules.
(i) Ordering rules when multiple changes in

method of accounting occur in the year
of change.

(A) In general.
(B) Exceptions to the general ordering

rule.
(1) Change from the LIFO inventory meth-

od.
(2) Change from the specific goods LIFO in-

ventory method.
(3) Change in overall method of account-

ing.
(4) Change in method of accounting for de-

preciation.
(ii) Adjustment required by section 481(a).
(iii) Base year.
(A) Need for a new base year.
(1) Facts and circumstances revaluation

method used.
(2) 3-year average method used.
(i) Simplified method not used.
(ii) Simplified method used.
(B) Computing a new base year.

(c) Inventory.
(1) Need for adjustments.
(2) Revaluing beginning inventory.
(i) In general.
(ii) Methods to revalue inventory.
(iii) Facts and circumstances revaluation

method.
(A) In general.
(B) Exception.
(C) Estimates and procedures allowed.
(D) Use by dollar-value LIFO taxpayers.
(E) Examples.
(iv) Weighted average method.
(A) In general.
(B) Weighted average method for FIFO tax-

payers.
(1) In general.
(2) Example.
(C) Weighted average method for specific

goods LIFO taxpayers.
(1) In general.
(2) Example.
(D) Adjustments to inventory costs from

prior years.
(v) 3-year average method.

(A) In general.
(B) Consecutive year requirement.
(C) Example.
(D) Short taxable years.
(E) Adjustments to inventory costs from

prior years.
(1) General rule.
(2) Examples of costs eligible for restate-

ment adjustment procedure.
(F) Restatement adjustment procedure.
(1) In general.
(2) Examples of restatement adjustment

procedure.
(3) Intercompany items.
(i) Revaluing intercompany transactions.
(ii) Example.
(iii) Availability of revaluation methods.
(4) Anti-abuse rule.
(i) In general.
(ii) Deemed avoidance of this section.
(A) Scope.
(B) General rule.
(iii) Election to use transferor’s LIFO lay-

ers.
(iv) Tax avoidance intent not required.
(v) Related corporation.

(d) Non-inventory property.
(1) Need for adjustments.
(2) Revaluing property.

§ 1.263A–8 Requirement to capitalize interest.

(a) In general.
(1) General rule.
(2) Treatment of interest required to be

capitalized.
(3) Methods of accounting under section

263A(f).
(4) Special definitions.
(i) Related person.
(ii) Placed in service.

(b) Designated property.
(1) In general.
(2) Special rules.
(i) Application of thresholds.
(ii) Relevant activities and costs.
(iii) Production period and cost of produc-

tion.
(3) Excluded property.
(4) De minimis rule.
(i) In general.
(ii) Determination of total production ex-

penditures.
(c) Definition of real property.

(1) In general.
(2) Unsevered natural products of land.
(3) Inherently permanent structures.
(4) Machinery.
(i) Treatment.
(ii) Certain factors not determinative.

(d) Production.
(1) Definition of produce.
(2) Property produced under a contract.
(i) Customer.
(ii) Contractor.
(iii) Definition of a contract.
(iv) Determination of whether thresholds

are satisfied.
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(A) Customer.
(B) Contractor.
(v) Exclusion for property subject to long-

term contract rules.
(3) Improvements to existing property.
(i) In general.
(ii) Real property.
(iii) Tangible personal property.

§ 1.263A–9 The avoided cost method.

(a) In general.
(1) Description.
(2) Overview.
(i) In general.
(ii) Rules that apply in determining

amounts.
(3) Definitions of interest and incurred.
(4) Definition of eligible debt.

(b) Traced debt amount.
(1) General rule.
(2) Identification and definition of traced

debt.
(3) Example.

(c) Excess expenditure amount.
(1) General rule.
(2) Interest required to be capitalized.
(3) Example.
(4) Treatment of interest subject to a de-

ferral provision.
(5) Definitions.
(i) Nontraced debt.
(A) Defined.
(B) Example.
(ii) Average excess expenditures.
(A) General rule.
(B) Example.
(iii) Weighted average interest rate.
(A) Determination of rate.
(B) Interest incurred on nontraced debt.
(C) Average nontraced debt.
(D) Special rules if taxpayer has no non-

traced debt or rate is contingent.
(6) Examples.
(7) Special rules where the excess expendi-

ture amount exceeds incurred interest.
(i) Allocation of total incurred interest to

units.
(ii) Application of related person rules to

average excess expenditures.
(iii) Special rule for corporations.

(d) Election not to trace debt.
(1) General rule.
(2) Example.

(e) Election to use external rate.
(1) In general.
(2) Eligible taxpayer.

(f) Selection of computation period and
measurement dates and application of
averaging conventions.

(1) Computation period.
(i) In general.
(ii) Method of accounting.
(iii) Production period beginning or ending

during the computation period.
(2) Measurement dates.
(i) In general.
(ii) Measurement period.

(iii) Measurement dates on which accumu-
lated production expenditures must be
taken into account.

(iv) More frequent measurement dates.
(3) Examples.

(g) Special rules.
(1) Ordering rules.
(i) Provisions preempted by section 263A(f).
(ii) Deferral provisions applied before this

section.
(2) Application of section 263A(f) to de-

ferred interest.
(i) In general.
(ii) Capitalization of deferral amount.
(iii) Deferred capitalization.
(iv) Substitute capitalization.
(A) General rule.
(B) Capitalization of amount carried for-

ward.
(C) Method of accounting.
(v) Examples.
(3) Simplified inventory method.
(i) In general.
(ii) Segmentation of inventory.
(A) General rule.
(B) Example.
(iii) Aggregate interest capitalization

amount.
(A) Computation period and weighted aver-

age interest rate.
(B) Computation of the tentative aggregate

interest capitalization amount.
(C) Coordination with other interest cap-

italization computations.
(1) In general.
(2) Deferred interest.
(3) Other coordinating provisions.
(D) Treatment of increases or decreases in

the aggregate interest capitalization
amount.

(E) Example.
(iv) Method of accounting.
(4) Financial accounting method dis-

regarded.
(5) Treatment of intercompany trans-

actions.
(i) General rule.
(ii) Special rule for consolidated group

with limited outside borrowing.
(iii) Example.
(6) Notional principal contracts and other

derivatives. [Reserved]
(7) 15-day repayment rule.

§ 1.263A–10 Unit of property.

(a) In general.
(b) Units of real property.

(1) In general.
(2) Functional interdependence.
(3) Common features.
(4) Allocation of costs to unit.
(5) Treatment of costs when a common fea-

ture is included in a unit of real prop-
erty.

(i) General rule.
(ii) Production activity not undertaken on

benefitted property.
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(A) Direct production activity not under-
taken.

(1) In general.
(2) Land attributable to a benefitted prop-

erty.
(B) Suspension of direct production activ-

ity after clearing and grading under-
taken.

(1) General rule.
(2) Accumulated production expenditures.
(iii) Common feature placed in service be-

fore the end of production of a benefitted
property.

(iv) Benefitted property sold before produc-
tion completed on common feature.

(v) Benefitted property placed in service
before production completed on common
feature.

(6) Examples.
(c) Units of tangible personal property.
(d) Treatment of installations.

§ 1.263A–11 Accumulated production
expenditures.

(a) General rule.
(b) When costs are first taken into account.

(1) In general.
(2) Dedication rule for materials and sup-

plies.
(c) Property produced under a contract.

(1) Customer.
(2) Contractor.

(d) Property used to produce designated
property.

(1) In general.
(2) Example.
(3) Excluded equipment and facilities.

(e) Improvements.
(1) General rule.
(2) De minimis rule.

(f) Mid-production purchases.
(g) Related person costs.
(h) Installation.

§ 1.263A–12 Production period.

(a) In general.
(b) Related person activities.
(c) Beginning of production period.

(1) In general.
(2) Real property.
(3) Tangible personal property.

(d) End of production period.
(1) In general.
(2) Special rules.
(3) Sequential production or delivery.
(4) Examples.

(e) Physical production activities.
(1) In general.
(2) Illustrations.

(f) Activities not considered physical produc-
tion.

(1) Planning and design.
(2) Incidental repairs.

(g) Suspension of production period.
(1) In general.
(2) Special rule.

(3) Method of accounting.
(4) Example.

§ 1.263A–13 Oil and gas activities.

(a) In general.
(b) Generally applicable rules.

(1) Beginning of production period.
(i) Onshore activities.
(ii) Offshore activities.
(2) End of production period.
(3) Accumulated production expenditures.
(i) Costs included.
(ii) Improvement unit.

(c) Special rules when definite plan not es-
tablished.

(1) In general.
(2) Oil and gas units.
(i) First productive well unit.
(ii) Subsequent units.
(3) Beginning of production period.
(i) First productive well unit.
(ii) Subsequent wells.
(4) End of production period.
(5) Accumulated production expenditures.
(i) First productive well unit.
(ii) Subsequent well unit.
(6) Allocation of interest capitalized with

respect to first productive well unit.
(7) Examples.

1.263A–14 Rules for related persons.

§ 1.263A–15 Effective dates, transitional rules,
and anti-abuse rule.

(a) Effective dates.
(b) Transitional rule for accumulated pro-

duction expenditures.
(1) In general.
(2) Property used to produce designated

property.
(c) Anti-abuse rule.

[T.D. 8482, 58 FR 42207, Aug. 9, 1993, as amend-
ed by T.D. 8584, 59 FR 67196, Dec. 29, 1994; 60
FR 16574, Mar. 31, 1995; T.D. 8728, 62 FR 42054,
Aug. 5, 1997]

§ 1.263A–0T Outline of regulations
under section 263A (temporary).

This section lists the paragraphs in
§ 1.263A–4T.

§ 1.263A–4T Rules for property produced in a
farming business (temporary).

(a) Introduction.
(1) In general.
(2) Exception.
(i) In general.
(ii) Tax shelter.
(iii) Presumption.
(iv) Costs required to be capitalized or

inventoried under another provision.
(v) Examples.
(3) Farming business.
(i) In general.
(A) Plant.
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(B) Animal.
(ii) Incidental activities.
(A) In general.
(B) Activities that are not incidental.
(1) In general.
(2) Examples.

(b) Application of section 263A to property
produced in a farming business.

(1) In general.
(i) Plants.
(ii) Animals.
(2) Preproductive period.
(i) Plant.
(A) In general.
(B) Applicability of section 263A.
(C) Actual preproductive period.
(1) Beginning of the preproductive period.
(2) End of the preproductive period.
(i) In general.
(ii) Marketable quantities.
(D) Examples.
(ii) Animal.
(A) Beginning of the preproductive period.
(B) End of the preproductive period.
(C) Allocation of costs between animal and

first yield.
(c) Inventory methods.

(1) In general.
(2) Available for property used in a trade or

business.
(3) Exclusion of property to which section

263A does not apply.
(d) Election not to have section 263A apply.

(1) Introduction.
(2) Availability of the election.
(3) Time and manner of making the elec-

tion.
(4) Special rules.
(i) Section 1245 treatment.
(ii) Required use of alternative deprecia-

tion system.
(iii) Related person.
(A) In general.
(B) Members of family.
(5) Examples.

(e) Exception for certain costs resulting from
casualty losses.

(1) In general.
(2) Ownership.
(3) Examples.
(4) Special rule for citrus and almond

groves.
(i) In general.
(ii) Example.

(f) Effective date and transition rule.

[T.D. 8729, 62 FR 44546, Aug. 22, 1997]

§ 1.263A–1 Uniform capitalization of
costs.

(a) Introduction—(1) In general. The
regulations under §§ 1.263A–1 through
1.263A–6 provide guidance to taxpayers
that are required to capitalize certain
costs under section 263A. These regula-
tions generally apply to all costs re-

quired to be capitalized under section
263A except for interest that must be
capitalized under section 263A(f) and
the regulations thereunder. Statutory
or regulatory exceptions may provide
that section 263A does not apply to cer-
tain activities or costs; however, those
activities or costs may nevertheless be
subject to capitalization requirements
under other provisions of the Internal
Revenue Code and regulations.

(2) Effective dates. (i) In general, this
section and §§ 1.263A–2 and 1.263A–3
apply to costs incurred in taxable years
beginning after December 31, 1993. In
the case of property that is inventory
in the hands of the taxpayer, however,
these sections are effective for taxable
years beginning after December 31,
1993. Changes in methods of accounting
necessary as a result of the rules in
this section and §§ 1.263A–2 and 1.263A–
3 must be made under terms and condi-
tions prescribed by the Commissioner.
Under these terms and conditions, the
principles of § 1.263A–7 must be applied
in revaluing inventory property.

(ii) For taxable years beginning be-
fore January 1, 1994, taxpayers must
take reasonable positions on their fed-
eral income tax returns when applying
section 263A. For purposes of this para-
graph (a)(2)(iii), a reasonable position
is a position consistent with the tem-
porary regulations, revenue rulings,
revenue procedures, notices, and an-
nouncements concerning section 263A
applicable in taxable years beginning
before January 1, 1994. See
§ 601.601(d)(2)(ii)(b) of this chapter.

(3) General scope—(i) Property to which
section 263A applies. Taxpayers subject
to section 263A must capitalize all di-
rect costs and certain indirect costs
properly allocable to—

(A) Real property and tangible per-
sonal property produced by the tax-
payer; and

(B) Real property and personal prop-
erty described in section 1221(1), which
is acquired by the taxpayer for resale.

(ii) Property produced. Taxpayers that
produce real property and tangible per-
sonal property (producers) must cap-
italize all the direct costs of producing
the property and the property’s prop-
erly allocable share of indirect costs
(described in paragraphs (e)(2)(i) and (3)
of this section), regardless of whether
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the property is sold or used in the tax-
payer’s trade or business. See § 1.263A–
2 for rules relating to producers.

(iii) Property acquired for resale. Re-
tailers, wholesalers, and other tax-
payers that acquire property described
in section 1221(1) for resale (resellers)
must capitalize the direct costs of ac-
quiring the property and the property’s
properly allocable share of indirect
costs (described in paragraphs (e)(2)(ii)
and (3) of this section). See § 1.263A–3
for rules relating to resellers. See also
section 263A(b)(2)(B), which excepts
from section 263A personal property ac-
quired for resale by a small reseller.

(iv) Inventories valued at market. Sec-
tion 263A does not apply to inventories
valued at market under either the mar-
ket method or the lower of cost or mar-
ket method if the market valuation
used by the taxpayer generally equals
the property’s fair market value. For
purposes of this paragraph (a)(3)(iv),
the term fair market value means the
price at which the taxpayer sells its in-
ventory to its customers (e.g., as in the
market value definition provided in
§ 1.471–4(b)) less, if applicable, the di-
rect cost of disposing of the inventory.
However, section 263A does apply in de-
termining the market value of any in-
ventory for which market is deter-
mined with reference to replacement
cost or reproduction cost. See §§ 1.471–4
and 1.471–5.

(v) Property produced in a farming
business. Section 263A generally re-
quires taxpayers engaged in a farming
business to capitalize certain costs. See
section 263A(d) and § 1.263A–4T(c) for
rules relating to taxpayers engaged in
a farming business.

(vi) Creative property. Section 263A
generally requires taxpayers engaged
in the production and resale of creative
property to capitalize certain costs.

(vii) Property produced or property ac-
quired for resale by foreign persons. Sec-
tion 263A generally applies to foreign
persons.

(b) Exceptions—(1) Small resellers. See
section 263A(b)(2)(B) for the $10,000,000
gross receipts exception for small re-
sellers of personal property. See
§ 1.263A–3(b) for rules relating to this
exception. See also the exception for
small resellers with de minimis produc-
tion activities in § 1.263A–3(a)(2)(ii) and

the exception for small resellers that
have property produced under contract
in § 1.263A–3(a)(3).

(2) Long-term contracts. Except for
certain home construction contracts
described in section 460(e)(1), section
263A does not apply to any property
produced by the taxpayer pursuant to a
long-term contract as defined in sec-
tion 460(f), regardless of whether the
taxpayer uses an inventory method to
account for such production.

(3) Costs incurred in certain farming
businesses. See section 263A(d) for an
exception for costs paid or incurred in
certain farming businesses. See
§ 1.263A–4T for specific rules relating to
taxpayers engaged in the trade or busi-
ness of farming.

(4) Costs incurred in raising, harvesting,
or growing timber. See section 263A(c)(5)
for an exception for costs paid or in-
curred in raising, harvesting, or grow-
ing timber and certain ornamental
trees. See § 1.263A–4T, however, for
rules relating to taxpayers producing
certain trees to which section 263A ap-
plies.

(5) Qualified creative expenses. See sec-
tion 263A(h) for an exception for quali-
fied creative expenses paid or incurred
by certain free-lance authors, photog-
raphers, and artists.

(6) Certain not-for-profit activities. See
section 263A(c)(1) for an exception for
property produced by a taxpayer for
use by the taxpayer other than in a
trade or business or an activity con-
ducted for profit. This exception does
not apply, however, to property pro-
duced by an exempt organization in
connection with its unrelated trade or
business activities.

(7) Intangible drilling and development
costs. See section 263A(c)(3) for an ex-
ception for intangible drilling and de-
velopment costs. Additionally, section
263A does not apply to any amount al-
lowable as a deduction under section
59(e) with respect to qualified expendi-
tures under sections 263(c), 616(a), or
617(a).

(8) Natural gas acquired for resale.
Under this paragraph (b)(8), section
263A does not apply to any costs in-
curred by a taxpayer relating to nat-
ural gas acquired for resale to the ex-
tent such costs would otherwise be al-
locable to cushion gas.
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(i) Cushion gas. Cushion gas is the
portion of gas stored in an underground
storage facility or reservoir that is re-
quired to maintain the level of pressure
necessary for operation of the facility.
However, section 263A applies to costs
incurred by a taxpayer relating to nat-
ural gas acquired for resale to the ex-
tent such costs are properly allocable
to emergency gas.

(ii) Emergency gas. Emergency gas is
natural gas stored in an underground
storage facility or reservoir for use
during periods of unusually heavy cus-
tomer demand.

(9) Research and experimental expendi-
tures. See section 263A(c)(2) for an ex-
ception for any research and experi-
mental expenditure allowable as a de-
duction under section 174 or the regula-
tions thereunder. Additionally, section
263A does not apply to any amount al-
lowable as a deduction under section
59(e) with respect to qualified expendi-
tures under section 174.

(10) Certain property that is substan-
tially constructed. Section 263A does not
apply to any property produced by a
taxpayer for use in its trade or busi-
ness if substantial construction oc-
curred before March 1, 1986.

(i) For purposes of this section, sub-
stantial construction is deemed to have
occurred if the lesser of—

(A) 10 percent of the total estimated
costs of construction; or

(B) The greater of $10 million or 2
percent of the total estimated costs of
construction, was incurred before
March 1, 1986.

(ii) For purposes of the provision in
paragraph (b)(10)(i) of this section, the
total estimated costs of construction
shall be determined by reference to a
reasonable estimate, on or before
March 1, 1986, of such amount. Assume,
for example, that on March 1, 1986, the
estimated costs of constructing a facil-
ity were $150 million. Assume that be-
fore March 1, 1986, $12 million of con-
struction costs had been incurred.
Based on the above facts, substantial
construction would be deemed to have
occurred before March 1, 1986, because
$12 million (the costs of construction
incurred before such date) is greater
than $10 million (the lesser of $15 mil-
lion; or the greater of $10 million or $3
million). For purposes of this provi-

sion, construction costs are defined as
those costs incurred after construction
has commenced at the site of the prop-
erty being constructed (unless the
property will not be located on land
and, therefore, the initial construction
of the property must begin at a loca-
tion other than the intended site). For
example, in the case of a building, con-
struction commences when work be-
gins on the building, such as the exca-
vation of the site, the pouring of pads
for the building, or the driving of foun-
dation pilings into the ground. Prelimi-
nary activities such as project engi-
neering and architectural design do not
constitute the commencement of con-
struction, nor are such costs consid-
ered construction costs, for purposes of
this paragraph (b)(10).

(11) Certain property provided incident
to services—(i) In general. Under this
paragraph (b)(11), section 263A does not
apply to property that is provided to a
client (or customer) incident to the
provision of services by the taxpayer if
the property provided to the client is—

(A) De minimis in amount; and
(B) Not inventory in the hands of the

service provider.
(ii) Definition of services. For purposes

of this paragraph (b)(11), services is de-
fined with reference to its ordinary and
accepted meaning under federal income
tax principles. In determining whether
a taxpayer is a bona-fide service pro-
vider under this paragraph (b)(11), the
nature of the taxpayer’s trade or busi-
ness and the facts and circumstances
surrounding the taxpayer’s trade or
business activities must be considered.
Examples of taxpayers qualifying as
service providers under this paragraph
include taxpayers performing services
in the fields of health, law, engineer-
ing, architecture, accounting, actuarial
science, performing arts, or consulting.

(iii) De minimis property provided inci-
dent to services. In determining whether
property provided to a client by a serv-
ice provider is de minimis in amount,
all facts and circumstances, such as
the nature of the taxpayer’s trade or
business and the volume of its service
activities in the trade or business,
must be considered. A significant fac-
tor in making this determination is the
relationship between the acquisition or
direct materials costs of the property
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that is provided to clients and the price
that the taxpayer charges its clients
for its services and the property. For
purposes of this paragraph (b)(11), if
the acquisition or direct materials cost
of the property provided to a client in-
cident to the services is less than or
equal to five percent of the price
charged to the client for the services
and property, the property is de mini-
mis. If the acquisition or direct mate-
rials cost of the property exceeds five
percent of the price charged for the
services and property, the property
may be de minimis if additional facts
and circumstances so indicate.

(12) De minimis rule for certain pro-
ducers with total indirect costs of $200,000
or less. See § 1.263A–2(b)(3)(iv) for a de
minimis rule that treats producers
with total indirect costs of $200,000 or
less as having no additional section
263A costs (as defined in paragraph
(d)(3) of this section) for purposes of
the simplified production method.

(13) Exception for the origination of
loans. For purposes of section
263A(b)(2)(A), the origination of loans
is not considered the acquisition of in-
tangible property for resale. (But sec-
tion 263A(b)(2)(A) does include the ac-
quisition by a taxpayer of pre-existing
loans from other persons for resale.)

(c) General operation of section 263A—
(1) Allocations. Under section 263A, tax-
payers must capitalize their direct
costs and a properly allocable share of
their indirect costs to property pro-
duced or property acquired for resale.
In order to determine these
capitalizable costs, taxpayers must al-
locate or apportion costs to various ac-
tivities, including production or resale
activities. After section 263A costs are
allocated to the appropriate production
or resale activities, these costs are gen-
erally allocated to the items of prop-
erty produced or property acquired for
resale during the taxable year and cap-
italized to the items that remain on
hand at the end of the taxable year.
See however, the simplified production
method and the simplified resale meth-
od in §§ 1.263A–2(b) and 1.263A–3(d).

(2) Otherwise deductible. (i) Any cost
which (but for section 263A and the reg-
ulations thereunder) may not be taken
into account in computing taxable in-
come for any taxable year is not treat-

ed as a cost properly allocable to prop-
erty produced or acquired for resale
under section 263A and the regulations
thereunder. Thus, for example, if a
business meal deduction is limited by
section 274(n) to 80 percent of the cost
of the meal, the amount properly allo-
cable to property produced or acquired
for resale under section 263A is also
limited to 80 percent of the cost of the
meal.

(ii) The amount of any cost required
to be capitalized under section 263A
may not be included in inventory or
charged to capital accounts or basis
any earlier than the taxable year dur-
ing which the amount is incurred with-
in the meaning of § 1.446–1(c)(1)(ii).

(3) Capitalize. Capitalize means, in
the case of property that is inventory
in the hands of a taxpayer, to include
in inventory costs and, in the case of
other property, to charge to a capital
account or basis.

(4) Recovery of capitalized costs. Costs
that are capitalized under section 263A
are recovered through depreciation,
amortization, cost of goods sold, or by
an adjustment to basis at the time the
property is used, sold, placed in serv-
ice, or otherwise disposed of by the tax-
payer. Cost recovery is determined by
the applicable Internal Revenue Code
and regulation provisions relating to
the use, sale, or disposition of prop-
erty.

(d) Definitions—(1) Self-constructed as-
sets. Self-constructed assets are assets
produced by a taxpayer for use by the
taxpayer in its trade or business. Self-
constructed assets are subject to sec-
tion 263A.

(2) Section 471 costs—(i) In general. Ex-
cept as otherwise provided in para-
graphs (d)(2)(ii) and (iii) of this section,
for purposes of the regulations under
section 263A, a taxpayer’s section 471
costs are the costs, other than interest,
capitalized under its method of ac-
counting immediately prior to the ef-
fective date of section 263A. Thus, al-
though section 471 applies only to in-
ventories, section 471 costs include any
non-inventory costs, other than inter-
est, capitalized or included in acquisi-
tion or production costs under the tax-
payer’s method of accounting imme-
diately prior to the effective date of
section 263A.
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(ii) New taxpayers. In the case of a
new taxpayer, section 471 costs are
those acquisition or production costs,
other than interest, that would have
been required to be capitalized by the
taxpayer if the taxpayer had been in
existence immediately prior to the ef-
fective date of section 263A.

(iii) Method changes. If a taxpayer in-
cluded a cost described in § 1.471–
11(c)(2)(iii) in its inventoriable costs
immediately prior to the effective date
of section 263A, that cost is included in
the taxpayer’s section 471 costs under
paragraph (d)(2)(i) of this section. Ex-
cept as provided in the following sen-
tence, a change in the financial report-
ing practices of a taxpayer for costs de-
scribed in § 1.471–11(c)(2)(iii) subsequent
to the effective date of section 263A
does not affect the classification of
these costs as section 471 costs. A tax-
payer may change its established
methods of accounting used in deter-
mining section 471 costs only with the
consent of the Commissioner as re-
quired under section 446(e) and the reg-
ulations thereunder.

(3) Additional section 263A costs. Addi-
tional section 263A costs are defined as
the costs, other than interest, that
were not capitalized under the tax-
payer’s method of accounting imme-
diately prior to the effective date of
section 263A (adjusted as appropriate
for any changes in methods of account-
ing for section 471 costs under para-
graph (d)(2)(iii) of this section), but
that are required to be capitalized
under section 263A. For new taxpayers,
additional section 263A costs are de-
fined as the costs, other than interest,
that the taxpayer must capitalize
under section 263A, but which the tax-
payer would not have been required to
capitalize if the taxpayer had been in
existence prior to the effective date of
section 263A.

(4) Section 263A costs. Section 263A
costs are defined as the costs that a
taxpayer must capitalize under section
263A. Thus, section 263A costs are the
sum of a taxpayer’s section 471 costs,
its additional section 263A costs, and
interest capitalizable under section
263A(f).

(e) Types of costs subject to capitaliza-
tion—(1) In general. Taxpayers subject
to section 263A must capitalize all di-

rect costs and certain indirect costs
properly allocable to property pro-
duced or property acquired for resale.
This paragraph (e) describes the types
of costs subject to section 263A.

(2) Direct costs—(i) Producers. Pro-
ducers must capitalize direct material
costs and direct labor costs.

(A) Direct material costs include the
costs of those materials that become
an integral part of specific property
produced and those materials that are
consumed in the ordinary course of
production and that can be identified
or associated with particular units or
groups of units of property produced.

(B) Direct labor costs include the costs
of labor that can be identified or asso-
ciated with particular units or groups
of units of specific property produced.
For this purpose, labor encompasses
full-time and part-time employees, as
well as contract employees and inde-
pendent contractors. Direct labor costs
include all elements of compensation
other than employee benefit costs de-
scribed in paragraph (e)(3)(ii)(D) of this
section. Elements of direct labor costs
include basic compensation, overtime
pay, vacation pay, holiday pay, sick
leave pay (other than payments pursu-
ant to a wage continuation plan under
section 105(d) as it existed prior to its
repeal in 1983), shift differential, pay-
roll taxes, and payments to a supple-
mental unemployment benefit plan.

(ii) Resellers. Resellers must cap-
italize the acquisition costs of property
acquired for resale. In the case of in-
ventory, the acquisition cost is the
cost described in § 1.471–3(b).

(3) Indirect costs—(i) In general. Indi-
rect costs are defined as all costs other
than direct material costs and direct
labor costs (in the case of property pro-
duced) or acquisition costs (in the case
of property acquired for resale). Tax-
payers subject to section 263A must
capitalize all indirect costs properly al-
locable to property produced or prop-
erty acquired for resale. Indirect costs
are properly allocable to property pro-
duced or property acquired for resale
when the costs directly benefit or are
incurred by reason of the performance
of production or resale activities. Indi-
rect costs may be allocable to both pro-
duction and resale activities, as well as
to other activities that are not subject
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to section 263A. Taxpayers subject to
section 263A must make a reasonable
allocation of indirect costs between
production, resale, and other activities.

(ii) Examples of indirect costs required
to be capitalized. The following are ex-
amples of indirect costs that must be
capitalized to the extent they are prop-
erly allocable to property produced or
property acquired for resale:

(A) Indirect labor costs. Indirect labor
costs include all labor costs (including
the elements of labor costs set forth in
paragraph (e)(2)(i) of this section) that
cannot be directly identified or associ-
ated with particular units or groups of
units of specific property produced or
property acquired for resale (e.g., fac-
tory labor that is not direct labor). As
in the case of direct labor, indirect
labor encompasses full-time and part-
time employees, as well as contract
employees and independent contrac-
tors.

(B) Officers’ compensation. Officers’
compensation includes compensation
paid to officers of the taxpayer.

(C) Pension and other related costs.
Pension and other related costs include
contributions paid to or made under
any stock bonus, pension, profit-shar-
ing or annuity plan, or other plan de-
ferring the receipt of compensation,
whether or not the plan qualifies under
section 401(a). Contributions to em-
ployee plans representing past services
must be capitalized in the same man-
ner (and in the same proportion to
property currently being acquired or
produced) as amounts contributed for
current service.

(D) Employee benefit expenses. Em-
ployee benefit expenses include all
other employee benefit expenses (not
described in paragraph (e)(3)(ii)(C) of
this section) to the extent such ex-
penses are otherwise allowable as de-
ductions under chapter 1 of the Inter-
nal Revenue Code. These other em-
ployee benefit expenses include: work-
er’s compensation; amounts otherwise
deductible or allowable in reducing
earnings and profits under section
404A; payments pursuant to a wage
continuation plan under section 105(d)
as it existed prior to its repeal in 1983;
amounts includible in the gross income
of employees under a method or ar-
rangement of employer contributions

or compensation that has the effect of
a stock bonus, pension, profit-sharing
or annuity plan, or other plan deferring
receipt of compensation or providing
deferred benefits; premiums on life and
health insurance; and miscellaneous
benefits provided for employees such as
safety, medical treatment, recreational
and eating facilities, membership dues,
etc. Employee benefit expenses do not,
however, include direct labor costs de-
scribed in paragraph (e)(2)(i) of this
section.

(E) Indirect material costs. Indirect
material costs include the cost of ma-
terials that are not an integral part of
specific property produced and the cost
of materials that are consumed in the
ordinary course of performing produc-
tion or resale activities that cannot be
identified or associated with particular
units or groups of units of property.
Thus, for example, a cost described in
§ 1.162–3, relating to the cost of a mate-
rial or supply, is an indirect material
cost.

(F) Purchasing costs. Purchasing costs
include costs attributable to pur-
chasing activities. See § 1.263A–3(c)(3)
for a further discussion of purchasing
costs.

(G) Handling costs. Handling costs in-
clude costs attributable to processing,
assembling, repackaging and trans-
porting goods, and other similar activi-
ties. See § 1.263A–3(c)(4) for a further
discussion of handling costs.

(H) Storage costs. Storage costs in-
clude the costs of carrying, storing, or
warehousing property. See § 1.263A–
3(c)(5) for a further discussion of stor-
age costs.

(I) Cost recovery. Cost recovery in-
cludes depreciation, amortization, and
cost recovery allowances on equipment
and facilities (including depreciation
or amortization of self-constructed as-
sets or other previously produced or ac-
quired property to which section 263A
or section 263 applies).

(J) Depletion. Depletion includes al-
lowances for depletion, whether or not
in excess of cost. Depletion is, however,
only properly allocable to property
that has been sold (i.e., for purposes of
determining gain or loss on the sale of
the property).
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(K) Rent. Rent includes the cost of
renting or leasing equipment, facili-
ties, or land.

(L) Taxes. Taxes include those taxes
(other than taxes described in para-
graph (e)(3)(iii)(F) of this section) that
are otherwise allowable as a deduction
to the extent such taxes are attrib-
utable to labor, materials, supplies,
equipment, land, or facilities used in
production or resale activities.

(M) Insurance. Insurance includes the
cost of insurance on plant or facility,
machinery, equipment, materials,
property produced, or property ac-
quired for resale.

(N) Utilities. Utilities include the cost
of electricity, gas, and water.

(O) Repairs and maintenance. Repairs
and maintenance include the cost of re-
pairing and maintaining equipment or
facilities.

(P) Engineering and design costs. Engi-
neering and design costs include pre-
production costs, such as costs attrib-
utable to research, experimental, engi-
neering, and design activities (to the
extent that such amounts are not re-
search and experimental expenditures
as described in section 174 and the reg-
ulations thereunder).

(Q) Spoilage. Spoilage includes the
costs of rework labor, scrap, and spoil-
age.

(R) Tools and equipment. Tools and
equipment include the costs of tools
and equipment which are not otherwise
capitalized.

(S) Quality control. Quality control
includes the costs of quality control
and inspection.

(T) Bidding costs. Bidding costs are
costs incurred in the solicitation of
contracts (including contracts per-
taining to property acquired for resale)
ultimately awarded to the taxpayer.
The taxpayer must defer all bidding
costs paid or incurred in the solicita-
tion of a particular contract until the
contract is awarded. If the contract is
awarded to the taxpayer, the bidding
costs become part of the indirect costs
allocated to the subject matter of the
contract. If the contract is not awarded
to the taxpayer, bidding costs are de-
ductible in the taxable year that the
contract is awarded to another party,
or in the taxable year that the tax-
payer is notified in writing that no

contract will be awarded and that the
contract (or a similar or related con-
tract) will not be rebid, or in the tax-
able year that the taxpayer abandons
its bid or proposal, whichever occurs
first. Abandoning a bid does not in-
clude modifying, supplementing, or
changing the original bid or proposal.
If the taxpayer is awarded only part of
the bid (for example, the taxpayer sub-
mitted one bid to build each of two dif-
ferent types of products, and the tax-
payer was awarded a contract to build
only one of the two types of products),
the taxpayer shall deduct the portion
of the bidding costs related to the por-
tion of the bid not awarded to the tax-
payer. In the case of a bid or proposal
for a multi-unit contract, all bidding
costs must be included in the costs al-
located to the subject matter of the
contract awarded to the taxpayer to
produce or acquire for resale any of
such units. For example, where the
taxpayer submits one bid to produce
three similar turbines and the taxpayer
is awarded a contract to produce only
two of the three turbines, all bidding
costs must be included in the cost of
the two turbines. For purposes of this
paragraph (e)(3)(ii)(T), a contract
means—

(1) In the case of a specific unit of
property, any agreement under which
the taxpayer would produce or sell
property to another party if the agree-
ment is entered into before the tax-
payer produces or acquires the specific
unit of property to be delivered to the
party under the agreement; and

(2) In the case of fungible property,
any agreement to the extent that, at
the time the agreement is entered into,
the taxpayer has on hand an insuffi-
cient quantity of completed fungible
items of such property that may be
used to satisfy the agreement (plus any
other production or sales agreements
of the taxpayer).

(U) Licensing and franchise costs. Li-
censing and franchise costs include fees
incurred in securing the contractual
right to use a trademark, corporate
plan, manufacturing procedure, special
recipe, or other similar right associ-
ated with property produced or prop-
erty acquired for resale. These costs in-
clude the otherwise deductible portion
(e.g., amortization) of the initial fees
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incurred to obtain the license or fran-
chise and any minimum annual pay-
ments and royalties that are incurred
by a licensee or a franchisee.

(V) Interest. Interest includes interest
on debt incurred or continued during
the production period to finance the
production of real property or tangible
personal property to which section
263A(f) applies.

(W) Capitalizable service costs. Service
costs that are required to be capital-
ized include capitalizable service costs
and capitalizable mixed service costs
as defined in paragraph (e)(4) of this
section.

(iii) Indirect costs not capitalized. The
following indirect costs are not re-
quired to be capitalized under section
263A:

(A) Selling and distribution costs.
These costs are marketing, selling, ad-
vertising, and distribution costs.

(B) Research and experimental expendi-
tures. Research and experimental ex-
penditures are expenditures described
in section 174 and the regulations
thereunder.

(C) Section 179 costs. Section 179 costs
are expenses for certain depreciable as-
sets deductible at the election of the
taxpayer under section 179 and the reg-
ulations thereunder.

(D) Section 165 losses. Section 165
losses are losses under section 165 and
the regulations thereunder.

(E) Cost recovery allowances on tempo-
rarily idle equipment and facilities—(1) In
general. Cost recovery allowances on
temporarily idle equipment and facili-
ties include only depreciation, amorti-
zation, and cost recovery allowances on
equipment and facilities that have
been placed in service but are tempo-
rarily idle. Equipment and facilities
are temporarily idle when a taxpayer
takes them out of service for a finite
period. However, equipment and facili-
ties are not considered temporarily
idle—

(i) During worker breaks, non-work-
ing hours, or on regularly scheduled
non-working days (such as holidays or
weekends);

(ii) During normal interruptions in
the operation of the equipment or fa-
cilities;

(iii) When equipment is enroute to or
located at a job site; or

(iv) When under normal operating
conditions, the equipment is used or
operated only during certain shifts.

(2) Examples. The provisions of this
paragraph (e)(3)(iii)(E) are illustrated
by the following examples:

Example 1. Equipment operated only during
certain shifts. Taxpayer A manufactures
widgets. Although A’s manufacturing facil-
ity operates 24 hours each day in three
shifts, A only operates its stamping machine
during one shift each day. Because A only
operates its stamping machine during cer-
tain shifts, A’s stamping machine is not con-
sidered temporarily idle during the two
shifts that it is not operated.

Example 2. Facility shut down for retooling.
Taxpayer B owns and operates a manufac-
turing facility. B closes its manufacturing
facility for two weeks to retool its assembly
line. B’s manufacturing facility is considered
temporarily idle during this two-week pe-
riod.

(F) Taxes assessed on the basis of in-
come. Taxes assessed on the basis of in-
come include only state, local, and for-
eign income taxes, and franchise taxes
that are assessed on the taxpayer based
on income.

(G) Strike expenses. Strike expenses
include only costs associated with hir-
ing employees to replace striking per-
sonnel (but not wages of replacement
personnel), costs of security, and legal
fees associated with settling strikes.

(H) Warranty and product liability
costs. Warranty costs and product li-
ability costs are costs incurred in ful-
filling product warranty obligations for
products that have been sold and costs
incurred for product liability insur-
ance.

(I) On-site storage costs. On-site stor-
age costs are storage and warehousing
costs incurred by a taxpayer at an on-
site storage facility, as defined in
§ 1.263A–3(c)(5)(ii)(A), with respect to
property produced or property acquired
for resale.

(J) Unsuccessful bidding expenses. Un-
successful bidding costs are bidding ex-
penses incurred in the solicitation of
contracts not awarded to the taxpayer.

(K) Deductible service costs. Service
costs that are not required to be cap-
italized include deductible service
costs and deductible mixed service
costs as defined in paragraph (e)(4) of
this section.
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(4) Service costs—(i) Introduction. This
paragraph (e)(4) provides definitions
and categories of service costs. Para-
graph (g)(4) of this section provides
specific rules for determining the
amount of service costs allocable to
property produced or property acquired
for resale. In addition, paragraph (h) of
this section provides a simplified meth-
od for determining the amount of serv-
ice costs that must be capitalized.

(A) Definition of service costs. Service
costs are defined as a type of indirect
costs (e.g., general and administrative
costs) that can be identified specifi-
cally with a service department or
function or that directly benefit or are
incurred by reason of a service depart-
ment or function.

(B) Definition of service departments.
Service departments are defined as ad-
ministrative, service, or support de-
partments that incur service costs. The
facts and circumstances of the tax-
payer’s activities and business organi-
zation control whether a department is
a service department. For example,
service departments include personnel,
accounting, data processing, security,
legal, and other similar departments.

(ii) Various service cost categories—(A)
Capitalizable service costs. Capitalizable
service costs are defined as service
costs that directly benefit or are in-
curred by reason of the performance of
the production or resale activities of
the taxpayer. Therefore, these service
costs are required to be capitalized
under section 263A. Examples of service
departments or functions that incur
capitalizable service costs are provided
in paragraph (e)(4)(iii) of this section.

(B) Deductible service costs. Deductible
service costs are defined as service
costs that do not directly benefit or are
not incurred by reason of the perform-
ance of the production or resale activi-
ties of the taxpayer, and therefore, are
not required to be capitalized under
section 263A. Deductible service costs
generally include costs incurred by rea-
son of the taxpayer’s overall manage-
ment or policy guidance functions. In
addition, deductible service costs in-
clude costs incurred by reason of the
marketing, selling, advertising, and
distribution activities of the taxpayer.
Examples of service departments or
functions that incur deductible service

costs are provided in paragraph
(e)(4)(iv) of this section.

(C) Mixed service costs. Mixed service
costs are defined as service costs that
are partially allocable to production or
resale activities (capitalizable mixed
service costs) and partially allocable to
non-production or non-resale activities
(deductible mixed service costs). For
example, a personnel department may
incur costs to recruit factory workers,
the costs of which are allocable to pro-
duction activities, and it may incur
costs to develop wage, salary, and ben-
efit policies, the costs of which are al-
locable to non-production activities.

(iii) Examples of capitalizable service
costs. Costs incurred in the following
departments or functions are generally
allocated among production or resale
activities:

(A) The administration and coordina-
tion of production or resale activities
(wherever performed in the business or-
ganization of the taxpayer).

(B) Personnel operations, including
the cost of recruiting, hiring, relo-
cating, assigning, and maintaining per-
sonnel records or employees.

(C) Purchasing operations, including
purchasing materials and equipment,
scheduling and coordinating delivery of
materials and equipment to or from
factories or job sites, and expediting
and follow-up.

(D) Materials handling and
warehousing and storage operations.

(E) Accounting and data services op-
erations, including, for example, cost
accounting, accounts payable, dis-
bursements, and payroll functions (but
excluding accounts receivable and cus-
tomer billing functions).

(F) Data processing.
(G) Security services.
(H) Legal services.
(iv) Examples of deductible service

costs. Costs incurred in the following
departments or functions are not gen-
erally allocated to production or resale
activities:

(A) Departments or functions respon-
sible for overall management of the
taxpayer or for setting overall policy
for all of the taxpayer’s activities or
trades or businesses, such as the board
of directors (including their immediate
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staff), and the chief executive, finan-
cial, accounting, and legal officers (in-
cluding their immediate staff) of the
taxpayer, provided that no substantial
part of the cost of such departments or
functions benefits a particular produc-
tion or resale activity.

(B) Strategic business planning.
(C) General financial accounting.
(D) General financial planning (in-

cluding general budgeting) and finan-
cial management (including bank rela-
tions and cash management).

(E) Personnel policy (such as estab-
lishing and managing personnel policy
in general; developing wage, salary,
and benefit policies; developing em-
ployee training programs unrelated to
particular production or resale activi-
ties; negotiating with labor unions; and
maintaining relations with retired
workers).

(F) Quality control policy.
(G) Safety engineering policy.
(H) Insurance or risk management

policy (but not including bid or per-
formance bonds or insurance related to
activities associated with property pro-
duced or property acquired for resale).

(I) Environmental management pol-
icy (except to the extent that the costs
of any system or procedure benefits a
particular production or resale activ-
ity).

(J) General economic analysis and
forecasting.

(K) Internal audit.
(L) Shareholder, public, and indus-

trial relations.
(M) Tax services.
(N) Marketing, selling, or adver-

tising.
(f) Cost allocation methods—(1) Intro-

duction. This paragraph (f) sets forth
various detailed or specific (facts-and-
circumstances) cost allocation meth-
ods that taxpayers may use to allocate
direct and indirect costs to property
produced and property acquired for re-
sale. Paragraph (g) of this section pro-
vides general rules for applying these
allocation methods to various cat-
egories of costs (i.e., direct materials,
direct labor, and indirect costs, includ-
ing service costs). In addition, in lieu
of a facts-and-circumstances allocation
method, taxpayers may use the sim-
plified methods provided in §§ 1.263A–
2(b) and 1.263A–3(d) to allocate direct

and indirect costs to eligible property
produced or eligible property acquired
for resale; see those sections for defini-
tions of eligible property. Paragraph
(h) of this section provides a simplified
method for determining the amount of
mixed service costs required to be cap-
italized to eligible property. The meth-
odology set forth in paragraph (h) of
this section for mixed service costs
may be used in conjunction with either
a facts-and-circumstances or a sim-
plified method of allocating costs to el-
igible property produced or eligible
property acquired for resale.

(2) Specific identification method. A
specific identification method traces
costs to a cost objective, such as a
function, department, activity, or
product, on the basis of a cause and ef-
fect or other reasonable relationship
between the costs and the cost objec-
tive.

(3) Burden rate and standard cost meth-
ods—(i) Burden rate method—(A) In gen-
eral. A burden rate method allocates an
appropriate amount of indirect costs to
property produced or property acquired
for resale during a taxable year using
predetermined rates that approximate
the actual amount of indirect costs in-
curred by the taxpayer during the tax-
able year. Burden rates (such as ratios
based on direct costs, hours, or similar
items) may be developed by the tax-
payer in accordance with acceptable
accounting principles and applied in a
reasonable manner. A taxpayer may al-
locate different indirect costs on the
basis of different burden rates. Thus,
for example, the taxpayer may use one
burden rate for allocating the cost of
rent and another burden rate for allo-
cating the cost of utilities. Any peri-
odic adjustment to a burden rate that
merely reflects current operating con-
ditions, such as increases in automa-
tion or changes in operation or prices,
is not a change in method of account-
ing under section 446(e). A change,
however, in the concept or base upon
which such rates are developed, such as
a change from basing the rates on di-
rect labor hours to basing them on di-
rect machine hours, is a change in
method of accounting to which section
446(e) applies.
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(B) Development of burden rates. The
following factors, among others, may
be used in developing burden rates:

(1) The selection of an appropriate
level of activity and a period of time
upon which to base the calculation of
rates reflecting operating conditions
for purposes of the unit costs being de-
termined.

(2) The selection of an appropriate
statistical base, such as direct labor
hours, direct labor dollars, machine
hours, or a combination thereof, upon
which to apply the overhead rate.

(3) The appropriate budgeting, classi-
fication, and analysis of expenses (for
example, the analysis of fixed versus
variable costs).

(C) Operation of the burden rate meth-
od. The purpose of the burden rate
method is to allocate an appropriate
amount of indirect costs to production
or resale activities through the use of
predetermined rates intended to ap-
proximate the actual amount of indi-
rect costs incurred. Accordingly, the
proper use of the burden rate method
under this section requires that any
net negative or net positive difference
between the total predetermined
amount of costs allocated to property
and the total amount of indirect costs
actually incurred and required to be al-
located to such property (i.e., the
under or over-applied burden) must be
treated as an adjustment to the tax-
payer’s ending inventory or capital ac-
count (as the case may be) in the tax-
able year in which such difference
arises. However, if such adjustment is
not significant in amount in relation
to the taxpayer’s total indirect costs
incurred with respect to production or
resale activities for the year, such ad-
justment need not be allocated to the
property produced or property acquired
for resale unless such allocation is
made in the taxpayer’s financial re-
ports. The taxpayer must treat both
positive and negative adjustments con-
sistently.

(ii) Standard cost method—(A) In gen-
eral. A standard cost method allocates
an appropriate amount of direct and in-
direct costs to property produced by
the taxpayer through the use of
preestablished standard allowances,
without reference to costs actually in-
curred during the taxable year. A tax-

payer may use a standard cost method
to allocate costs, provided variances
are treated in accordance with the pro-
cedures prescribed in paragraph
(f)(3)(ii)(B) of this section. Any periodic
adjustment to standard costs that
merely reflects current operating con-
ditions, such as increases in automa-
tion or changes in operation or prices,
is not a change in method of account-
ing under section 446(e). A change,
however, in the concept or base upon
which standard costs are developed is a
change in method of accounting to
which section 446(e) applies.

(B) Treatment of variances. For pur-
poses of this section, net positive over-
head variance means the excess of total
standard indirect costs over total ac-
tual indirect costs and net negative
overhead variance means the excess of
total actual indirect costs over total
standard indirect costs. The proper use
of a standard cost method requires that
a taxpayer must reallocate to property
a pro rata portion of any net negative
or net positive overhead variances and
any net negative or net positive direct
cost variances. The taxpayer must ap-
portion such variances to or among the
property to which the costs are allo-
cable. However, if such variances are
not significant in amount relative to
the taxpayer’s total indirect costs in-
curred with respect to production and
resale activities for the year, such
variances need not be allocated to
property produced or property acquired
for resale unless such allocation is
made in the taxpayer’s financial re-
ports. A taxpayer must treat both posi-
tive and negative variances consist-
ently.

(4) Reasonable allocation methods. A
taxpayer may use the methods de-
scribed in paragraph (f) (2) or (3) of this
section if they are reasonable alloca-
tion methods within the meaning of
this paragraph (f)(4). In addition, a tax-
payer may use any other reasonable
method to properly allocate direct and
indirect costs among units of property
produced or property acquired for re-
sale during the taxable year. An alloca-
tion method is reasonable if, with re-
spect to the taxpayer’s production or
resale activities taken as a whole—
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(i) The total costs actually capital-
ized during the taxable year do not dif-
fer significantly from the aggregate
costs that would be properly capital-
ized using another permissible method
described in this section or in §§ 1.263A–
2 and 1.263A–3, with appropriate consid-
eration given to the volume and value
of the taxpayer’s production or resale
activities, the availability of costing
information, the time and cost of using
various allocation methods, and the ac-
curacy of the allocation method chosen
as compared with other allocation
methods;

(ii) The allocation method is applied
consistently by the taxpayer; and

(iii) The allocation method is not
used to circumvent the requirements of
the simplified methods in this section
or in § 1.263A–2, § 1.263A–3, or the prin-
ciples of section 263A.

(g) Allocating categories of costs—(1)
Direct materials. Direct material costs
(as defined in paragraph (e)(2) of this
section) incurred during the taxable
year must be allocated to the property
produced or property acquired for re-
sale by the taxpayer using the tax-
payer’s d of accounting for materials
(e.g., specific identification; first-in,
first-out (FIFO); or last-in, first-out
(LIFO)), or any other reasonable allo-
cation method (as defined under the
principles of paragraph (f)(4) of this
section).

(2) Direct labor. Direct labor costs (as
defined in paragraph (e)(2) of this sec-
tion) incurred during the taxable year
are generally allocated to property pro-
duced or property acquired for resale
using a specific identification method,
standard cost method, or any other
reasonable allocation method (as de-
fined under the principles of paragraph
(f)(4) of this section). All elements of
compensation, other than basic com-
pensation, may be grouped together
and then allocated in proportion to the
charge for basic compensation. Fur-
ther, a taxpayer is not treated as using
an erroneous method of accounting if
direct labor costs are treated as indi-
rect costs under the taxpayer’s alloca-
tion method, provided such costs are
capitalized to the extent required by
paragraph (g)(3) of this section.

(3) Indirect costs. Indirect costs (as de-
fined in paragraph (e)(3) of this section)

are generally allocated to intermediate
cost objectives such as departments or
activities prior to the allocation of
such costs to property produced or
property acquired for resale. Indirect
costs are allocated using either a spe-
cific identification method, a standard
cost method, a burden rate method, or
any other reasonable allocation meth-
od (as defined under the principles of
paragraph (f)(4) of this section).

(4) Service costs—(i) In general. Service
costs are a type of indirect costs that
may be allocated using the same allo-
cation methods available for allocating
other indirect costs described in para-
graph (g)(3) of this section. Generally,
taxpayers that use a specific identifica-
tion method or another reasonable al-
location method must allocate service
costs to particular departments or ac-
tivities based on a factor or relation-
ship that reasonably relates the service
costs to the benefits received from the
service departments or activities. For
example, a reasonable factor for allo-
cating legal services to particular de-
partments or activities is the number
of hours of legal services attributable
to each department or activity. See
paragraph (g)(4)(iv) of this section for
other illustrations. Using reasonable
factors or relationships, a taxpayer
must allocate mixed service costs
under a direct reallocation method de-
scribed in paragraph (g)(4)(iii)(A) of
this section, a step-allocation method
described in paragraph (g)(4)(iii)(B) of
this section, or any other reasonable
allocation method (as defined under
the principles of paragraph (f)(4) of this
section).

(ii) De minimis rule. For purposes of
administrative convenience, if 90 per-
cent or more of a mixed service depart-
ment’s costs are deductible service
costs, a taxpayer may elect not to allo-
cate any portion of the service depart-
ment’s costs to property produced or
property acquired for resale. For exam-
ple, if 90 percent of the costs of an
electing taxpayer’s industrial relations
department benefit the taxpayer’s
overall policy-making activities, the
taxpayer is not required to allocate
any portion of these costs to a produc-
tion activity. Under this election, how-
ever, if 90 percent or more of a mixed
service department’s costs are

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00404 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



409

Internal Revenue Service, Treasury § 1.263A–1

capitalizable service costs, a taxpayer
must allocate 100 percent of the depart-
ment’s costs to the production or re-
sale activity benefitted. For example,
if 90 percent of the costs of an electing
taxpayer’s accounting department ben-
efit the taxpayer’s manufacturing ac-
tivity, the taxpayer must allocate 100
percent of the costs of the accounting
department to the manufacturing ac-
tivity. An election under this para-
graph (g)(4)(ii) applies to all of a tax-
payer’s mixed service departments and
constitutes the adoption of a (or a
change in) method of accounting under
section 446 of the Internal Revenue
Code.

(iii) Methods for allocating mixed serv-
ice costs—(A) Direct reallocation method.
Under the direct reallocation method,
the total costs (direct and indirect) of
all mixed service departments are allo-
cated only to departments or cost cen-
ters engaged in production or resale ac-
tivities and then from those depart-
ments to particular activities. This di-
rect reallocation method ignores bene-
fits provided by one mixed service de-
partment to other mixed service de-
partments, and also excludes other
mixed service departments from the
base used to make the allocation.

(B) Step-allocation method. (1) Under a
step-allocation method, a sequence of
allocations is made by the taxpayer.
First, the total costs of the mixed serv-
ice departments that benefit the great-
est number of other departments are
allocated to—

(i) Other mixed service departments;

(ii) Departments that incur only de-
ductible service costs; and

(iii) Departments that exclusively en-
gage in production or resale activities.

(2) A taxpayer continues allocating
mixed service costs in the manner de-
scribed in paragraph (g)(4)(iii)(B)(1) of
this section (i.e., from the service de-
partments benefitting the greatest
number of departments to the service
departments benefitting the least num-
ber of departments) until all mixed
service costs are allocated to the types
of departments listed in this paragraph
(g)(4)(iii). Thus, a step-allocation meth-
od recognizes the benefits provided by
one mixed service department to an-
other mixed service department and
also includes mixed service depart-
ments that have not yet been allocated
in the base used to make the alloca-
tion.

(C) Examples. The provisions of this
paragraph (g)(4)(iii) are illustrated by
the following examples:

Example 1. Direct reallocation method. (i)
Taxpayer E has the following five depart-
ments: the Assembling Department, the
Painting Department, and the Finishing De-
partment (production departments), and the
Personnel Department and the Data Proc-
essing Department (mixed service depart-
ments). E allocates the Personnel Depart-
ment’s costs on the basis of total payroll
costs and the Data Processing Department’s
costs on the basis of data processing hours.

(ii) Under a direct reallocation method, E
allocates the Personnel Department’s costs
directly to its Assembling, Painting, and
Finishing Department, and not to its Data
Processing department.

Department Total dept.
costs

Amount of
payroll
costs

Allocation ratio Amount allo-
cated

Personnel .................................................................................... $500,000 $50,000 .............................. <$500,000>
Data Proc’g ................................................................................. 250,000 15,000 .............................. ........................
Assembling .................................................................................. 250,000 15,000 15,000/285,000 26,315
Painting ....................................................................................... 1,000,000 90,000 90,000/285,000 157,895
Finishing ...................................................................................... 2,000,000 180,000 180,000/285,000 315,790

Total ......................................................................................... $4,000,000 $350,000 .............................. ........................

(iii) After E allocates the Personnel De-
partment’s costs, E then allocates the costs

of its Data Processing Department in the
same manner.

Department

Total dept.
cost after
initial allo-

cation

Total data
proc.
hours

Allocation ratio Amount allo-
cated

Total dept.
cost after

final alloca-
tion

Personnel .................................................................... 0 2,000 ........................ ........................ 0
Data Proc’g ................................................................. $250,000 ................ ........................ <$250,000> ....................
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Department

Total dept.
cost after
initial allo-

cation

Total data
proc.
hours

Allocation ratio Amount allo-
cated

Total dept.
cost after

final alloca-
tion

Assembling .................................................................. 276,315 2,000 2,000/10,000 50,000 $326,315
Painting ....................................................................... 1,157,895 0 0/10,000 0 1,157,895
Finishing ...................................................................... 2,315,790 8,000 8,000/10,000 200,000 2,515,790

Total ......................................................................... $4,000,000 12,000 ........................ ........................ $4,000,000

Example 2. Step-allocation method. (i) Tax-
payer F has the following five departments:
the Manufacturing Department (a produc-
tion department), the Marketing Depart-
ment and the Finance Department (depart-
ments that incur only deductible service
costs), the Personnel Department and the
Data Processing Department (mixed service
departments). F uses a step-allocation meth-
od and allocates the Personnel Department’s
costs on the basis of total payroll costs and

the Data Processing Department’s costs on
the basis of data processing hours. F’s Per-
sonnel Department benefits all four of F’s
other departments, while its Data Processing
Department benefits only three departments.
Because F’s Personnel Department benefits
the greatest number of other departments, F
first allocates its Personnel Department’s
costs to its Manufacturing, Marketing, Fi-
nance and Data Processing departments, as
follows:

Department Total cost of
dept.

Total payroll
costs Allocation ratio Amount allo-

cated

Personnel ...................................................................... $500,000 $50,000 ................................ <$500,000>
Data Proc’g ................................................................... 250,000 15,000 15,000/300,000 25,000
Finance .......................................................................... 250,000 15,000 15,000/300,000 25,000
Marketing ....................................................................... 1,000,000 90,000 90,000/300,000 150,000
Manufac’g ...................................................................... 2,000,000 180,000 180,000/300,000 300,000

4,000,000 350,000 ................................ ........................

(ii) Under a step-allocation method, the de-
nominator of F’s allocation ratio includes
the payroll costs of its Manufacturing, Mar-
keting, Finance, and Data Processing depart-
ments.

(iii) Next, F allocates the costs of its Data
Processing Department on the basis of data
processing hours. Because the costs incurred
by F’s Personnel Department have already
been allocated, no allocation is made to the
Personnel Department.

Department
Total dept.

cost after ini-
tial allocation

Total data
proc. hours Allocation

ratio.
Personnel ........................................... $0 2,000 ................................ ....................... $0
Data Proc’g ........................................ 275,000 ........................ ................................ <$275,000> 0
Finance .............................................. 275,000 2,000 2,000/10,000 55,000 330,000
Marketing ........................................... 1,150,000 0 0/10,000 0 1,150,000
Manufac’g .......................................... 2,300,000 8,000 8,000/10,000 220,000 2,520,000

4,000,000 12,000 ................................ ....................... 4,000,000

(iv) Under the second step of F’s step-allo-
cation method, the denominator of F’s allo-
cation ratio includes the data processing
hours of its Manufacturing, Marketing, and
Finance Departments, but does not include
the data processing hours of its Personnel
Department (the other mixed service depart-
ment) because the costs of that department
have previously been allocated.

(iv) Illustrations of mixed service cost
allocations using reasonable factors or re-

lationships. This paragraph (g)(4)(iv) il-
lustrates various reasonable factors
and relationships that may be used in
allocating different types of mixed
service costs. Taxpayers, however, are
permitted to use other reasonable fac-
tors and relationships to allocate
mixed service costs. In addition, the
factors or relationships illustrated in
this paragraph (g)(4)(iv) may be used to
allocate other types of service costs
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not illustrated in this paragraph
(g)(4)(iv).

(A) Security services. The costs of se-
curity or protection services must be
allocated to each physical area that re-
ceives the services using any reason-
able method applied consistently (e.g.,
the size of the physical area, the num-
ber of employees in the area, or the rel-
ative fair market value of assets lo-
cated in the area).

(B) Legal services. The costs of legal
services are generally allocable to a
particular production or resale activity
on the basis of the approximate num-
ber of hours of legal service performed
in connection with the activity, includ-
ing research, bidding, negotiating,
drafting, reviewing a contract, obtain-
ing necessary licenses and permits, and
resolving disputes. Different hourly
rates may be appropriate for different
services. In determining the number of
hours allocable to any activity, esti-
mates are appropriate, detailed time
records are not required to be kept, and
insubstantial amounts of services pro-
vided to an activity by senior legal
staff (such as administrators or review-
ers) may be ignored. Legal costs may
also be allocated to a particular pro-
duction or resale activity based on the
ratio of the total direct costs incurred
for the activity to the total direct
costs incurred with respect to all pro-
duction or resale activities. The tax-
payer must also allocate directly to an
activity the cost incurred for any out-
side legal services. Legal costs relating
to general corporate functions are not
required to be allocated to a particular
production or resale activity.

(C) Centralized payroll services. The
costs of a centralized payroll depart-
ment or activity are generally allo-
cated to the departments or activities
benefitted on the basis of the gross dol-
lar amount of payroll processed.

(D) Centralized data processing services.
The costs of a centralized data proc-
essing department are generally allo-
cated to all departments or activities
benefitted using any reasonable basis,
such as total direct data processing
costs or the number of data processing
hours supplied. The costs of data proc-
essing systems or applications devel-
oped for a particular activity are di-
rectly allocated to that activity.

(E) Engineering and design services.
The costs of an engineering or a design
department are generally directly allo-
cable to the departments or activities
benefitted based on the ratio of the ap-
proximate number of hours of work
performed with respect to the par-
ticular activity to the total number of
hours of engineering or design work
performed for all activities. Different
services may be allocated at different
hourly rates.

(F) Safety engineering services. The
costs of a safety engineering depart-
ments or activities generally benefit
all of the taxpayer’s activities and,
thus, should be allocated using a rea-
sonable basis, such as: the approximate
number of safety inspections made in
connection with a particular activity
as a fraction of total inspections, the
number of employees assigned to an ac-
tivity as a fraction of total employees,
or the total labor hours worked in con-
nection with an activity as a fraction
of total hours. However, in determining
the allocable costs of a safety engineer-
ing department, costs attributable to
providing a safety program relating
only to a particular activity must be
directly assigned to such activity. Ad-
ditionally, the cost of a safety engi-
neering department only responsible
for setting safety policy and estab-
lishing safety procedures to be used in
all of the taxpayer’s activities is not
required to be allocated.

(v) Accounting method change. A
change in the method or base used to
allocate service costs (such as chang-
ing from an allocation base using di-
rect labor costs to a base using direct
labor hours), or a change in the tax-
payer’s determination of what func-
tions or departments of the taxpayer
are to be allocated, is a change in
method of accounting to which section
446(e) and the regulations thereunder
apply.

(h) Simplified service cost method—(1)
Introduction. This paragraph (h) pro-
vides a simplified method for deter-
mining capitalizable mixed service
costs incurred during the taxable year
with respect to eligible property (i.e.,
the aggregate portion of mixed service
costs that are properly allocable to the
taxpayer’s production or resale activi-
ties).
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(2) Eligible property—(i) In general. Ex-
cept as otherwise provided in para-
graph (h)(2)(ii) of this section, the sim-
plified service cost method, if elected
for any trade or business of the tax-
payer, must be used for all production
and resale activities of the trade or
business associated with any of the fol-
lowing categories of property that are
subject to section 263A:

(A) Inventory property. Stock in trade
or other property properly includible in
the inventory of the taxpayer.

(B) Non-inventory property held for
sale. Non-inventory property held by a
taxpayer primarily for sale to cus-
tomers in the ordinary course of the
taxpayer’s trade or business.

(C) Certain self-constructed assets. Self-
constructed assets substantially iden-
tical in nature to, and produced in the
same manner as, inventory property
produced by the taxpayer or other
property produced by the taxpayer and
held primarily for sale to customers in
the ordinary course of the taxpayer’s
trade or business.

(D) Self-constructed assets produced on
a repetitive basis. Self-constructed as-
sets produced by the taxpayer on a rou-
tine and repetitive basis in the ordi-
nary course of the taxpayer’s trade or
business.

(ii) Election to exclude self-constructed
assets. At the taxpayer’s election, the
simplified service cost method may be
applied within a trade or business to
only the categories of inventory prop-
erty and non-inventory property held
for sale described in paragraphs
(h)(2)(i)(A) and(B) of this section. Tax-
payers electing to exclude the self-con-
structed assets described in paragraphs
(h)(2)(i)(C) and (D) of this section from
application of the simplified service
cost method must, however, allocate
service costs to such property in ac-
cordance with paragraph (g)(4) of this
section.

(3) General allocation formula. (i)
Under the simplified service cost meth-
od, a taxpayer computes its
capitalizable mixed service costs using
the following formula:

Allocation ratio total mixed service costs×

(ii) A producer may elect one of two
allocation ratios, the labor-based allo-
cation ratio or the production cost al-
location ratio. A reseller that satisfies
the requirements for using the sim-
plified resale method of § 1.263A–3(d)
(whether or not that method is elected)
may elect the simplified service cost
method, but must use a labor-based al-
location ratio. (See § 1.263A–3(d) for
labor-based allocation ratios to be used
in conjunction with the simplified re-
sale method.) The allocation ratio used
by a trade or business of a taxpayer is
a method of accounting which must be
applied consistently within the trade
or business.

(4) Labor-based allocation ratio. (i) The
labor-based allocation ratio is com-
puted as follows:

Section A labor ts

Total labor ts

263 cos

cos
(ii) Section 263A labor costs are de-

fined as the total labor costs (excluding

labor costs included in mixed service
costs) allocable to property produced
and property acquired for resale under
section 263A that are incurred in the
taxpayer’s trade or business during the
taxable year. Total labor costs are de-
fined as the total labor costs (excluding
labor costs included in mixed service
costs) incurred in the taxpayer’s trade
or business during the taxable year.
Total labor costs include labor costs
incurred in all parts of the trade or
business (i.e., if the taxpayer has both
property produced and property ac-
quired for resale, the taxpayer must in-
clude labor costs from resale activities
as well as production activities). For
example, taxpayer G incurs $1,000 of
total mixed service costs during the
taxable year. G’s section 263A labor
costs are $5,000 and its total labor costs
are $10,000. Under the labor-based allo-
cation ratio, G’s capitalizable mixed
service costs are $500 (i.e., $1,000 ×
($5,000 divided by $10,000)).
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(5) Production cost allocation ratio. (i)
Producers may use the production cost
allocation ratio, computed as follows:

Section 263A production costs

Total costs
(ii) Section 263A production costs are

defined as the total costs (excluding
mixed service costs and interest) allo-
cable to property produced (and prop-
erty acquired for resale if the producer
is also engaged in resale activities)
under section 263A that are incurred in
the taxpayer’s trade or business during
the taxable year. Total costs are de-
fined as all costs (excluding mixed
service costs and interest) incurred in
the taxpayer’s trade or business during
the taxable year. Total costs include
all direct and indirect costs allocable
to property produced (and property ac-
quired for resale if the producer is also
engaged in resale activities) as well as
all other costs of the taxpayer’s trade
or business, including, but not limited
to: salaries and other labor costs of all
personnel; all depreciation taken for
federal income tax purposes; research
and experimental expenditures; and
selling, marketing, and distribution
costs. Such costs do not include, how-
ever, taxes described in paragraph
(e)(3)(iii)(F) of this section. For exam-
ple, taxpayer H, a producer, incurs
$1,000 of total mixed service costs in
the taxable year. H’s section 263A pro-
duction costs are $10,000 and its total
costs are $20,000. Under the production
cost allocation ratio, H’s capitalizable
mixed service costs are $500 (i.e., $1,000
X ($10,000 divided by $20,000)).

(6) Definition of total mixed service
costs. Total mixed service costs are de-
fined as the total costs incurred during
the taxable year in all departments or
functions of the taxpayer’s trade or
business that perform mixed service
activities. See paragraph (e)(4)(ii)(C) of
this section which defines mixed serv-
ice costs. In determining the total
mixed service costs of a trade or busi-
ness, the taxpayer must include all
costs incurred in its mixed service de-
partments and cannot exclude any oth-
erwise deductible service costs. For ex-
ample, if the accounting department
within a trade or business is a mixed
service department, then in deter-

mining the total mixed service costs of
the trade or business, the taxpayer
cannot exclude the costs of personnel
in the accounting department that per-
form services relating to non-produc-
tion activities (e.g., accounts receiv-
able or customer billing activities). In-
stead, the entire cost of the accounting
department must be included in the
total mixed service costs.

(7) Costs allocable to more than one
business. To the extent mixed service
costs, labor costs, or other costs are in-
curred in more than one trade or busi-
ness, the taxpayer must determine the
amounts allocable to the particular
trade or business for which the sim-
plified service cost method is being ap-
plied by using any reasonable alloca-
tion method consistent with the prin-
ciples of paragraph (f)(4) of this sec-
tion.

(8) De minimis rule. If the taxpayer
elects to apply the de minimis rule of
paragraph (g)(4)(ii) of this section to
any mixed service department, the de-
partment is not considered a mixed
service department for purposes of the
simplified service cost method. In-
stead, the costs of such department are
allocated exclusively to the particular
activity satisfying the 90-percent test.

(9) Separate election. A taxpayer may
elect the simplified service cost meth-
od in conjunction with any other allo-
cation method used at the trade or
business level, including the simplified
methods described in §§ 1.263A–2(b) and
1.263A–3(d). However, the election of
the simplified service cost method
must be made independently of the
election to use those other simplified
methods.

(i) [Reserved]
(j) Special rules—(1) Costs provided by a

related person—(i) In general. A tax-
payer subject to section 263A must cap-
italize an arm’s-length charge for any
section 263A costs (e.g., costs of mate-
rials, labor, or services) incurred by a
related person that are properly allo-
cable to the property produced or prop-
erty acquired for resale by the tax-
payer. Both the taxpayer and the re-
lated person must account for the
transaction as if an arm’s-length
charge had been incurred by the tax-
payer with respect to its property pro-
duced or property acquired for resale.
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For purposes of this paragraph (j)(1)(i),
a taxpayer is considered related to an-
other person if the taxpayer and such
person are described in section 482.
Further, for purposes of this paragraph
(j)(1)(i), arm’s-length charge means the
arm’s-length charge (or other appro-
priate charge where permitted and ap-
plicable) under the principles of section
482. Any correlative adjustments nec-
essary because of the arm’s-length
charge requirement of this paragraph
(j)(1)(i) shall be determined under the
principles of section 482.

(ii) Exceptions. The provisions of
paragraph (j)(1)(i) of this section do not
apply if, and to the extent that—

(A) It would be inappropriate under
the principles of section 482 for the
Commissioner to adjust the income of
the taxpayer or the related person with
respect to the transaction at issue; or

(B) A transaction is accounted for
under an alternative Internal Revenue
Code section resulting in the capital-
ization (or deferral of the deduction) of
the costs of the items provided by the
related party and the related party
does not deduct such costs earlier than
the costs would have been deducted by
the taxpayer if the costs were capital-
ized under section 263A. See § 1.1502–13.

(2) Optional capitalization of period
costs—(i) In general. Taxpayers are not
required to capitalize indirect costs
that do not directly benefit or are not
incurred by reason of the production of
property or acquisition of property for
resale (i.e., period costs). A taxpayer
may, however, elect to capitalize cer-
tain period costs if: The method is con-
sistently applied; is used in computing
beginning inventories, ending inven-
tories, and cost of goods sold; and does
not result in a material distortion of
the taxpayer’s income. A material dis-
tortion relates to the source, char-
acter, amount, or timing of the cost
capitalized or any other item affected
by the capitalization of the cost. Thus,
for example, a taxpayer may not cap-
italize a period cost under section 263A
if capitalization would result in a ma-
terial change in the computation of the
foreign tax credit limitation under sec-
tion 904. An election to capitalize a pe-
riod cost is the adoption of (or a
change in) a method of accounting

under section 446 of the Internal Rev-
enue Code.

(ii) Period costs eligible for capitaliza-
tion. The types of period costs eligible
for capitalization under this paragraph
(j)(2) include only the types of period
costs (e.g., under paragraph (e)(3)(iii) of
this section) for which some portion of
the costs incurred is properly allocable
to property produced or property ac-
quired for resale in the year of the elec-
tion. Thus, for example, marketing or
advertising costs, no portion of which
are properly allocable to property pro-
duced or property acquired for resale,
do not qualify for elective capitaliza-
tion under this paragraph (j)(2).

(3) Trade or business application. Not-
withstanding the references generally
to taxpayer throughout this section
and §§ 1.263A–2 and 1.263A–3, the meth-
ods of accounting provided under sec-
tion 263A are to be elected and applied
independently for each separate and
distinct trade or business of the tax-
payer in accordance with the provi-
sions of section 446(d) and the regula-
tions thereunder.

(4) Transfers with a principal purpose
of tax avoidance. The District Director
may require appropriate adjustments
to valuations of inventory and other
property subject to section 263A if a
transfer of property is made to another
person for a principal purpose of avoid-
ing the application of section 263A.
Thus, for example, the District Direc-
tor may require a taxpayer using the
simplified production method of
§ 1.263A–2(b) to apply that method to
transferred inventories immediately
prior to a transfer under section 351 if
a principal purpose of the transfer is to
avoid the application of section 263A.

[T.D. 8482, 58 FR 42209, Aug. 9, 1993, as amend-
ed by T.D. 8559, 59 FR 39961, Aug. 5, 1994; T.D.
8584, 59 FR 67197, Dec. 29, 1994; T.D. 8597, 60
FR 36680, July 18, 1995; T.D. 8728, 62 FR 42054,
Aug. 5, 1997; T.D. 8729, 62 FR 44546, Aug. 22,
1997]

§ 1.263A–2 Rules relating to property
produced by the taxpayer.

(a) In general. Section 263A applies to
real property and tangible personal
property produced by a taxpayer for
use in its trade or business or for sale
to its customers. In addition, section
263A applies to property produced for a
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taxpayer under a contract with an-
other party. The principal terms re-
lated to the scope of section 263A with
respect to producers are provided in
this paragraph (a). See § 1.263A–1(b)(11)
for an exception in the case of certain
de minimis property provided to cus-
tomers incident to the provision of
services.

(1) Produce—(i) In general. For pur-
poses of section 263A, produce includes
the following: construct, build, install,
manufacture, develop, improve, create,
raise, or grow.

(ii) Ownership—(A) General rule. Ex-
cept as provided in paragraphs (a)(1)(ii)
(B) and (C) of this section, a taxpayer
is not considered to be producing prop-
erty unless the taxpayer is considered
an owner of the property produced
under federal income tax principles.
The determination as to whether a tax-
payer is an owner is based on all of the
facts and circumstances, including the
various benefits and burdens of owner-
ship vested with the taxpayer. A tax-
payer may be considered an owner of
property produced, even though the
taxpayer does not have legal title to
the property.

(B) Property produced for the taxpayer
under a contract—(1) In general. Prop-
erty produced for the taxpayer under a
contract with another party is treated
as property produced by the taxpayer
to the extent the taxpayer makes pay-
ments or otherwise incurs costs with
respect to the property. A taxpayer has
made payment under this section if the
transaction would be considered pay-
ment by a taxpayer using the cash re-
ceipts and disbursements method of ac-
counting.

(2) Definition of a contract—(i) General
rule. Except as provided under para-
graph (a)(1)(ii)(B)(2)(ii) of this section,
a contract is any agreement providing
for the production of property if the
agreement is entered into before the
production of the property to be deliv-
ered under the contract is completed.
Whether an agreement exists depends
on all the facts and circumstances.
Facts and circumstances indicating an
agreement include, for example, the
making of a prepayment, or an ar-
rangement to make a prepayment, for
property prior to the date of the com-
pletion of production of the property,

or the incurring of significant expendi-
tures for property of specialized design
or specialized application that is not
intended for self-use.

(ii) Routine purchase order exception. A
routine purchase order for fungible
property is not treated as a contract
for purposes of this section. An agree-
ment will not be treated as a routine
purchase order for fungible property,
however, if the contractor is required
to make more than de minimis modi-
fications to the property to tailor it to
the customer’s specific needs, or if at
the time the agreement is entered into,
the customer knows or has reason to
know that the contractor cannot sat-
isfy the agreement within 30 days out
of existing stocks and normal produc-
tion of finished goods.

(C) Home construction contracts. Sec-
tion 460(e)(1) provides that section 263A
applies to a home construction con-
tract unless that contract will be com-
pleted within two years of the contract
commencement date and the tax-
payer’s average annual gross receipts
for the three preceding taxable years
do not exceed $10,000,000. Section 263A
applies to such a contract even if the
contractor is not considered the owner
of the property produced under the
contract under federal income tax prin-
ciples.

(2) Tangible personal property—(i) Gen-
eral rule. In general, section 263A ap-
plies to the costs of producing tangible
personal property, and not to the costs
of producing intangible property. For
example, section 263A applies to the
costs manufacturers incur to produce
goods, but does not apply to the costs
financial institutions incur to origi-
nate loans.

(ii) Intellectual or creative property.
For purposes of determining whether a
taxpayer producing intellectual or cre-
ative property is producing tangible
personal property or intangible prop-
erty, the term tangible personal prop-
erty includes films, sound recordings,
video tapes, books, and other similar
property embodying words, ideas, con-
cepts, images, or sounds by the creator
thereof. Other similar property for this
purpose generally means intellectual
or creative property for which, as costs
are incurred in producing the property,
it is intended (or is reasonably likely)
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that any tangible medium in which the
property is embodied will be mass dis-
tributed by the creator or any one or
more third parties in a form that is not
substantially altered. However, any in-
tellectual or creative property that is
embodied in a tangible medium that is
mass distributed merely incident to
the distribution of a principal product
or good of the creator is not other
similar property for these purposes.

(A) Intellectual or creative property
that is tangible personal property. Sec-
tion 263A applies to tangible personal
property defined in this paragraph
(a)(2) without regard to whether such
property is treated as tangible or in-
tangible property under other sections
of the Internal Revenue Code. Thus, for
example, section 263A applies to the
costs of producing a motion picture or
researching and writing a book even
though these assets may be considered
intangible for other purposes of the In-
ternal Revenue Code. Tangible per-
sonal property includes, for example,
the following:

(1) Books. The costs of producing and
developing books (including teaching
aids and other literary works) required
to be capitalized under this section in-
clude costs incurred by an author in re-
searching, preparing, and writing the
book. (However, see section 263A(h),
which provides an exemption from the
capitalization requirements of section
263A in the case of certain free-lance
authors.) In addition, the costs of pro-
ducing and developing books include
prepublication expenditures incurred
by publishers, including payments
made to authors (other than commis-
sions for sales of books that have al-
ready taken place), as well as costs in-
curred by publishers in writing, edit-
ing, compiling, illustrating, designing,
and developing the books. The costs of
producing a book also include the costs
of producing the underlying manu-
script, copyright, or license. (These
costs are distinguished from the sepa-
rately capitalizable costs of printing
and binding the tangible medium em-
bodying the book (e.g., paper and ink).)
See § 1.174–2(a)(1), which provides that
the term research or experimental ex-
penditures does not include expendi-
tures incurred for research in connec-

tion with literary, historical, or simi-
lar projects.

(2) Sound recordings. A sound record-
ing is a work that results from the fix-
ation of a series of musical, spoken, or
other sounds, regardless of the nature
of the material objects, such as discs,
tapes, or other phonorecordings, in
which such sounds are embodied.

(B) Intellectual or creative property
that is not tangible personal property.
Items that are not considered tangible
personal property within the meaning
of section 263A(b) and paragraph
(a)(2)(ii) of this section include:

(1) Evidences of value. Tangible per-
sonal property does not include prop-
erty that is representative or evidence
of value, such as stock, securities, debt
instruments, mortgages, or loans.

(2) Property provided incident to serv-
ices. Tangible personal property does
not include de minimis property pro-
vided to a client or customer incident
to the provision of services, such as
wills prepared by attorneys, or blue-
prints prepared by architects. See
§ 1.263A–1(b)(11).

(3) Costs required to be capitalized by
producers—(i) In general. Except as spe-
cifically provided in section 263A(f)
with respect to interest costs, pro-
ducers must capitalize direct and indi-
rect costs properly allocable to prop-
erty produced under section 263A, with-
out regard to whether those costs are
incurred before, during, or after the
production period (as defined in section
263A(f)(4)(B)).

(ii) Pre-production costs. If property is
held for future production, taxpayers
must capitalize direct and indirect
costs allocable to such property (e.g.,
purchasing, storage, handling, and
other costs), even though production
has not begun. If property is not held
for production, indirect costs incurred
prior to the beginning of the produc-
tion period must be allocated to the
property and capitalized if, at the time
the costs are incurred, it is reasonably
likely that production will occur at
some future date. Thus, for example, a
manufacturer must capitalize the costs
of storing and handling raw materials
before the raw materials are com-
mitted to production. In addition, a
real estate developer must capitalize
property taxes incurred with respect to
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property if, at the time the taxes are
incurred, it is reasonably likely that
the property will be subsequently de-
veloped.

(iii) Post-production costs. Generally,
producers must capitalize all indirect
costs incurred subsequent to comple-
tion of production that are properly al-
locable to the property produced. Thus,
for example, storage and handling costs
incurred while holding the property
produced for sale after production must
be capitalized to the property to the
extent properly allocable to the prop-
erty. However, see § 1.263A–3(c) for ex-
ceptions.

(4) Practical capacity concept. Not-
withstanding any provision to the con-
trary, the use, directly or indirectly, of
the practical capacity concept is not
permitted under section 263A. For pur-
poses of section 263A, the term prac-
tical capacity concept means any con-
cept, method, procedure, or formula
(such as the practical capacity concept
described in § 1.471–11(d)(4)) whereunder
fixed costs are not capitalized because
of the relationship between the actual
production at the taxpayer’s produc-
tion facility and the practical capacity
of the facility. For purposes of this sec-
tion, the practical capacity of a facil-
ity includes either the practical capac-
ity or theoretical capacity of the facil-
ity, as defined in § 1.471–11(d)(4), or any
similar determination of productive or
operating capacity. The practical ca-
pacity concept may not be used with
respect to any activity to which sec-
tion 263A applies (i.e., production or re-
sale activities). A taxpayer shall not be
considered to be using the practical ca-
pacity concept solely because the tax-
payer properly does not capitalize costs
described in § 1.263A–1(e)(3)(iii)(E), re-
lating to certain costs attributable to
temporarily idle equipment.

(5) Taxpayers required to capitalize
costs under this section. This section
generally applies to taxpayers that
produce property. If a taxpayer is en-
gaged in both production activities and
resale activities, the taxpayer applies
the principles of this section as if it
read production or resale activities,
and by applying appropriate principles
from § 1.263A–3. If a taxpayer is engaged
in both production and resale activi-
ties, the taxpayer may elect the sim-

plified production method provided in
this section, but generally may not
elect the simplified resale method dis-
cussed in § 1.263A–3(d). If elected, the
simplified production method must be
applied to all eligible property pro-
duced and all eligible property ac-
quired for resale by the taxpayer.

(b) Simplified production method—(1)
Introduction. This paragraph (b) pro-
vides a simplified method for deter-
mining the additional section 263A
costs properly allocable to ending in-
ventories of property produced and
other eligible property on hand at the
end of the taxable year.

(2) Eligible property—(i) In general. Ex-
cept as otherwise provided in para-
graph (b)(2)(ii) of this section, the sim-
plified production method, if elected
for any trade or business of a producer,
must be used for all production and re-
sale activities associated with any of
the following categories of property to
which section 263A applies:

(A) Inventory property. Stock in trade
or other property properly includible in
the inventory of the taxpayer.

(B) Non-inventory property held for
sale. Non-inventory property held by a
taxpayer primarily for sale to cus-
tomers in the ordinary course of the
taxpayer’s trade or business.

(C) Certain self-constructed assets. Self-
constructed assets substantially iden-
tical in nature to, and produced in the
same manner as, inventory property
produced by the taxpayer or other
property produced by the taxpayer and
held primarily for sale to customers in
the ordinary course of the taxpayer’s
trade or business.

(D) Self-constructed assets produced on
a repetitive basis. Self-constructed as-
sets produced by the taxpayer on a rou-
tine and repetitive basis in the ordi-
nary course of the taxpayer’s trade or
business.

(ii) Election to exclude self-constructed
assets. At the taxpayer’s election, the
simplified production method may be
applied within a trade or business to
only the categories of inventory prop-
erty and non-inventory property held
for sale described in paragraphs (b)(2)(i)
(A) and (B) of this section. Taxpayers
electing to exclude the self- con-
structed assets, defined in paragraphs
(b)(2)(i) (C) and (D) of this section, from
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application of the simplified produc-
tion method must, however, allocate
additional section 263A costs to such
property in accordance with § 1.263A–1
(f).

(3) Simplified production method with-
out historic absorption ratio election—(i)
General allocation formula—(A) In gen-

eral. Except as otherwise provided in
paragraph (b)(3)(iv) of this section, the
additional section 263A costs allocable
to eligible property remaining on hand
at the close of the taxable year under
the simplified production method are
computed as follows:

Absorption ratio tion ts remaining on hand at year end× sec cos471

(B) Effect of allocation. The absorption
ratio generally is multiplied by the
section 471 costs remaining in ending
inventory or otherwise on hand at the
end of each taxable year in which the
simplified production method is ap-
plied. The resulting product is the ad-
ditional section 263A costs that are
added to the taxpayer’s ending section
471 costs to determine the section 263A
costs that are capitalized. See, how-
ever, paragraph (b)(3)(iii) of this sec-
tion for special rules applicable to

LIFO taxpayers. Except as otherwise
provided in this section or in § 1.263A–1
or 1.263A–3, additional section 263A
costs that are allocated to inventories
on hand at the close of the taxable year
under the simplified production meth-
od of this paragraph (b) are treated as
inventory costs for all purposes of the
Internal Revenue Code.

(ii) Definitions—(A) Absorption ratio.
Under the simplified production meth-
od, the absorption ratio is determined
as follows:

Additional tion A ts incurred during the taxable year

Section ts incurred during the taxable year

sec cos

cos

263

471

(1) Additional section 263A costs in-
curred during the taxable year. Addi-
tional section 263A costs incurred dur-
ing the taxable year are defined as the
additional section 263A costs described
in § 1.263A–1(d)(3) that a taxpayer in-
curs during its current taxable year.

(2) Section 471 costs incurred during the
taxable year. Section 471 costs incurred
during the taxable year are defined as
the section 471 costs described in
§ 1.263A–1(d)(2) that a taxpayer incurs
during its current taxable year.

(B) Section 471 costs remaining on hand
at year end. Section 471 costs remaining
on hand at year end means the section
471 costs, as defined in § 1.263A–1(d)(2),
that a taxpayer incurs during its cur-
rent taxable year which remain in its
ending inventory or are otherwise on
hand at year end. For LIFO inventories
of a taxpayer, the section 471 costs re-
maining on hand at year end means the
increment, if any, for the current year

stated in terms of section 471 costs. See
paragraph (b)(3)(iii) of this section.

(iii) LIFO taxpayers electing the sim-
plified production method—(A) In gen-
eral. Under the simplified production
method, a taxpayer using a LIFO meth-
od must calculate a particular year’s
index (e.g., under § 1.472–8(e)) without
regard to its additional section 263A
costs. Similarly, a taxpayer that ad-
justs current-year costs by applicable
indexes to determine whether there has
been an inventory increment or decre-
ment in the current year for a par-
ticular LIFO pool must disregard the
additional section 263A costs in making
that determination.

(B) LIFO increment. If the taxpayer
determines there has been an inventory
increment, the taxpayer must state the
amount of the increment in current-
year dollars (stated in terms of section
471 costs). The taxpayer then multi-
plies this amount by the absorption
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ratio. The resulting product is the ad-
ditional section 263A costs that must
be added to the taxpayer’s increment
for the year stated in terms of section
471 costs.

(C) LIFO decrement. If the taxpayer
determines there has been an inventory
decrement, the taxpayer must state
the amount of the decrement in dollars
applicable to the particular year for
which the LIFO layer has been invaded.
The additional section 263A costs in-
curred in prior years that are applica-
ble to the decrement are charged to
cost of goods sold. The additional sec-
tion 263A costs that are applicable to
the decrement are determined by mul-
tiplying the additional section 263A
costs allocated to the layer of the pool
in which the decrement occurred by
the ratio of the decrement (excluding
additional section 263A costs) to the
section 471 costs in the layer of that
pool.

(iv) De minimis rule for producers with
total indirect costs of $200,000 or less—(A)
In general. If a producer using the sim-
plified production method incurs
$200,000 or less of total indirect costs in
a taxable year, the additional section
263A costs allocable to eligible prop-
erty remaining on hand at the close of
the taxable year are deemed to be zero.
Solely for purposes of this paragraph

(b)(3)(iv), taxpayers are permitted to
exclude any category of indirect costs
(listed in § 1.263A–1(e)(3)(iii)) that is not
required to be capitalized (e.g., selling
and distribution costs) in determining
total indirect costs.

(B) Related party and aggregation
rules. In determining whether the pro-
ducer incurs $200,000 or less of total in-
direct costs in a taxable year, the re-
lated party and aggregation rules of
§ 1.263A–3(b)(3) are applied by sub-
stituting total indirect costs for gross
receipts wherever gross receipts ap-
pears.

(v) Examples. The provisions of this
paragraph (b) are illustrated by the fol-
lowing examples.

Example 1—FIFO inventory method. (i) Tax-
payer J uses the FIFO method of accounting
for inventories. J’s beginning inventory for
1994 (all of which is sold during 1994) is
$2,500,000 (consisting of $2,000,000 of section
471 costs and $500,000 of additional section
263A costs). During 1994, J incurs $10,000,000
of section 471 costs and $1,000,000 of addi-
tional section 263A costs. J’s additional sec-
tion 263A costs include capitalizable mixed
service costs computed under the simplified
service cost method as well as other allo-
cable costs. J’s section 471 costs remaining
in ending inventory at the end of 1994 are
$3,000,000. J computes its absorption ratio for
1994, as follows:

Additional tion A ts incurred during

Section ts incurred during

sec cos

cos

$1, ,

$10, ,

263 1994

471 1994

000 000

000 000
10%= =

(ii) Under the simplified production meth-
od, J determines the additional section 263A
costs allocable to its ending inventory by

multiplying the absorption ratio by the sec-
tion 471 costs remaining in its ending inven-
tory:

Additional tion A tssec cos $3, , $300,263 10% 000 000 000= × =

(iii) J adds this $300,000 to the $3,000,000 of
section 471 costs remaining in its ending in-
ventory to calculate its total ending inven-
tory of $3,300,000. The balance of J’s addi-
tional section 263A costs incurred during
1994, $700,000, ($1,000,000 less $300,000) is taken
into account in 1994 as part of J’s cost of
goods sold.

Example 2—LIFO inventory method. (i) Tax-
payer K uses a dollar-value LIFO inventory

method. K’s beginning inventory for 1994 is
$2,500,000 (consisting of $2,000,000 of section
471 costs and $500,000 of additional section
263A costs). During 1994, K incurs $10,000,000
of section 471 costs and $1,000,000 of addi-
tional section 263A costs. K’s 1994 LIFO in-
crement is $1,000,000 ($3,000,000 of section 471
costs in ending inventory less $2,000,000 of
section 471 costs in beginning inventory).
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(ii) To determine the additional section
263A costs allocable to its ending inventory,
K multiplies the 10% absorption ratio
($1,000,000 of additional section 263A costs di-
vided by $10,000,000 of section 471 costs) by
the $1,000,000 LIFO increment. Thus, K’s ad-
ditional section 263A costs allocable to its
ending inventory are $100,000 ($1,000,000 mul-
tiplied by 10%). This $100,000 is added to the
$1,000,000 to determine a total 1994 LIFO in-
crement of $1,100,000. K’s ending inventory is
$3,600,000 (its beginning inventory of
$2,500,000 plus the $1,100,000 increment). The
balance of K’s additional section 263A costs
incurred during 1994, $900,000 ($1,000,000 less
$100,000), is taken into account in 1994 as part
of K’s cost of goods sold.

(iii) In 1995, K sells one-half of the inven-
tory in its 1994 LIFO increment. K must in-
clude in its cost of goods sold for 1995 the
amount of additional section 263A costs re-
lating to this inventory, $50,000 (one-half of
the tional section 263A costs capitalized in
1994 ending inventory, or $100,000).

Example 3—LIFO pools. (i) Taxpayer U be-
gins its business in 1994 and adopts the LIFO
inventory method. During 1994, L incurs
$10,000 of section 471 costs and $1,000 of addi-
tional section 263A costs. At the end of 1994,
L’s ending inventory includes $3,000 of sec-
tion 471 costs contained in three LIFO pools
(X, Y, and Z) as shown below. Under the sim-
plified production method, L computes its
absorption ratio and inventory for 1994 as
follows:

Additional section 263A costs incurred during 1994

Section 471 costs incurred during 1994

$1,000

$10,000
10%= =

Total X Y Z

1994:
Ending section 471 costs ...................................................................................................... $3,000 $1,600 $600 $800
Additional section 263A costs (10%) .................................................................................... 300 160 60 80

1994 ending inventory ....................................................................................................... $3,300 $1,760 $660 $880

(ii) During 1995, L incurs $2,000 of section
471 costs as shown below and $400 of addi-
tional section 263A costs. Moreover, L sells

goods from pools X, Y, and Z having a total
cost of $1,000. L computes its absorption
ratio and inventory for 1995:

Additional tion A ts incurred during

Section ts incurred during

sec cos

cos

$400

$2,

263 1995

471 1995 000
20%= =

Total X Y Z

1995:
Beginning section 471 costs ................................................................................................. $3,000 $1,600 $600 $800
1995 section 471 costs ......................................................................................................... 2,000 1,500 300 200
Section 471 cost of goods sold ............................................................................................. (1,000) (300) (300) (400)

1995 ending section 471 costs ............................................................................................. $4,000 $2,800 $600 $600

Consisting of:
1994 layer .............................................................................................................................. $2,800 $1,600 $600 $600
1995 layer .............................................................................................................................. 1,200 1,200 .......... ..........

$4,000 $2,800 $600 $600

Additional section 263A costs:
1994 (10%) ............................................................................................................................ $280 $160 $60 $60
1995 (20%) ............................................................................................................................ 240 240 .......... ..........

$520 $400 $60 $60

1995 ending inventory ....................................................................................................... $4,520 $3,200 $660 $660
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(iii) In 1995, L experiences a $200 decrement
in pool Z. Thus, L must charge the addi-
tional section 263A costs incurred in prior
years applicable to the decrement to 1995’s
cost of goods sold. To do so, L determines a
ratio by dividing the decrement by the sec-
tion 471 costs in the 1994 layer ($200 divided
by $800, or 25%). L then multiplies this ratio
(25%) by the additional section 263A costs in
the 1994 layer ($80) to determine the addi-
tional section 263A costs applicable to the
decrement ($20). Therefore, $20 is taken into
account by L in 1995 as part of its cost of
goods sold ($80 multiplied by 25%).

(4) Simplified production method with
historic absorption ratio election—(i) In
general. This paragraph (b)(4) generally
permits producers using the simplified
production method to elect a historic
absorption ratio in determining addi-
tional section 263A costs allocable to
eligible property remaining on hand at
the close of their taxable years. Except
as provided in paragraph (b)(4)(v) of
this section, a taxpayer may only
make a historic absorption ratio elec-
tion if it has used the simplified pro-

duction method for three or more con-
secutive taxable years immediately
prior to the year of election and has
capitalized additional section 263A
costs using an actual absorption ratio
(as defined under
paragraph (b)(3)(ii) of this section) for
its three most recent consecutive tax-
able years. This method is not avail-
able to a taxpayer that is deemed to
have zero additional section 263A costs
under paragraph (b)(3)(iv) of this sec-
tion. The historic absorption ratio is
used in lieu of an actual absorption
ratio computed under paragraph
(b)(3)(ii) of this section and is based on
costs capitalized by a taxpayer during
its test period. If elected, the historic
absorption ratio must be used for each
taxable year within the qualifying pe-
riod described in paragraph (b)(4)(ii)(C)
of this section.

(ii) Operating rules and definitions—
(A) Historic absorption ratio. (1) The his-
toric absorption ratio is equal to the
following ratio:

Additional tion A ts incurred during the test period

Section ts incurred during the test period

sec cos

cos

263

471

(2) Additional section 263A costs in-
curred during the test period are de-
fined as the additional section 263A
costs described in § 1.263A–1(d)(3) that
the taxpayer incurs during the test pe-
riod described in paragraph (b)(4)(ii)(B)
of this section.

(3) Section 471 costs incurred during
the test period mean the section 471
costs described in § 1.263A–1(d)(2) that
the taxpayer incurs during the test pe-
riod described in paragraph (b)(4)(ii)(B)
of this section.

(B) Test period—(1) In general. The
test period is generally the three tax-
able-year period immediately prior to
the taxable year that the historic ab-
sorption ratio is elected.

(2) Updated test period. The test period
begins again with the beginning of the
first taxable year after the close of a
qualifying period. This new test period,
the updated test period, is the three
taxable-year period beginning with the
first taxable year after the close of the

qualifying period as defined in para-
graph (b)(4)(ii)(C) of this section.

(C) Qualifying period—(1) In general. A
qualifying period includes each of the
first five taxable years beginning with
the first taxable year after a test pe-
riod (or an updated test period).

(2) Extension of qualifying period. In
the first taxable year following the
close of each qualifying period, (e.g.,
the sixth taxable year following the
test period), the taxpayer must com-
pute the actual absorption ratio under
the simplified production method. If
the actual absorption ratio computed
for this taxable year (the recomputa-
tion year) is within one-half of one per-
centage point (plus or minus) of the
historic absorption ratio used in deter-
mining capitalizable costs for the
qualifying period (i.e., the previous five
taxable years), the qualifying period is
extended to include the recomputation
year and the following five taxable
years, and the taxpayer must continue
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to use the historic absorption ratio
throughout the extended qualifying pe-
riod. If, however, the actual absorption
ratio computed for the recomputation
year is not within one-half of one per-
centage point (plus or minus) of the
historic absorption ratio, the taxpayer
must use actual absorption ratios be-
ginning with the recomputation year
under the simplified production meth-
od and throughout the updated test pe-
riod. The taxpayer must resume using
the historic absorption ratio (deter-
mined with reference to the updated
test period) in the third taxable year
following the recomputation year.

(iii) Method of accounting—(A) Adop-
tion and use. The election to use the
historic absorption ratio is a method of
accounting. A taxpayer using the sim-
plified production method may elect
the historic absorption ratio in any
taxable year if permitted under this
paragraph (b)(4), provided the taxpayer
has not obtained the Commissioner’s
consent to revoke the historic absorp-
tion ratio election within its prior six
taxable years. The election is to be ef-
fected on a cut-off basis, and thus, no
adjustment under section 481(a) is re-
quired or permitted. The use of a his-
toric absorption ratio has no effect on
other methods of accounting adopted
by the taxpayer and used in conjunc-
tion with the simplified production
method in determining its section 263A
costs. Accordingly, in computing its
actual absorption ratios, the taxpayer
must use the same methods of account-
ing used in computing its historic ab-
sorption ratio during its most recent
test period unless the taxpayer obtains
the consent of the Commissioner. Fi-
nally, for purposes of this paragraph
(b)(4)(iii), the recomputation of the his-
toric absorption ratio during an up-
dated test period and the change from
a historic absorption ratio to an actual
absorption ratio by reason of the re-
quirements of this paragraph (b)(4) are
not considered changes in methods of
accounting under section 446(e) and,
thus, do not require the consent of the
Commissioner or any adjustments
under section 481(a).

(B) Revocation of election. A taxpayer
may only revoke its election to use the
historic absorption ratio with the con-
sent of the Commissioner in a manner

prescribed under section 446(e) and the
regulations thereunder. Consent to the
change for any taxable year that is in-
cluded in the qualifying period (or an
extended qualifying period) will be
granted only upon a showing of un-
usual circumstances.

(iv) Reporting and recordkeeping re-
quirements—(A) Reporting. A taxpayer
making an election under this para-
graph (b)(4) must attach a statement to
its federal income tax return for the
taxable year in which the election is
made showing the actual absorption ra-
tios determined under the simplified
production method during its first test
period. This statement must disclose
the historic absorption ratio to be used
by the taxpayer during its qualifying
period. A similar statement must be
attached to the federal income tax re-
turn for the first taxable year within
any subsequent qualifying period (i.e.,
after an updated test period).

(B) Recordkeeping. A taxpayer must
maintain all appropriate records and
details supporting the historic absorp-
tion ratio until the expiration of the
statute of limitations for the last year
for which the taxpayer applied the par-
ticular historic absorption ratio in de-
termining additional section 263A costs
capitalized to eligible property.

(v) Transition rules. Taxpayers will be
permitted to elect a historic absorption
ratio in their first, second, or third
taxable year beginning after December
31, 1993, under such terms and condi-
tions as may be prescribed by the Com-
missioner. Taxpayers are eligible to
make an election under these transi-
tion rules whether or not they pre-
viously used the simplified production
method. A taxpayer making such an
election must recompute (or compute)
its additional section 263A costs, and
thus, its historic absorption ratio for
its first test period as if the rules pre-
scribed in this section and §§ 1.263A–1
and 1.263A–3 had applied throughout
the test period.

(vi) Example. The provisions of this
paragraph (b)(4) are illustrated by the
following example:

Example. (i) Taxpayer M uses the FIFO
method of accounting for inventories and for
1994 elects to use the historic absorption
ratio with the simplified production method.
After recomputing its additional section
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263A costs in accordance with the transition
rules of paragraph (b)(4)(v) of this section, M
identifies the following costs incurred during
the test period:

1991:
Add’l section 263A costs—$100
Section 471 costs—$3,000

1992:
Add’l section 263A costs—$200
Section 471 costs—$4,000

1993:
Add’l section 263A costs—$300
Section 471 costs—$5,000

(ii) Therefore, M computes a 5% historic
absorption ratio determined as follows:

Historic absorption ratio =
+ +

+ +
= =

$100

$3, , ,

$600

$12,

200 300

000 4 000 5 000 000
5%

(iii) In 1994, M incurs $10,000 of section 471
costs of which $3,000 remain in inventory at
the end of the year. Under the simplified pro-
duction method using a historic absorption
ratio, M determines the additional section

263A costs allocable to its ending inventory
by multiplying its historic absorption ratio
(5%) by the section 471 costs remaining in its
ending inventory as follows:

Additional tion A tssec cos $3, $150263 5% 000= × =

(iv) To determine its ending inventory
under section 263A, M adds the additional
section 263A costs allocable to ending inven-
tory to its section 471 costs remaining in
ending inventory ($3,150=$150+$3,000). The
balance of M’s additional section 263A costs
incurred during 1994 is taken into account in
1994 as part of M’s cost of goods sold.

(v) M’s qualifying period ends with the
close of its 1998 taxable year. Therefore, 1999
is a recomputation year in which M must
compute its actual absorption ratio. M deter-
mines its actual absorption ratio for 1999 to
be 5.25% and compares that ratio to its his-
toric absorption ratio (5.0%). Therefore, M
must continue to use its historic absorption
ratio of 5.0% throughout an extended quali-
fying period, 1999 through 2004 (the recompu-
tation year and the following five taxable
years).

(vi) If, instead, M’s actual absorption ratio
for 1999 were not between 4.5% and 5.5%, M’s
qualifying period would end and M would be
required to compute a new historic absorp-
tion ratio with reference to an updated test
period of 1999, 2000, and 2001. Once M’s his-
toric absorption ratio is determined for the
updated test period, it would be used for a
new qualifying period beginning in 2002.

(c) Additional simplified methods for
producers. The Commissioner may pre-
scribe additional elective simplified
methods by revenue ruling or revenue
procedure.

(d) Cross reference. See § 1.6001–1(a) re-
garding the duty of taxpayers to keep

such records as are sufficient to estab-
lish the amount of gross income, de-
ductions, etc.

[T.D. 8482, 58 FR 42219, Aug. 9, 1993, as amend-
ed by 59 FR 3318, 3319, Jan. 21, 1994; T.D. 8584,
59 FR 67197, Dec. 29, 1994]

§ 1.263A–3 Rules relating to property
acquired for resale.

(a) Capitalization rules for property ac-
quired for resale—(1) In general. Section
263A applies to real property and per-
sonal property described in section
1221(1) acquired for resale by a retailer,
wholesaler, or other taxpayer (re-
seller). However, section 263A does not
apply to personal property described in
section 1221(1) acquired for resale by a
reseller whose average annual gross re-
ceipts for the three previous taxable
years do not exceed $10,000,000 (small
reseller). For this purpose, personal
property includes both tangible and in-
tangible property. Property acquired
for resale includes stock in trade of the
taxpayer or other property which is in-
cludible in the taxpayer’s inventory if
on hand at the close of the taxable
year, and property held by the tax-
payer primarily for sale to customers
in the ordinary course of the tax-
payer’s trade or business. See, however,
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§1.263A–1(b)(11) for an exception for cer-
tain de minimis property provided to
customers incident to the provision of
services.

(2) Resellers with production activities—
(i) In general. Generally, a taxpayer
must capitalize all direct costs and cer-
tain indirect costs associated with real
property and tangible personal prop-
erty it produces. See § 1.263A–2(a).
Thus, except as provided in paragraphs
(a)(2)(ii) and (3) of this section, a re-
seller, including a small reseller, that
also produces property must capitalize
the additional section 263A costs asso-
ciated with any property it produces.

(ii) Exception for small resellers. Under
this paragraph (a)(2)(ii), a small re-
seller is not required to capitalize addi-
tional section 263A costs associated
with any personal property that is pro-
duced incident to its resale activities,
provided the production activities are
de minimis (within the meaning of
paragraph (a)(2)(iii) of this section).

(iii) De minimis production activities—
(A) In general. (1) In determining
whether a taxpayer’s production activi-
ties are de minimis, all facts and cir-
cumstances must be considered. For
example, the taxpayer must consider
the volume of the production activities
in its trade or business. Production ac-
tivities are presumed de minimis if—

(i) The gross receipts from the sale of
the property produced by the reseller
are less than 10 percent of the total
gross receipts of the trade or business;
and

(ii) The labor costs allocable to the
trade or business’ production activities
are less than 10 percent of the reseller’s
total labor costs allocable to its trade
or business.

(2) For purposes of this de minimis
presumption, gross receipts has the
same definition as provided in para-
graph (b) of this section except that
gross receipts are measured at the
trade-or-business level rather than at
the single-employer level.

(B) Example. The application of this
paragraph (a)(2) may be illustrated by
the following example:

Example—Small reseller with de minimis pro-
duction activities. Taxpayer N is a small re-
seller in the retail grocery business whose
average annual gross receipts for the three
previous taxable years are less than

$10,000,000. N’s grocery stores typically con-
tain bakeries where customers may purchase
baked goods produced by N. N’s gross re-
ceipts from its bakeries are 5% of the entire
grocery business. N’s labor costs from its
bakeries are 3% of its total labor costs allo-
cable to the entire grocery business. Because
both ratios are less than 10%, N’s production
activities are de minimis. Further, because
N’s production activities are incident to its
resale activities, N is not required to cap-
italize any additional section 263A costs as-
sociated with its produced property.

(3) Resellers with property produced
under contract. Generally, property pro-
duced for a taxpayer under a contract
(within the meaning of § 1.263A–
2(a)(1)(ii)(B)(2)) is treated as property
produced by the taxpayer. See § 1.263A–
2(a)(1)(ii)(B). However, a small reseller
is not required to capitalize additional
section 263A costs to personal property
produced for it under contract with an
unrelated person if the contract is en-
tered into incident to the resale activi-
ties of the small reseller and the prop-
erty is sold to its customers. For pur-
poses of this paragraph, persons are re-
lated if they are described in section
267(b) or 707(b).

(4) Use of the simplified resale method—
(i) In general. Except as provided in
paragraphs (a)(4)(ii) and (iii) of this
section, a taxpayer may elect the sim-
plified production method (as described
in § 1.263A–2(b)) but may not elect the
simplified resale method (as described
in paragraph (d) of this section) if the
taxpayer is engaged in both production
and resale activities with respect to
the items of eligible property listed in
§ 1.263A–2(b)(2).

(ii) Resellers with de minimis produc-
tion activities. A reseller otherwise per-
mitted to use the simplified resale
method in paragraph (d) of this section
may use the simplified resale method if
its production activities with respect
to the items of eligible property listed
in § 1.263A–2(b)(2) are de minimis (with-
in the meaning of paragraph (a)(2)(iii)
of this section) and incident to its re-
sale of personal property described in
section 1221(1).

(iii) Resellers with property produced
under a contract. A reseller otherwise
permitted to use the simplified resale
method in paragraph (d) of this section
may use the simplified resale method
even though it has personal property
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produced for it (e.g., private label
goods) under a contract with an unre-
lated person if the contract is entered
into incident to its resale activities
and the property is sold to its cus-
tomers. For purposes of this paragraph
(a)(4)(iii), persons are related if they
are described in section 267(b) or 707(b).

(iv) Application of simplified resale
method. A taxpayer that uses the sim-
plified resale method and has de mini-
mis production activities incident to
its resale activities or property pro-
duced under contract must capitalize
all costs allocable to eligible property
produced using the simplified resale
method.

(b) Gross receipts exception for small re-
sellers—(1) In general. Section 263A
does not apply to any personal prop-
erty acquired for resale during any tax-
able year if the taxpayer’s (or its pred-
ecessors’) average annual gross receipts
for the three previous taxable years
(test period) do not exceed $10,000,000.
However, taxpayers that acquire real
property for resale are subject to sec-
tion 263A with respect to real property
regardless of their gross receipts. See
section 263A(b)(2)(B).

(i) Test period for new taxpayers. For
purposes of applying this exception, if
a taxpayer has been in existence for
less than three taxable years, the tax-
payer determines its average annual
gross receipts for the number of tax-
able years (including short taxable
years) that the taxpayer (or its prede-
cessor) has been in existence.

(ii) Treatment of short taxable year. In
the case of a short taxable year, the
taxpayer’s gross receipts are
annualized by—

(A) Multiplying the gross receipts of
the short taxable year by 12; and

(B) Dividing the product determined
in paragraph (b)(1)(ii)(A) of this section
by the number of months in the short
taxable year.

(2) Definition of gross receipts—(i) In
general. Gross receipts are the total
amount, as determined under the tax-
payer’s method of accounting, derived
from all of the taxpayer’s trades or
businesses (e.g., revenues derived from
the sale of inventory before reduction
for cost of goods sold).

(ii) Amounts excluded. For purposes of
this paragraph (b), gross receipts do
not include amounts representing—

(A) Returns or allowances;
(B) Interest, dividends, rents, royal-

ties, or annuities, not derived in the or-
dinary course of a trade or business;

(C) Receipts from the sale or ex-
change of capital assets, as defined in
section 1221;

(D) Repayments of loans or similar
instruments (e.g., a repayment of the
principal amount of a loan held by a
commercial lender);

(E) Receipts from a sale or exchange
not in the ordinary course of business,
such as the sale of an entire trade or
business or the sale of property used in
a trade or business as defined under
section 1221(2); and

(F) Receipts from any activity other
than a trade or business or an activity
engaged in for profit.

(3) Aggregation of gross receipts—(i) In
general. In determining gross receipts,
all persons treated as a single employer
under section 52(a) or (b), section
414(m), or any regulation prescribed
under section 414 (or persons that
would be treated as a single employer
under any of these provisions if they
had employees) shall be treated as one
taxpayer. The gross receipts of a single
employer (or the group) are determined
by aggregating the gross receipts of all
persons (or the members) of the group,
excluding any gross receipts attrib-
utable to transactions occurring be-
tween group members.

(ii) Single employer defined. A con-
trolled group, which is treated as a sin-
gle employer under section 52(a), in-
cludes members of a controlled group
within the meaning of section 1563(a),
regardless of whether such members
would be treated as component mem-
bers of such group under section
1563(b). (See § 1.52–1(c).) Thus, for exam-
ple, the gross receipts of a franchised
corporation that is treated as an ex-
cluded member for purposes of section
1563(b) are included in the single em-
ployer’s gross receipts under this ag-
gregation rule, if such corporation and
the taxpayer were members of the
same controlled group under section
1563(a).

(iii) Gross receipts of a single employer.
The gross receipts of a single employer
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for the test period include the gross re-
ceipts of all group members (or their
predecessors) that are members of the
group as of the first day of the taxable
year in issue, regardless of whether
such persons were members of the
group for any of the three preceding
taxable years. The gross receipts of the
single employer for the test period do
not, however, include the gross receipts
of any member that was a group mem-
ber (including any predecessor) for any
or all of the three preceding taxable
years, and is no longer a group member
as of the first day of the taxable year
in issue. Any group member that has a
taxable year of less than 12 months
must annualize its gross receipts in ac-
cordance with paragraph (b)(1)(ii) of
this section.

(iv) Examples. The provisions of this
paragraph (b)(3) are illustrated by the
following examples:

Example 1. Subsidiary acquired during the
taxable year. A parent corporation, (P), has
owned 100% of the stock of another corpora-
tion, (S1), continually since 1989. P and S1
are calendar year taxpayers. S1 acquires
property for resale. On January 1, 1994, P ac-
quires 100% of the stock of another calendar
year corporation (S2). In determining wheth-
er S1’s resale activities are subject to the
provisions of section 263A for 1994, the gross
receipts of P, S1, and S2 for 1991, 1992, and
1993 are aggregated, excluding the gross re-
ceipts, if any, attributable to transactions
occurring between the three corporations.

Example 2. Subsidiary sold during the taxable
year. Since 1989, a parent corporation, (P),
has continually owned 100% of the stock of
two other corporations, (S1) and (S2). The
three corporations are calendar year tax-
payers. S1 acquires property for resale. On
December 31, 1993, P sells all of its stock in
S2. In determining whether S1’s resale ac-
tivities are subject to the provisions of sec-
tion 263A for 1994, only the gross receipts of
P and S1 for 1991, 1992, and 1993 must be ag-
gregated, excluding the gross receipts, if
any, attributable to transactions occurring
between the two corporations.

(c) Purchasing, handling, and storage
costs—(1) In general. Generally, § 1.263A–
1(e) describes the types of costs that
must be capitalized by taxpayers. Re-
sellers must capitalize the acquisition
cost of property acquired for resale, as
well as indirect costs described in
§ 1.263A–1(e)(3), which are properly allo-
cable to property acquired for resale.
The indirect costs most often incurred

by resellers are purchasing, handling,
and storage costs. This paragraph (c)
provides additional guidance regarding
each of these categories of costs. As
provided in § 1.263A–1(e), this paragraph
(c) also applies to producers incurring
purchasing, handling, and storage
costs.

(2) Costs attributable to purchasing,
handling, and storage. The costs attrib-
utable to purchasing, handling, and
storage activities generally consist of
direct and indirect labor costs (includ-
ing the costs of pension plans and other
fringe benefits); occupancy expenses in-
cluding rent, depreciation, insurance,
security, taxes, utilities and mainte-
nance; materials and supplies; rent,
maintenance, depreciation, and insur-
ance of vehicles and equipment; tools;
telephone; travel; and the general and
administrative costs that directly ben-
efit or are incurred by reason of the
taxpayer’s activities.

(3) Purchasing costs—(i) In general.
Purchasing costs are costs associated
with operating a purchasing depart-
ment or office within a trade or busi-
ness, including personnel costs (e.g., of
buyers, assistant buyers, and clerical
workers), relating to—

(A) The selection of merchandise;
(B) The maintenance of stock assort-

ment and volume;
(C) The placement of purchase orders;
(D) The establishment and mainte-

nance of vendor contacts; and
(E) The comparison and testing of

merchandise.
(ii) Determination of whether personnel

are engaged in purchasing activities. The
determination of whether a person is
engaged in purchasing activities is
based upon the activities performed by
that person and not upon the person’s
title or job classification. Thus, for ex-
ample, although an employee’s job
function may be described in such a
way as to indicate activities outside
the area of purchasing (e.g., a mar-
keting representative), such activities
must be analyzed on the basis of the
activities performed by that employee.
If a person performs both purchasing
and non-purchasing activities, the tax-
payer must reasonably allocate the
person’s labor costs between these ac-
tivities. For example, a reasonable al-
location is one based on the amount of
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time the person spends on each activ-
ity.

(A) 1⁄3–2⁄3 rule for allocating labor costs.
A taxpayer may elect the 1⁄3–2⁄3 rule for
allocating labor costs of persons per-
forming both purchasing and non-pur-
chasing activities. If elected, the tax-
payer must allocate the labor costs of
all such persons using the 1⁄3–2⁄3 rule.
Under this rule—

(1) If less than one-third of a person’s
activities are related to purchasing,
none of that person’s labor costs are al-
located to purchasing;

(2) If more than two-thirds of a per-
son’s activities are related to pur-
chasing, all of that person’s labor costs
are allocated to purchasing; and

(3) In all other cases, the taxpayer
must reasonably allocate labor costs
between purchasing and non-pur-
chasing activities.

(B) Example. The application of para-
graph (c)(3)(ii)(A) of this section may
be illustrated by the following exam-
ple:

Example. Taxpayer O is a reseller that em-
ploys three persons, A, B, and C, who per-
form both purchasing and non- purchasing
activities. These persons spend the following
time performing purchasing activities: A–25
%; B–70 %; and C–50 %. Under the 1⁄3–2⁄3 rule,
Taxpayer O treats none of A’s labor costs as
purchasing costs, all of B’s labor costs as
purchasing costs, and Taxpayer O allocates
50 % of C’s labor costs as purchasing costs.

(4) Handling costs—(i) In general. Han-
dling costs include costs attributable
to processing, assembling, repack-
aging, transporting, and other similar
activities with respect to property ac-
quired for resale, provided the activi-
ties do not come within the meaning of
the term produce as defined in § 1.263A–
2(a)(1). Handling costs are generally re-
quired to be capitalized under section
263A. Under this paragraph (c)(4)(i),
however, handling costs incurred at a
retail sales facility (as defined in para-
graph (c)(5)(ii)(B) of this section) with
respect to property sold to retail cus-
tomers at the facility are not required
to be capitalized. Thus, for example,
handling costs incurred at a retail
sales facility to unload, unpack, mark,
and tag goods sold to retail customers
at the facility are not required to be
capitalized. In addition, handling costs
incurred at a dual-function storage fa-

cility (as defined in paragraph
(c)(5)(ii)(G) of this section) with respect
to property sold to customers from the
facility are not required to be capital-
ized to the extent that the costs are in-
curred with respect to property sold in
on-site sales. Handling costs attrib-
utable to property sold to customers
from a dual-function storage facility in
on-site sales are determined by apply-
ing the ratio in paragraph (c)(5)(iii)(B)
of this section.

(ii) Processing costs. Processing costs
are the costs a reseller incurs in mak-
ing minor changes or alterations to the
nature or form of a product acquired
for resale. Minor changes to a product
include, for example, monogramming a
sweater, altering a pair of pants, and
other similar activities.

(iii) Assembling costs. Generally, as-
sembling costs are costs associated
with incidental activities that are nec-
essary in readying property for resale
(e.g., attaching wheels and handlebars
to a bicycle acquired for resale).

(iv) Repackaging costs. Repackaging
costs are the costs a taxpayer incurs to
package property for sale to its cus-
tomers.

(v) Transportation costs. Generally,
transportation costs are the costs a
taxpayer incurs moving or shipping
property acquired for resale. These
costs include the cost of dispatching
trucks; loading and unloading ship-
ments; and sorting, tagging, and mark-
ing property. Transportation costs may
consist of depreciation on trucks and
equipment and the costs of fuel, insur-
ance, labor, and similar costs. Gen-
erally, transportation costs required to
be capitalized include costs incurred in
transporting property—

(A) From the vendor to the taxpayer;
(B) From one of the taxpayer’s stor-

age facilities to another of its storage
facilities;

(C) From the taxpayer’s storage facil-
ity to its retail sales facility;

(D) From the taxpayer’s retail sales
facility to its storage facility; and

(E) From one of the taxpayer’s retail
sales facilities to another of its retail
sales facilities.

(vi) Costs not required to be capitalized
as handling costs—(A) Distribution
costs—(1) In general. Distribution costs
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are not required to be capitalized. Dis-
tribution costs are any transportation
costs incurred outside a storage facil-
ity in delivering goods to a customer.
For this purpose, any costs incurred on
a loading dock are treated as incurred
outside a storage facility.

(2) Costs incurred in transporting goods
to a related person. Distribution costs
do not include costs incurred by a tax-
payer in delivering goods to a related
person. Thus, for example, when a tax-
payer sells goods to a related person,
the costs of transporting the goods are
included in determining the basis of
the goods that are sold, and hence in
determining the resulting gain or loss
from the sale, for all purposes of the
Internal Revenue Code and the regula-
tions thereunder. See, e.g., sections 267,
707, and 1502. For purposes of this pro-
vision, persons are related if they are
described in section 267(b) or section
707(b).

(B) Delivery of custom-ordered items.
Generally, costs incurred in trans-
porting goods from a taxpayer’s stor-
age facility to its retail sales facility
must be capitalized. However, costs in-
curred outside a storage facility in de-
livering custom-ordered items to a re-
tail sales facility are not required to be
capitalized. For this purpose, any costs
incurred on a loading dock are treated
as incurred outside a storage facility.
Delivery of custom-ordered items oc-
curs when a taxpayer can demonstrate
that a delivery to the taxpayer’s retail
sales facility is made to fill an identifi-
able order of a particular customer
(placed by the customer before the de-
livery of the goods occurs) for the par-
ticular goods in question. Factors that
may demonstrate the existence of a
specific, identifiable delivery include
the following—

(1) The customer has paid for the
item in advance of the delivery;

(2) The customer has submitted a
written order for the item;

(3) The item is not normally avail-
able at the retail sales facility for on-
site customer purchases; and

(4) The item will be returned to the
storage facility (and not held for sale
at the retail sales facility) if the cus-
tomer cancels an order.

(C) Pick and pack costs—(1) In general.
Generally, handling costs incurred in-

side a storage or warehousing facility
must be capitalized. However, costs at-
tributable to pick and pack activities
inside a storage or warehousing facility
are not required to be capitalized. Pick
and pack activities are activities un-
dertaken in preparation for imminent
shipment to a particular customer
after the customer has ordered the spe-
cific goods in question. Examples of
pick and pack activities include:

(i) Moving specific goods from a stor-
age location in preparation for ship-
ment to the customer;

(ii) Packing or repacking those goods
for shipment to the customer; and

(iii) Staging those goods for shipment
to the customer.

(2) Activities that are not pick and pack
activities. Pick and pack activities do
not include:

(i) Unloading goods that are received
for storage;

(ii) Checking the quantity and qual-
ity of goods received;

(iii) Comparing the quantity of goods
received to the amounts ordered and
preparing the receiving documents;

(iv) Moving the goods to their storage
location, e.g., bins, racks, containers,
etc.; and

(v) Storing the goods.
(3) Costs not attributable to pick and

pack activities. Occupancy costs, such as
rent, depreciation, insurance, security,
taxes, utilities, and maintenance costs
properly allocable to the storage or
warehousing facility, are not costs at-
tributable to pick and pack activities.

(5) Storage costs—(i) In general. Gen-
erally, storage costs are capitalized
under section 263A to the extent they
are attributable to the operation of an
off-site storage or warehousing facility
(an off-site storage facility). However,
storage costs attributable to the oper-
ation of an on-site storage facility (as
defined in paragraph (c)(5)(ii)(A) of this
section) are not required to be capital-
ized under section 263A. Storage costs
attributable to a dual-function storage
facility (as defined in paragraph
(c)(5)(ii)(G) of this section) must be
capitalized to the extent that the fa-
cility’s costs are allocable to off-site
storage.
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(ii) Definitions—(A) On-site storage fa-
cility. An on-site storage facility is de-
fined as a storage or warehousing facil-
ity that is physically attached to, and
an integral part of, a retail sales facil-
ity.

(B) Retail sales facility. (1) A retail
sales facility is defined as a facility
where a taxpayer sells merchandise ex-
clusively to retail customers in on-site
sales. For this purpose, a retail sales
facility includes those portions of any
specific retail site—

(i) Which are customarily associated
with and are an integral part of the op-
erations of that retail site;

(ii) Which are generally open each
business day exclusively to retail cus-
tomers;

(iii) On or in which retail customers
normally and routinely shop to select
specific items of merchandise; and

(iv) Which are adjacent to or in im-
mediate proximity to other portions of
the specific retail site.

(2) Thus, for example, two lots of an
automobile dealership physically sepa-
rated by an alley or an access road
would generally be considered one re-
tail sales facility, provided customers
routinely shop on both of the lots to
select the specific automobiles that
they wish to acquire.

(C) An integral part of a retail sales fa-
cility. A storage facility is considered
an integral part of a retail sales facil-
ity when the storage facility is an es-
sential and indispensable part of the
retail sales facility. For example, if the
storage facility is used exclusively for
filling orders or completing sales at
the retail sales facility, the storage fa-
cility is an integral part of the retail
sales facility.

(D) On-site sales. On-site sales are de-
fined as sales made to retail customers
physically present at a facility. For ex-
ample, mail order and catalog sales are
made to customers not physically
present at the facility, and thus, are
not on-site sales.

(E) Retail customer—(1) In general. A
retail customer is defined as the final
purchaser of the merchandise. A retail
customer does not include a person
who resells the merchandise to others,
such as a contractor or manufacturer
that incorporates the merchandise into
another product for sale to customers.

(2) Certain non-retail customers treated
as retail customers. For purposes of this
section, a non-retail customer is treat-
ed as a retail customer with respect to
a particular facility if the following re-
quirements are satisfied—

(i) The non-retail customer purchases
goods under the same terms and condi-
tions as are available to retail cus-
tomers (e.g., no special discounts);

(ii) The non-retail customer pur-
chases goods in the same manner as a
retail customer (e.g., the non-retail
customer may not place orders in ad-
vance and must come to the facility to
examine and select goods);

(iii) Retail customers shop at the fa-
cility on a routine basis (i.e., on most
business days), and no special days or
hours are reserved for non-retail cus-
tomers; and

(iv) More than 50 percent of the gross
sales of the facility are made to retail
customers.

(F) Off-site storage facility. An off-site
storage facility is defined as a storage
facility that is not an on-site storage
facility.

(G) Dual-function storage facility. A
dual-function storage facility is de-
fined as a storage facility that serves
as both an off-site storage facility and
an on-site storage facility. For exam-
ple, a dual-function storage facility
would include a regional warehouse
that serves the taxpayer’s separate re-
tail sales outlets and also contains a
sales outlet therein. A dual-function
storage facility also includes any facil-
ity where sales are made to retail cus-
tomers in on-site sales and to—

(1) Retail customers in sales that are
not on-site sales; or

(2) Other customers.
(iii) Treatment of storage costs incurred

at a dual-function storage facility—(A) In
general. Storage costs associated with a
dual-function storage facility must be
allocated between the off-site storage
function and the on-site storage func-
tion. To the extent that the dual-func-
tion storage facility’s storage costs are
allocable to the off-site storage func-
tion, they must be capitalized. To the
extent that the dual-function storage
facility’s storage costs are allocable to
the on-site storage function, they are
not required to be capitalized.
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(B) Dual-function storage facility allo-
cation ratio—(1) In general. Storage
costs associated with a dual-function
storage facility must be allocated be-
tween the off-site storage function and
the on-site storage function using the
ratio of—

(i) Gross on-site sales of the facility
(i.e., gross sales of the facility made to
retail customers visiting the premises
in person and purchasing merchandise
stored therein); to

(ii) Total gross sales of the facility.
For this purpose, the total gross sales
of the facility include the value of
items shipped to other facilities of the
taxpayer.

(2) Illustration of ratio allocation. For
example, if a dual-function storage fa-
cility’s on-site sales are 40 percent of
the total gross sales of the facility,
then 40 percent of the facility’s storage
costs are allocable to the on-site stor-
age function and are not required to be
capitalized under section 263A.

(3) Appropriate adjustments for other
uses of a dual-function storage facility.
Prior to computing the allocation ratio
in paragraph (c)(5)(iii)(B) of this sec-
tion, a taxpayer must apply the prin-
ciples of paragraph (c)(5)(iv) of this sec-
tion in determining the portion of the
facility that is a dual-function storage
facility (and the costs attributable to
such portion).

(C) De minimis 90–10 rule for dual-func-
tion storage facilities. If 90 percent or
more of the costs of a facility are at-
tributable to the on-site storage func-
tion, the entire storage facility is
deemed to be an on-site storage facil-
ity. In contrast, if 10 percent or less of
the costs of a storage facility are at-
tributable to the on-site storage func-
tion, the entire storage facility is
deemed to be an off-site storage facil-
ity.

(iv) Costs not attributable to an off-site
storage facility. To the extent that costs
incurred at an off-site storage facility
are not properly allocable to the tax-
payer’s storage function, the costs are
not accounted for as off-site storage
costs. For example, if a taxpayer has
an office attached to its off-site stor-
age facility where work unrelated to
the storage function is performed, such
as a sales office, costs associated with
this office are not off-site storage

costs. However, if a taxpayer uses a
portion of an off-site storage facility in
a manner related to the storage func-
tion, for example, to store equipment
or supplies that are not offered for sale
to customers, costs associated with
this portion of the facility are off-site
storage costs.

(v) Examples. The provisions of this
paragraph (c)(5) are illustrated by the
following examples:

Example 1. Catalog or mail order center.
Taxpayer P operates a mail order catalog
business. As part of its business, P stores
merchandise for shipment to customers who
purchase the merchandise through orders
placed by telephone or mail. P’s storage fa-
cility is not an on-site storage facility be-
cause no on-site sales are made at the facil-
ity.

Example 2. Pooled-stock facility. Taxpayer Q
maintains a pooled-stock facility, which
functions as a back-up regional storage facil-
ity for Q’s retail sales outlets in the nearby
area. Q’s pooled stock facility is an off-site
storage facility because it is neither phys-
ically attached to nor an integral part of a
retail sales facility.

Example 3. Wholesale warehouse. Taxpayer R
operates a wholesale warehouse where whole-
sale sales are made to customers physically
present at the facility. R’s customers resell
the goods they purchase from R to final re-
tail customers. Because no retail sales are
conducted at the facility, all storage costs
attributable to R’s wholesale warehouse
must be capitalized.

(d) Simplified resale method—(1) Intro-
duction. This paragraph (d) provides a
simplified method for determining the
additional section 263A costs properly
allocable to property acquired for re-
sale and other eligible property on
hand at the end of the taxable year.

(2) Eligible property. Generally, the
simplified resale method is only avail-
able to a trade or business exclusively
engaged in resale activities. However,
certain resellers with property pro-
duced as a result of de minimis produc-
tion activities or property produced
under contract may elect the sim-
plified resale method, as described in
paragraph (a)(4) of this section. Eligi-
ble property for purposes of the sim-
plified resale method, therefore, in-
cludes any real or personal property
described in section 1221(1) that is ac-
quired for resale and any eligible prop-
erty (within the meaning of § 1.263A–
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2(b)(2)) that is described in paragraph
(a)(4) of this section.

(3) Simplified resale method without his-
toric absorption ratio election—(i) General
allocation formula—(A) In general. Under

the simplified resale method, the addi-
tional section 263A costs allocable to
eligible property remaining on hand at
the close of the taxable year are com-
puted as follows:

Combined absorption ratio tion ts remaining on hand at year end× sec cos471

(B) Effect of allocation. The resulting
product under the general allocation
formula is the additional section 263A
costs that are added to the taxpayer’s
ending section 471 costs to determine
the section 263A costs that are capital-
ized.

(C) Definitions—(1) Combined absorp-
tion ratio. The combined absorption
ratio is defined as the sum of the stor-
age and handling costs absorption ratio
as defined in paragraph (d)(3)(i)(D) of
this section and the purchasing costs
absorption ratio as defined in para-
graph (d)(3)(i)(E) of this section.

(2) Section 471 costs remaining on hand
at year end. Section 471 costs remaining
on hand at year end mean the section
471 costs, as defined in § 1.263A–1(d)(2),
that the taxpayer incurs during its cur-
rent taxable year, which remain in its
ending inventory or are otherwise on

hand at year end. For LIFO inventories
of a taxpayer, the section 471 costs re-
maining on hand at year end means the
increment, if any, for the current year
stated in terms of section 471 costs. See
paragraph (d)(3)(ii) of this section for
special rules applicable to LIFO tax-
payers. Except as otherwise provided in
this section or in § 1.263A–1 or 1.263A–2,
additional section 263A costs that are
allocated to inventories on hand at the
close of the taxable year under the sim-
plified resale method of this paragraph
(d) are treated as inventory costs for
all purposes of the Internal Revenue
Code.

(D) Storage and handling costs absorp-
tion ratio.

(1) Under the simplified resale meth-
od, the storage and handling costs ab-
sorption ratio is determined as follows:

Current year s storage and handling ts

Beginning inventory plus current year s purchases

' cos

'

(2) Current year’s storage and han-
dling costs are defined as the total
storage costs plus the total handling
costs incurred during the taxable year
that relate to the taxpayer’s property
acquired for resale and other eligible
property. See paragraph (c) of this sec-
tion, which discusses storage and han-
dling costs. Storage and handling costs
must include the amount of allocable
mixed service costs as described in
paragraph (d)(3)(i)(F) of this section.
Beginning inventory in the denomi-
nator of the storage and handling costs
absorption ratio refers to the section
471 costs of any property acquired for
resale or other eligible property held

by the taxpayer as of the beginning of
the taxable year. Current year’s pur-
chases generally mean the taxpayer’s
section 471 costs incurred with respect
to purchases of property acquired for
resale during the current taxable year.
In computing the denominator of the
storage and handling costs absorption
ratio, a taxpayer using a dollar-value
LIFO method of accounting, must state
beginning inventory amounts using the
LIFO carrying value of the inventory
and not current-year dollars.

(E) Purchasing costs absorption ratio.
(1) Under the simplified resale method,
the purchasing costs absorption ratio
is determined as follows:
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Current year s purcha g ts

Current year s purchases

' sin cos

'

(2) Current year’s purchasing costs
are defined as the total purchasing
costs incurred during the taxable year
that relate to the taxpayer’s property
acquired for resale and eligible prop-
erty. See paragraph (c)(3) of this sec-
tion, which discusses purchasing costs.
Purchasing costs must include the
amount of allocable mixed service
costs determined in paragraph
(d)(3)(i)(F) of this section. Current
year’s purchases generally mean the
taxpayer’s section 471 costs incurred
with respect to purchases of property
acquired for resale during the current
taxable year.

(F) Allocable mixed service costs. (1) If
a taxpayer allocates its mixed service
costs to purchasing costs, storage
costs, and handling costs using a meth-
od described in § 1.263A–1(g)(4), the tax-
payer is not required to determine its
allocable mixed service costs under
this paragraph (d)(3)(i)(F). However, if
the taxpayer uses the simplified serv-
ice cost method, the amount of mixed
service costs allocated to and included
in purchasing costs, storage costs, and
handling costs in the absorption ratios
in paragraphs (d)(3)(i) (D) and (E) of
this section is determined as follows:

Labor ts allocable to activity

Total labor ts
Total mixed service ts

cos

cos
cos×

(2) Labor costs allocable to activity
are defined as the total labor costs al-
locable to each particular activity (i.e.,
purchasing, handling, and storage), ex-
cluding labor costs included in mixed
service costs. Total labor costs are de-
fined as the total labor costs (excluding
labor costs included in mixed service
costs) that are incurred in the tax-
payer’s trade or business during the
taxable year. See § 1.263A–1(h)(6) for the
definition of total mixed service costs.

(ii) LIFO taxpayers electing simplified
resale method—(A) In general. Under the
simplified resale method, a taxpayer
using a LIFO method must calculate a
particular year’s index (e.g., under
§ 1.472–8(e)) without regard its addi-
tional section 263A costs. Similarly, a
taxpayer that adjusts current-year
costs by applicable indexes to deter-
mine whether there has been an inven-
tory increment or decrement in the
current year for a particular LIFO pool
must disregard the additional section
263A costs in making that determina-
tion.

(B) LIFO increment. If the taxpayer
determines there has been an inventory
increment, the taxpayer must state the

amount of the increment in current-
year dollars (stated in terms of section
471 costs). The taxpayer then multi-
plies this amount by the combined ab-
sorption ratio. The resulting product is
the additional section 263A costs that
must be added to the taxpayer’s incre-
ment for the year stated in terms of
section 471 costs.

(C) LIFO decrement. If the taxpayer
determines there has been an inventory
decrement, the taxpayer must state
the amount of the decrement in dollars
applicable to the particular year for
which the LIFO layer has been invaded.
The additional section 263A costs in-
curred in prior years that are applica-
ble to the decrement are charged to
cost of goods sold. The additional sec-
tion 263A costs that are applicable to
the decrement are determined by mul-
tiplying the additional section 263A
costs allocated to the layer of the pool
in which the decrement occurred by
the ratio of the decrement (excluding
additional section 263A costs) to the
section 471 costs in the layer of that
pool.
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(iii) Permissible variations of the sim-
plified resale method. The following vari-
ations of the simplified resale method
are permitted:

(A) The exclusion of beginning inven-
tories from the denominator in the
storage and handling costs absorption
ratio formula in paragraph (d)(3)(i)(D)
of this section; or

(B) Multiplication of the storage and
handling costs absorption ratio in
paragraph (d)(3)(i)(D) of this section by
the total of section 471 costs included
in a LIFO taxpayer’s ending inventory
(rather than just the increment, if any,
experienced by the LIFO taxpayer dur-
ing the taxable year) for purposes of
determining capitalizable storage and
handling costs.

(iv) Examples. The provisions of this
paragraph (d)(3) are illustrated by the
following examples:

Example 1. FIFO inventory method. (i) Tax-
payer S uses the FIFO method of accounting
for inventories. S’s beginning inventory for
1994 (all of which was sold during 1994) was

$2,100,000 (consisting of $2,000,000 of section
471 costs and $100,000 of additional section
263A costs). During 1994, S makes purchases
of $10,000,000. In addition, S incurs pur-
chasing costs of $460,000, storage costs of
$110,000, and handling costs of $90,000. S’s
purchases (section 471 costs) remaining in
ending inventory at the end of 1994 are
$3,000,000.

(ii) In 1994, S incurs $400,000 of total mixed
service costs and $1,000,000 of total labor
costs (excluding labor costs included in
mixed service costs). In addition, S incurs
the following labor costs (excluding labor
costs included in mixed service costs): pur-
chasing—$100,000, storage—$200,000, and han-
dling—$200,000. Accordingly, the following
mixed service costs must be included in pur-
chasing costs, storage costs, and handling
costs as capitalizable mixed service costs:
purchasing— $40,000 ([$100,000 divided by
$1,000,000] multiplied by $400,000); storage—
$80,000 ([$200,000 divided by $1,000,000] multi-
plied by $400,000); and handling— $80,000
([$200,000 divided by $1,000,000] multiplied by
$400,000).

(iii) S computes its purchasing costs ab-
sorption ratio for 1994 as follows:

1994

1994

000 000

000 000

000

000 000

5 0%

purcha g ts

purchases

sin cos $460, $40,

$10, ,

$500,

$10, ,

.

= +

=

=

                                   

                                   

(iv) S computes its storage and handling
costs absorption ratio for 1994 as follows:

Storage and handling ts

Beginning inventory
plus purchases

cos ($110, $80, ) ($90, $80, )

$2, , $10, ,

$190, $170,

$12, ,

$360,

$12, ,

.

1994

000 000 000 000

000 000 000 000

000 000

000 000

000

000 000

3 0%

= + + +
+

= +

=

=
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(v) S’s combined absorption ratio is 8.0 %,
or the sum of the purchasing costs absorp-
tion ratio (5.0 %) and the storage and han-
dling costs absorption ratio (3.0 %). Under
the simplified resale method, S determines

the additional section 263A costs allocable to
its ending inventory by multiplying the com-
bined absorption ratio by its section 471
costs with respect to current year’s pur-
chases remaining in ending inventory:

Additional tion A tssec cos . $3, , $240,263 8 0% 000 000 000= × =

(vi) S adds this $240,000 to the $3,000,000 of
purchases remaining in its ending inventory
to determine its total ending FIFO inventory
of $3,240,000.

Example 2. LIFO inventory method. (i) Tax-
payer T uses a dollar-value LIFO inventory
method. T’s beginning inventory for 1994 is
$2,100,000 (consisting of $2,000,000 of section
471 costs and $100,000 of additional section
263A costs). During 1994, T makes purchases
of $10,000,000. In addition, T incurs pur-
chasing costs of $460,000, storage costs of
$110,000, and handling costs of $90,000. T’s 1994
LIFO increment is $1,000,000 ($3,000,000 of sec-
tion 471 costs in ending inventory less
$2,000,000 of section 471 costs in beginning in-
ventory).

(ii) In 1994, T incurs $400,000 of total mixed
service costs and $1,000,000 of total labor
costs (excluding labor costs included in
mixed service costs). In addition, T incurs
the following labor costs (excluding labor
costs included in mixed service costs): pur-
chasing—$100,000, storage—$200,000, and han-
dling—$200,000. Accordingly, the following
mixed service costs must be included in pur-
chasing costs, storage costs, and handling
costs as capitalizable mixed service costs:
purchasing—$40,000 ([$100,000 divided by
$1,000,000] multiplied by $400,000); storage—
$80,000 ([ $200,000 divided by $1,000,000] multi-
plied by $400,000); and handling— $80,000 ([
$200,000 divided by $1,000,000] multiplied by
$400,000).

(iii) Based on these facts, T determines
that it has a combined absorption ratio of 8.0
%. To determine the additional section 263A

costs allocable to its ending inventory, T
multiplies its combined absorption ratio (8.0
%) by the $1,000,000 LIFO increment. Thus,
T’s additional section 263A costs allocable to
its ending inventory are $80,000 ($1,000,000
multiplied by 8.0 %). This $80,000 is added to
the $1,000,000 to determine a total 1994 LIFO
increment of $1,080,000. T’s ending inventory
is $3,180,000 (its beginning inventory of
$2,100,000 plus the $1,080,000 increment).

(iv) In 1995, T sells one-half of the inven-
tory in its 1994 LIFO increment. T must in-
clude in its cost of goods sold for 1995 the
amount of additional section 263A costs re-
lating to this inventory, i.e., one-half of the
$80,000 additional section 263A costs capital-
ized in 1994 ending inventory, or $40,000.

Example 3. LIFO Pools. (i) Taxpayer U be-
gins its business in 1994, and adopts the LIFO
inventory method. During 1994, U makes pur-
chases of $10,000, and incurs $400 of pur-
chasing costs, $350 of storage costs and $250
of handling costs. U’s purchasing costs, stor-
age costs, and handling costs include their
proper allocable share of mixed service costs.

(ii) U computes its purchasing costs ab-
sorption ratio for 1994, as follows:

1994

1994 000

4 0%

purcha g ts

purchases

sin cos $400

$10,

.

=

=                                  
(iii) U computes its storage and handling

costs absorption ratio for 1994, as follows:

1994 storage and handling costs

Beginning inventory plus 1994 purchases

$350 $250

$0 $10,000

                                                                   
$600

$10,000

                                                                   6.0%

= +
+

=

=
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(iv) U’s combined absorption ratio is 10%,
or the sum of the purchasing costs absorp-
tion ratio (4.0%) and the storage and han-
dling costs absorption ratio (6.0%). At the
end of 1994, U’s ending inventory included

$3,000 of current year purchases, contained in
three LIFO pools (X, Y, and Z) as shown
below. Under the simplified resale method, U
computes its ending inventory for 1994 as fol-
lows:

1994 Total X Y Z

Ending section 471 costs ...................................................................... $3,000 $1,600 $600 $800
Additional section 263A costs (10%) .................................................... 300 160 60 80

1994 ending inventory ........................................................................... 3,300 1,760 660 880

(v) During 1995, U makes purchases of $2,000
as shown below, and incurs $200 of pur-
chasing costs, $325 of storage costs and $175
of handling costs. U’s purchasing costs, stor-
age costs, and handling costs include their
proper share of mixed service costs. More-
over, U sold goods from pools X, Y, and Z
having a total cost of $1,000. U computes its
ending inventory for 1995 as follows.

(vi) U computes its purchasing costs ab-
sorption ratio for 1995:

1995

1995 000
10 0%

purcha g ts

purchases

sin cos $200

$2,
.

=

=                                   
(vii) U computes its storage and handling

costs absorption ratio for 1995:

1995

1995 000 000

000
10 0%

storage and handling ts

Beginning inventory plus purchases

cos $325 $175

$3, $2,
$500

$5,
.

=
+

+

=

=

                                                                  

                                                                  

(viii) U’s combined absorption ratio is
20.0%, or the sum of the purchasing costs ab-

sorption ratio (10.0%) and the storage and
handling costs absorption ratio (10.0%).

1995 Total X Y Z

Beginning section 471 costs ................................................................. $3,000 $1,600 $600 $800
1995 section 471 costs ......................................................................... 2,000 1,500 300 200
Section 471 cost of goods sold ............................................................ (1,000) (300) (300) (400)

1995 ending section 471 costs ............................................................. 4,000 2,800 600 600
Consisting of:

1994 layer ...................................................................................... 2,800 1,600 600 600
1995 layer ...................................................................................... 1,200 1,200 .................... ....................

4,000 2,800 600 600
Additional section 263A costs:

1994 (10%) .................................................................................... 280 160 60 60
1995 (20%) .................................................................................... 240 240 .................... ....................

520 400 60 60
1995 ending inventory ................................................................... 4,520 3,200 660 660

(ix) In 1995, U experiences a $200 decrement
in Pool Z. Thus, U must charge the addi-
tional section 263A costs incurred in prior
years applicable to the decrement to 1995’s
cost of goods sold. To do so, U determines a
ratio by dividing the decrement by the sec-
tion 471 costs in the 1994 layer ($200 divided
by $800, or 25%). U then multiplies this ratio

(25%) by the additional section 263A costs in
the 1994 layer ($80) to determine the addi-
tional section 263A costs applicable to the
decrement ($20). Therefore, $20 is taken into
account by U in 1995 as part of its cost of
goods sold ($80 multiplied by 25%).
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(4) Simplified resale method with his-
toric absorption ratio election—(i) In gen-
eral. This paragraph (d)(4) permits re-
sellers using the simplified resale
method to elect a historic absorption
ratio in determining additional section
263A costs allocable to eligible prop-
erty remaining on hand at the close of
their taxable years. Except as provided
in paragraph (d)(4)(v) of this section, a
taxpayer may only make a historic ab-
sorption ratio election if it has used
the simplified resale method for three
or more consecutive taxable years im-
mediately prior to the year of election.

The historic absorption ratio is used in
lieu of an actual combined absorption
ratio computed under paragraph
(d)(3)(i)(C)(1) of this section and is
based on costs capitalized by a tax-
payer during its test period. If elected,
the historic absorption ratio must be
used for the qualifying period described
in paragraph (d)(4)(ii)(C) of this sec-
tion.

(ii) Operating rules and definitions—
(A) Historic absorption ratio. (1) The his-
toric absorption ratio is equal to the
following ratio:

Additional section A ts incurred during the test period

Section ts incurred during the test period

263

471

cos

cos

(2) Additional section 263A costs in-
curred during the test period are de-
fined as the sum of the products of the
combined absorption ratios (defined in
paragraph (d)(3)(i)(C)(1) of this section)
multiplied by a taxpayer’s section 471
costs incurred with respect to pur-
chases, for each taxable year of the
test period.

(3) Section 471 costs incurred during
the test period mean the section 471
costs described in § 1.263A–1(d)(2) that a
taxpayer incurs generally with respect
to its purchases during the test period
described in paragraph (d)(4)(ii)(B) of
this section.

(B) Test period—(1) In general. The
test period is generally the three tax-
able-year period immediately prior to
the taxable year that the historic ab-
sorption ratio is elected.

(2) Updated test period. The test period
begins again with the beginning of the
first taxable year after the close of a
qualifying period (as defined in para-
graph (d)(4)(ii)(C) of this section). This
new test period, the updated test pe-
riod, is the three taxable-year period
beginning with the first taxable year
after the close of the qualifying period.

(C) Qualifying period—(1) In general. A
qualifying period includes each of the
first five taxable years beginning with
the first taxable year after a test pe-
riod (or updated test period).

(2) Extension of qualifying period. In
the first taxable year following the
close of each qualifying period (e.g.,
the sixth taxable year following the
test period), the taxpayer must com-
pute the actual combined absorption
ratio under the simplified resale meth-
od. If the actual combined absorption
ratio computed for this taxable year
(the recomputation year) is within one-
half of one percentage point (plus or
minus) of the historic absorption ratio
used in determining capitalizable costs
for the qualifying period (i.e., the pre-
vious five taxable years), the quali-
fying period must be extended to in-
clude the recomputation year and the
following five taxable years, and the
taxpayer must continue to use the his-
toric absorption ratio throughout the
extended qualifying period. If, however,
the actual combined absorption ratio
computed for the recomputation year
is not within one-half of one percent-
age point (plus or minus) of the his-
toric absorption ratio, the taxpayer
must use actual combined absorption
ratios beginning with the recomputa-
tion year under the simplified resale
method and throughout the updated
test period. The taxpayer must resume
using the historic absorption ratio (de-
termined with reference to the updated
test period) in the third taxable year
following the recomputation year.
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(iii) Method of accounting—(A) Adop-
tion and use. The election to use the
historic absorption ratio is a method of
accounting. A taxpayer using the sim-
plified resale method may elect the
historic absorption ratio in any taxable
year if permitted under this paragraph
(d)(4), provided the taxpayer has not
obtained the Commissioner’s consent
to revoke the historic absorption ratio
election within its prior six taxable
years. The election is to be effected on
a cut-off basis, and thus, no adjustment
under section 481(a) is required or per-
mitted. The use of a historic absorp-
tion ratio has no effect on other meth-
ods of accounting adopted by the tax-
payer and used in conjunction with the
simplified resale method in deter-
mining its section 263A costs. Accord-
ingly, in computing its actual com-
bined absorption ratios, the taxpayer
must use the same methods of account-
ing used in computing its historic ab-
sorption ratio during its most recent
test period unless the taxpayer obtains
the consent of the Commissioner. Fi-
nally, for purposes of this paragraph
(d)(4)(iii)(A), the recomputation of the
historic absorption ratio during an up-
dated test period and the change from
a historic absorption ratio to an actual
combined absorption ratio during an
updated test period by reason of the re-
quirements of this paragraph (d)(4) are
not considered changes in methods of
accounting under section 446(e) and,
thus, do not require the consent of the
Commissioner or any adjustments
under section 481(a).

(B) Revocation of election. A taxpayer
may only revoke its election to use the
historic absorption ratio with the con-
sent of the Commissioner in a manner
prescribed under section 446(e) and the
regulations thereunder. Consent to the
change for any taxable year that is in-
cluded in the qualifying period (or an
extended qualifying period) will be
granted only upon a showing of un-
usual circumstances.

(iv) Reporting and recordkeeping re-
quirements—(A) Reporting. A taxpayer
making an election under this para-
graph (d)(4) must attach a statement to
its federal income tax return for the
taxable year in which the election is
made showing the actual combined ab-
sorption ratios determined under the

simplified resale method during its
first test period. This statement must
disclose the historic absorption ratio
to be used by the taxpayer during its
qualifying period. A similar statement
must be attached to the federal income
tax return for the first taxable year
within any subsequent qualifying pe-
riod (i.e., after an updated test period).

(B) Recordkeeping. A taxpayer must
maintain all appropriate records and
details supporting the historic absorp-
tion ratio until the expiration of the
statute of limitations for the last year
for which the taxpayer applied the par-
ticular historic absorption ratio in de-
termining additional section 263A costs
capitalized to eligible property.

(v) Transition rules. Taxpayers will be
permitted to elect a historic absorption
ratio in their first, second, or third
taxable year beginning after December
31, 1993, under such terms and condi-
tions as may be prescribed by the Com-
missioner. Taxpayers are eligible to
make an election under these transi-
tion rules whether or not they pre-
viously used the simplified resale
method. A taxpayer making such an
election must recompute (or compute)
its additional section 263A costs, and
thus, its historic absorption ratio for
its first test period as if the rules pre-
scribed in this section and §§ 1.263A–1
and 1.263A–2 had applied throughout
the test period.

(vi) Example. The provisions of this
paragraph (d)(4) are illustrated by the
following example:

Example. (i) Taxpayer V uses the FIFO
method of accounting for inventories and in
1994 elects to use the historic absorption
ratio with the simplified resale method.
After recomputing its additional section
263A costs in accordance with the transition
rules of paragraph (d)(4)(v) of this section, V
identifies the following costs incurred during
the test period:

1991:
Add’l section 263A costs—$100
Section 471 costs—$3,000

1992:
Add’l section 263A costs—$200
Section 471 costs—$4,000

1993:
Add’l section 263A costs—$300
Section 471 costs—$5,000
(ii) Therefore, V computes a 5% historic

absorption ratio determined as follows:

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00433 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



438

26 CFR Ch. I (4–1–99 Edition)§ 1.263A–4

Historic absorption ratio =
+ +

+ +
= =

$100

$3000 , ,

$600

$12,

200 300

4 000 5 000 000
5%

(iii) In 1994, V incurs $10,000 of section 471
costs of which $3,000 remain in inventory at
the end of the year. Under the simplified re-
sale method using a historic absorption
ratio, V determines the additional section

263A costs allocable to its ending inventory
by multiplying its historic ratio (5%) by the
section 471 costs remaining in its ending in-
ventory:

Additional tion A tssec cos $3, $150263 5% 000= × =

(iv) To determine its ending inventory
under section 263A, V adds the additional
section 263A costs allocable to ending inven-
tory to its section 471 costs remaining in
ending inventory ($3,150=$150+$3,000). The
balance of V’s additional section 263A costs
incurred during 1994 is taken into account in
1994 as part of V’s cost of goods sold.

(v) V’s qualifying period ends as of the
close of its 1998 taxable year. Therefore, 1999
is a recomputation year in which V must
compute its actual combined absorption
ratio. V determines its actual absorption
ratio for 1999 to be 5.25% and compares that
ratio to its historic absorption ratio (5.0%).
Therefore, V must continue to use its his-
toric absorption ratio of 5.0% throughout an
extended qualifying period, 1999 through 2004
(the recomputation year and the following
five taxable years).

(vi) If, instead, V’s actual combined ab-
sorption ratio for 1999 were not between 4.5%
and 5.5%, V’s qualifying period would end
and V would be required to compute a new
historic absorption ratio with reference to
an updated test period of 1999, 2000, and 2001.
Once V’s historic absorption ratio is deter-
mined for the updated test period, it would
be used for a new qualifying period beginning
in 2002.

(5) Additional simplified methods for re-
sellers. The Commissioner may pre-
scribe additional elective simplified
methods by revenue ruling or revenue
procedure.

(e) Cross reference. See § 1.6001–1(a) re-
garding the duty of taxpayers to keep
such records as are sufficient to estab-
lish the amount of gross income, de-
ductions, etc.

[T.D. 8482, 58 FR 42224, Aug. 9, 1993; 58 FR
47784, Sept. 10, 1993; 59 FR 3319, Jan. 21, 1994,
as amended by T.D. 8559, 59 FR 39962, Aug. 5,
1994]

§ 1.263A–4 Rules for property pro-
duced in a farming trade or busi-
ness. [Reserved]

§ 1.263A–4T Rules for property pro-
duced in a farming business (tem-
porary).

(a) Introduction—(1) In general. The
regulations under this section provide
guidance with respect to the applica-
tion of section 263A to property pro-
duced in a farming business as defined
in paragraph (a)(3) of this section. Ex-
cept as otherwise provided by the rules
of this section, the general rules of
§§ 1.263A–1 through 1.263A–3 and 1.263A–
7 through 1.263A–15 apply to property
produced in a farming business. A tax-
payer that engages in the raising or
growing of any agricultural or horti-
cultural commodity, including both
plants and animals, is engaged in the
production of property. Section 263A
generally requires the capitalization of
the direct costs and an allocable por-
tion of the indirect costs that benefit
or are incurred by reason of the pro-
duction of this property. Taxpayers
that do not qualify for the exception
described in paragraph (a)(2) of this
section must capitalize these costs of
producing all plants and animals unless
the election described in paragraph (d)
of this section is made.

(2) Exception—(i) In general. A tax-
payer is not required to capitalize the
preproductive period costs of producing
plants with a preproductive period of 2
years or less or the costs of producing
animals, if the taxpayer is not—
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(A) A corporation or partnership re-
quired to use an accrual method of ac-
counting (accrual method) under sec-
tion 447 in computing its taxable in-
come from farming; or

(B) A tax shelter required to use an
accrual method under section 448(a)(3).

(ii) Tax shelter. A farming business is
considered a tax shelter, and thus a
taxpayer required to use an accrual
method under section 448(a)(3), if the
farming business is—

(A) A farming syndicate as defined in
section 464(c); or

(B) A tax shelter, within the meaning
of section 6662(d)(2)(C)(iii).

(iii) Presumption. Marketed arrange-
ments in which persons carry on farm-
ing activities using the services of a
common managerial or administrative
service will be presumed to have the
principal purpose of tax avoidance,
within the meaning of section
6662(d)(2)(C)(iii), if such persons prepay
a substantial portion of their farming
expenses with borrowed funds.

(iv) Costs required to be capitalized or
inventoried under another provision. The
exception from capitalization provided
in this paragraph (a)(2) does not apply
to any cost that is required to be cap-
italized or inventoried under another
Code or regulatory provision, such as
section 263 or section 471.

(v) Examples. The following examples
illustrate the provisions of this para-
graph (a)(2):

Example 1. Farmer A grows trees that have
a preproductive period in excess of 2 years,
and that produce an annual crop. Farmer A
is not required by section 447 or 448(a)(3) to
use an accrual method. Accordingly, Farmer
A qualifies for the exception described in
this paragraph (a)(2). Since the trees have a
preproductive period in excess of 2 years,
Farmer A must capitalize the direct costs
and an allocable portion of the indirect costs
that benefit or are incurred by reason of the
production of the trees. Since the annual
crop has a preproductive period of 2 years or
less, Farmer A is not required to capitalize
the costs of the crops.

Example 2. Assume the same facts as Exam-
ple 1, except that Farmer A is required by
section 447 or 448(a)(3) to use an accrual
method. Farmer A does not qualify for the
exception described in this paragraph (a)(2).
Farmer A is required to capitalize the direct
costs and an allocable portion of the indirect
costs that benefit or are incurred by reason
of the production of the trees and crops, in-
cluding all preproductive period costs.

(3) Farming business—(i) In general. A
farming business means a trade or
business involving the cultivation of
land or the raising or harvesting of any
agricultural or horticultural com-
modity. Examples include the trade or
business of operating a nursery or sod
farm; the raising or harvesting of trees
bearing fruit, nuts, or other crops; the
raising of ornamental trees (other than
evergreen trees that are more than 6
years old at the time they are severed
from their roots); and the raising,
shearing, feeding, caring for, training,
and management of animals. For pur-
poses of this section, the term har-
vesting does not include contract har-
vesting of an agricultural or horti-
cultural commodity grown or raised by
another. Similarly, the trade or busi-
ness of merely buying and reselling
plants or animals grown or raised by
another is not a farming business.

(A) Plant. A plant produced in a farm-
ing business includes, but is not lim-
ited to, a fruit, nut, or other crop bear-
ing tree, an ornamental tree, a vine, a
bush, sod, and the crop or yield of a
plant that will have more than one
crop or yield. Sea plants are produced
in a farming business if they are tended
and cultivated as opposed to merely
harvested.

(B) Animal. An animal produced in a
farming business includes, but is not
limited to, any stock, poultry or other
bird, and fish or other sea life raised by
the taxpayer. Thus, for example, the
term animal may include a cow, chick-
en, emu, or salmon raised by the tax-
payer. Fish and other sea life are pro-
duced in a farming business if they are
raised on a fish farm.
A fish farm is an area where fish or
other sea life are grown or raised as op-
posed to merely caught or harvested.

(ii) Incidental activities—(A) In gen-
eral. Farming business includes proc-
essing activities that are normally in-
cident to the growing, raising, or har-
vesting of agricultural products. For
example, a taxpayer in the trade or
business of growing fruits and vegeta-
bles may harvest, wash, inspect, and
package the fruits and vegetables for
sale. Such activities are normally inci-
dent to the raising of these crops by
farmers. The taxpayer will be consid-
ered to be in the trade or business of
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farming with respect to the growing of
fruits and vegetables and the proc-
essing activities incident to their har-
vest.

(B) Activities that are not incidental—
(1) In general. Farming business does
not include the processing of commod-
ities or products beyond those activi-
ties that are normally incident to the
growing, raising, or harvesting of such
products.

(2) Examples. The following examples
illustrate the provisions of this para-
graph (a)(3)(ii):

Example 1. Individual A is in the business
of growing and harvesting wheat and other
grains. Individual A also processes grain that
Individual A has harvested in order to
produce breads, cereals, and other similar
food products, which Individual A then sells
to customers in the course of its business.
Although Individual A is in the farming busi-
ness with respect to the growing and har-
vesting of grain, Individual A is not in the
farming business with respect to the proc-
essing of such grain to produce the food
products.

Example 2. Individual B is in the business of
raising poultry and other livestock. Indi-
vidual B also operates a meat processing op-
eration in which the poultry and other live-
stock are slaughtered, processed, and pack-
aged or canned. The packaged or canned
meat is sold to Individual B’s customers. Al-
though Individual B is in the farming busi-
ness with respect to the raising of poultry
and other livestock, Individual B is not in
the farming business with respect to the
slaughtering, processing, packaging, and
canning of such animals to produce the food
products.

(b) Application of section 263A to prop-
erty produced in a farming business—(1)
In general. Unless otherwise provided in
this section, section 263A requires the
capitalization of the direct costs and
an allocable portion of the indirect
costs that benefit or are incurred by
reason of the production of any prop-
erty in a farming business (including
animals and plants without regard to
the length of their preproductive pe-
riod).

(i) Plants. Costs typically required to
be capitalized under section 263A in-
clude the acquisition costs of the seed,
seedling, or plant, and the costs of
planting, cultivating, maintaining, or
developing such plant during the
preproductive period. These costs in-
clude, but are not limited to, manage-

ment, irrigation, pruning, fertilizing
(including costs that the taxpayer has
elected to deduct under section 180),
soil and water conservation (including
costs that the taxpayer has elected to
deduct under section 175), frost protec-
tion, spraying, upkeep, electricity, tax
depreciation and repairs on buildings
and equipment used in raising the
plants, farm overhead, taxes (except
state and federal income taxes), and in-
terest required to be capitalized under
section 263A(f).

(ii) Animals. Costs typically required
to be capitalized under section 263A in-
clude the acquisition cost of the ani-
mal, and the costs of raising or caring
for such animal during the
preproductive period. Preproductive
period costs include, but are not lim-
ited to, the costs of management, feed
(such as grain, silage, concentrates,
supplements, haylage, hay, pasture and
other forages), maintaining pasture or
pen areas (including costs that the tax-
payer has elected to deduct under sec-
tions 175 or 180), breeding, artificial in-
semination, veterinary services and
medicine, livestock hauling, bedding,
fuel, electricity, hired labor, tax depre-
ciation and repairs on buildings and
equipment used in raising the animals
(for example, barns, trucks, and trail-
ers), farm overhead, taxes (except state
and federal income taxes), and interest
required to be capitalized under section
263A(f).

(2) Preproductive period—(i) Plant—(A)
In general. The preproductive period of
property produced in a farming busi-
ness means—

(1) In the case of a plant that will
have more than one crop or yield, the
period before the first marketable crop
or yield from such plant;

(2) In the case of the crop or yield of
a plant that will have more than one
crop or yield, the period before such
crop or yield is disposed of; or

(3) In the case of any other plant, the
period before such plant is disposed of.

(B) Applicability of section 263A. For
purposes of determining whether a
plant has a preproductive period in ex-
cess of 2 years, the preproductive pe-
riod of plants grown in commercial
quantities in the United States is based
on the nationwide weighted average
preproductive period for such plant.
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For all other plants, the taxpayer is re-
quired, at or before the time the seed
or plant is acquired or planted, to rea-
sonably estimate the preproductive pe-
riod of the plant. If the taxpayer esti-
mates a preproductive period in excess
of 2 years, the taxpayer must capitalize
preproductive period costs. If the esti-
mate is reasonable, based on the facts
in existence at the time it is made, the
determination of whether section 263A
applies is not modified at a later time
even if the actual length of the
preproductive period differs from the
estimate. The actual length of the
preproductive period will, however, be
considered in evaluating the reason-
ableness of the taxpayer’s future esti-
mates. Thus, the nationwide weighted
average preproductive period or the es-
timated preproductive period are only
used for purposes of determining
whether the preproductive period of a
plant is greater than 2 years.

(C) Actual preproductive period. The
plant’s actual preproductive period is
used for purposes of determining the
period during which a taxpayer must
capitalize preproductive period costs
with respect to a particular plant.

(1) Beginning of the preproductive pe-
riod. The actual preproductive period of
a plant begins when the taxpayer first
incurs costs that directly benefit or are
incurred by reason of the plant. Gen-
erally, this occurs when the taxpayer
plants the seed or plant. In the case of
a taxpayer that acquires plants that
have already been planted, or plants
that are tended, by the taxpayer or an-
other, prior to permanent planting, the
actual preproductive period of the
plant begins upon acquisition of the
plant by the taxpayer. In the case of
the crop or yield of a plant that will
have more than one crop or yield and
that has become productive in market-
able quantities, the actual
preproductive period begins when the
crop or yield first appears, for example,
in the form of a sprout, bloom, blos-
som, or bud.

(2) End of the preproductive period—(i)
In general. In the case of a plant that
will have more than one crop or yield,
the actual preproductive period ends
when the plant first becomes produc-
tive in marketable quantities. In the
case of any other plant (including the

crop or yield of a plant that will have
more than one crop or yield), the ac-
tual preproductive period ends when
the plant, crop, or yield is sold or oth-
erwise disposed of.

(ii) Marketable quantities. A plant that
will have more than one crop or yield
becomes productive in marketable
quantities when it is (or would be con-
sidered) placed in service for purposes
of section 168 (without regard to the
applicable convention).

(D) Examples. The following examples
illustrate the provisions of this para-
graph (b)(2)(i):

Example 1. (i) Farmer A, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
United States. Farmer A acquires the plants
by purchasing them from an unrelated party,
Corporation B, and plants them imme-
diately. The nationwide weighted average
preproductive period of the plant is 4 years.
The particular plants grown by Farmer A do
not begin to produce in marketable quan-
tities until 4 years and 6 months after they
are planted by Farmer A.

(ii) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer A is required to capitalize the
preproductive period costs of the plants. See
paragraphs (a)(2) and (b)(2)(i)(B) of this sec-
tion. In accordance with paragraph
(b)(2)(i)(C)(1) of this section, Farmer A must
begin to capitalize such costs when the
plants are planted. In accordance with para-
graph (b)(2)(i)(C)(2) of this section, Farmer A
must continue to capitalize costs to the
plants until the plants begin to produce in
marketable quantities. Thus, Farmer A must
capitalize the preproductive period costs of
the plants for a period of 4 years and 6
months, notwithstanding the fact that the
plants, in general, have a nationwide weight-
ed average preproductive period of 4 years.

Example 2. (i) Farmer B, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
United States. The nationwide weighted av-
erage preproductive period of the plant is 2
years and 5 months. Farmer B acquires the
plants by purchasing them from an unrelated
party, Corporation B. Farmer B enters into a
contract with Corporation B under which
Corporation B will retain and tend the plants
for 7 months following the sale. At the end of
7 months, Farmer B takes possession of the
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plants and plants them in the permanent or-
chard. The plants become productive in mar-
ketable quantities 1 year and 11 months after
they are planted by Farmer B.

(ii) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer B is required to capitalize the
preproductive period costs of the plants. See
paragraphs (a)(2) and (b)(2)(i)(B) of this sec-
tion. In accordance with paragraph
(b)(2)(i)(C)(1) of this section, Farmer B must
begin to capitalize such costs when the pur-
chase occurs. In accordance with paragraph
(b)(2)(i)(C)(2) of this section, Farmer B must
continue to capitalize costs to the plants
until the plants begin to produce in market-
able quantities. Thus, Farmer B must cap-
italize the preproductive period costs of the
plants for a period of 2 years and 6 months
(the 7 months the plants are tended by Cor-
poration B and the 1 year and 11 months
after the plants are planted by Farmer B),
notwithstanding the fact that the plants, in
general, have a nationwide weighted average
preproductive period of 2 years and 5 months.

Example 3. Assume the same facts as in Ex-
ample 2, except that Farmer B acquires the
plants by purchasing them from Corporation
B when the plants are 7 months old and that
the plants are planted by Farmer B upon ac-
quisition.

(ii) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer B is required to capitalize the
preproductive period costs of the plants. See
paragraphs (a)(2) and (b)(2)(i)(B) of this sec-
tion. In accordance with paragraph
(b)(2)(i)(C)(1) of this section, Farmer B must
begin to capitalize such costs when the
plants are planted. In accordance with para-
graph (b)(2)(i)(C)(2) of this section, Farmer B
must continue to capitalize costs to the
plants until the plants begin to produce in
marketable quantities. Thus, Farmer B must
capitalize the preproductive period costs of
the plants for a period of 1 year and 11
months.

Example 4. (i) Farmer C, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
United States. Farmer C acquires the plants
from an unrelated party and plants them im-
mediately. The nationwide weighted average
preproductive period of the plant is 2 years
and 3 months. The particular plants grown
by Farmer C begin to produce in marketable
quantities 1 year and 10 months after they
are planted by Farmer C.

(ii) Since the plants are deemed to have a
nationwide weighted average preproductive
period in excess of 2 years, Farmer C is re-
quired to capitalize the preproductive period
costs of the plants, notwithstanding the fact
that the particular plants grown by Farmer
C become productive in less than 2 years. See

paragraph (b)(2)(i)(B) of this section. In ac-
cordance with paragraph (b)(2)(i)(C)(1) of this
section, Farmer C must begin to capitalize
such costs when it plants the plants. In ac-
cordance with paragraph (b)(2)(i)(C)(2) of this
section, Farmer C properly ceases capitaliza-
tion of preproductive period costs when the
plants become productive in marketable
quantities (i.e., after 1 year and 10 months).

Example 5. (i) Farmer D, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
not grown in commercial quantities in the
United States. At the time the plants are
planted Farmer D reasonably estimates that
the plants will have a preproductive period
of 4 years. The actual plants grown by Farm-
er D do not begin to produce in marketable
quantities until 4 years and 6 months after
they are planted by Farmer D.

(ii) Since the plants have an estimated
preproductive period in excess of 2 years,
Farmer D is required to capitalize the
preproductive period costs of the plants. See
paragraph (b)(2)(i)(B) of this section. In ac-
cordance with paragraph (b)(2)(i)(C)(1) of this
section, Farmer D must begin to capitalize
such costs when it plants the plants. In ac-
cordance with paragraph (b)(2)(i)(C)(2) of this
section, Farmer D must continue to cap-
italize costs until the plants begin to
produce in marketable quantities. Thus,
Farmer D must capitalize the preproductive
period costs of the plants for a period of 4
years and 6 months, notwithstanding the
fact that Farmer D estimated that the
plants would become productive after 4
years.

Example 6. (i) Farmer E, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section grows plants that are not
grown in commercial quantities in the
United States. The plants do not have more
than 1 crop or yield. At the time the plants
are planted Farmer E reasonably estimates
that the plants will have a preproductive pe-
riod of 1 year and 10 months. The actual
plants grown by Farmer E are not ready for
harvesting and disposal until 2 years and 2
months after the seeds are planted by Farm-
er E.

(ii) Because Farmer E’s estimate of the
preproductive period (which was 2 years or
less) was reasonable at the time made based
on the facts, Farmer E will not be required
to capitalize the preproductive period costs
of the plants notwithstanding the fact that
the actual preproductive period of the plants
exceeded 2 years. See paragraph (b)(2)(i)(B) of
this section. However, Farmer E must take
the actual preproductive period of the plants
into consideration when making future esti-
mates of the preproductive period of such
plants.

Example 7. Farmer F, a calendar year tax-
payer that does not qualify for the exception
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in paragraph (a)(2) of this section, grows
trees that will have more than one crop.
Farmer F acquires and plants the trees in
April, 1998. On October 1, 2003, the trees are
placed in service within the meaning of sec-
tion 168. Under paragraph (b)(2)(i)(C)(2)(ii) of
this section, the trees become productive in
marketable quantities on October 1, 2003.
The preproductive period costs incurred by
Farmer F on or before October 1, 2003, are
capitalized to the trees. Preproductive pe-
riod costs incurred after October 1, 2003, are
capitalized to a crop when incurred during
the preproductive period of the crop and ex-
pensed when incurred between the disposal of
one crop and the appearance of the next
crop. See paragraphs (b)(2)(i)(A), (b)(2)(i)(C)(1)
and (b)(2)(i)(C)(2) of this section.

(ii) Animal. An animal’s actual
preproductive period is used to deter-
mine the period that the taxpayer
must capitalize preproductive period
expenses with respect to a particular
animal.

(A) Beginning of the preproductive pe-
riod. The preproductive period of an
animal begins at the time of acquisi-
tion, breeding, or embryo implanta-
tion.

(B) End of the preproductive period. In
the case of an animal that will be used
in the trade or business of farming
(e.g., a dairy cow), the preproductive
period generally ends when the animal
is (or would be considered) placed in
service for purposes of section 168
(without regard to the applicable con-
vention). However, in the case of an
animal that will have more than one
yield (e.g., a breeding cow), the
preproductive period ends when the
animal produces (e.g., gives birth to)
its first yield. In the case of any other
animal, the preproductive period ends
when the animal is sold or otherwise
disposed of.

(C) Allocation of costs between animal
and first yield. In the case of an animal
that will have more than one yield, the
costs incurred after the beginning of
the preproductive period of the first
yield but before the end of the
preproductive period of the animal
must be allocated between the animal
and the yield on a reasonable basis.
Any depreciation allowance on the ani-
mal may be allocated entirely to the
yield. The allocation method used by a
taxpayer is a method of accounting
that must be used consistently and is

subject to the rules of section 446 and
the regulations thereunder.

(c) Inventory methods—(1) In general.
Except as otherwise provided, the costs
required to be allocated to any plant or
animal under this section may be de-
termined using reasonable inventory
valuation methods such as the farm-
price method or the unit-livestock-
price method. See § 1.471–6. Under the
unit-livestock-price method, unit
prices must include all costs required
to be capitalized under section 263A. A
taxpayer using the unit-livestock-price
method may elect to use the cost allo-
cation methods in § 1.263A–1(f) or
1.263A–2(b) to allocate its direct and in-
direct costs to the property produced
in the business of farming. In such a
situation, section 471 costs are the
costs taken into account by the tax-
payer under the unit-livestock-price
method using the taxpayer’s standard
unit price as modified by this para-
graph (c)(1). The term additional sec-
tion 263A costs includes all additional
costs required to be capitalized under
section 263A. Tax shelters, as defined in
paragraph (a)(2)(ii) of this section, that
use the unit-livestock-price method for
inventories must include in inventory
the annual standard unit price for all
animals that are acquired during the
taxable year, regardless of whether the
purchases are made during the last 6
months of the taxable year. Taxpayers
required by section 447 or 448(a)(3) to
use an accrual method that use the
unit-livestock-price method must mod-
ify the annual standard price in order
to reasonably reflect the particular pe-
riod in the taxable year in which pur-
chases of livestock are made, if such
modification is necessary in order to
avoid significant distortions in income
that would otherwise occur through op-
eration of the unit livestock method.

(2) Available for property used in a
trade or business. The farm price meth-
od or the unit livestock method may be
used by any taxpayer to allocate costs
to any plant or animal under this sec-
tion, regardless of whether the plant or
animal is held or treated as inventory
property by the taxpayer. Thus, for ex-
ample, a taxpayer may use the unit
livestock method to account for the
costs of raising livestock that will be
used in the trade or business of farming
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(e.g., a breeding animal or a dairy cow)
even though the property in question is
not inventory property.

(3) Exclusion of property to which sec-
tion 263A does not apply. Notwith-
standing a taxpayer’s use of the farm
price method with respect to farm
property to which the provisions of sec-
tion 263A apply, that taxpayer is not
required, solely by such use, to use the
farm price method with respect to farm
property to which the provisions of sec-
tion 263A do not apply. Thus, for exam-
ple, assume Farmer A raises fruit trees
that have a preproductive period in ex-
cess of 2 years and to which the provi-
sions of section 263A, therefore, apply.
Assume also that Farmer A raises cat-
tle and is not required to use an ac-
crual method by section 447 or 448(a)(3).
Because Farmer A qualifies for the ex-
ception in paragraph (a)(2) of this sec-
tion, Farmer A is not required to cap-
italize the costs of raising the cattle.
Although Farmer A may use the farm
price method with respect to the fruit
trees, Farmer A is not required to use
the farm price method with respect to
the cattle. Instead, Farmer A’s ac-
counting for the cattle is determined
under other provisions of the Code and
regulations.

(d) Election not to have section 263A
apply—(1) Introduction. This paragraph
(d) permits certain taxpayers to make
an election not to have the rules of this
section apply to any plant produced in
a farming business conducted by the
electing taxpayer. The election is a
method of accounting under section
446, and once an election is made, it is
revocable only with the consent of the
Commissioner.

(2) Availability of the election. The
election described in this paragraph (d)
is available to any taxpayer that pro-
duces plants in a farming business, ex-
cept that no election may be made by
a corporation, partnership, or tax shel-
ter required to use the accrual method
under section 447 or 448(a)(3). Moreover,
the election does not apply to the costs
of planting, cultivation, maintenance,
or development of a citrus or almond
grove (or any part thereof) incurred
prior to the close of the fourth taxable
year beginning with the taxable year in
which the trees were planted in the
permanent grove (including costs in-

curred prior to the permanent plant-
ing). If a citrus or almond grove is
planted in more than one taxable year,
the portion of the grove planted in any
one taxable year is treated as a sepa-
rate grove for purposes of determining
the year of planting.

(3) Time and manner of making the elec-
tion. A taxpayer makes the election
under this paragraph (d) by not capital-
izing the preproductive period costs of
producing property in a farming busi-
ness and by applying the special rules
in paragraph (d)(4) of this section, on
its timely filed original return (includ-
ing extensions) for the first taxable
year in which the taxpayer is otherwise
required to capitalize preproductive pe-
riod costs under section 263A. Thus, in
order to be treated as having made the
election under this paragraph (d), it is
necessary to report both income and
expenses in accordance with the rules
of this paragraph (d) (e.g., it is nec-
essary to use the alternative deprecia-
tion system as provided in paragraph
(d)(4)(ii) of this section). Thus, for ex-
ample, a farmer who deducts
preproductive period costs that are
otherwise required to be capitalized
under section 263A but fails to use the
alternative depreciation system under
section 168(g)(2) for applicable property
placed in service has not made an elec-
tion under this paragraph (d) and is not
in compliance with the provisions of
section 263A. In the case of a partner-
ship or S corporation, the election
must be made by the partner, share-
holder, or member.

(4) Special rules. If the election under
this paragraph (d) is made, the tax-
payer is subject to the special rules in
this paragraph (d)(4).

(i) Section 1245 treatment. The plant
produced by the taxpayer is treated as
section 1245 property and any gain re-
sulting from any disposition of the
plant is recaptured (i.e., treated as or-
dinary income) to the extent of the
total amount of the deductions that,
but for the election, would have been
required to be capitalized with respect
to the plant. In calculating the amount
of gain that is recaptured under this
paragraph (d)(4)(i), a taxpayer may use
the farm price method or another sim-
plified method permitted under these
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regulations in determining the deduc-
tions that otherwise would have been
capitalized with respect to the plant.

(ii) Required use of alternative depre-
ciation system. If the taxpayer or a re-
lated person makes an election under
this paragraph (d), the alternative de-
preciation system (as defined in sec-
tion 168(g)(2)) must be applied to all
property used predominantly in any
farming business of the taxpayer or re-
lated person and placed in service in
any taxable year during which the elec-
tion is in effect. The requirement to
use the alternative depreciation sys-
tem by reason of an election under this
paragraph (d) will not prevent a tax-
payer from making an election under
section 179 to deduct certain depre-
ciable business assets.

(iii) Related person—(A) In general.
For purposes of this paragraph (d)(4),
related person means—

(1) The taxpayer and members of the
taxpayer’s family;

(2) Any corporation (including an S
corporation) if 50 percent or more of
the stock (in value) is owned directly
or indirectly (through the application
of section 318) by the taxpayer or mem-
bers of the taxpayer’s family;

(3) A corporation and any other cor-
poration that is a member of the same
controlled group (within the meaning
of section 1563(a)(1)); and

(4) Any partnership if 50 percent or
more (in value) of the interests in such
partnership is owned directly or indi-
rectly by the taxpayer or members of
the taxpayer’s family.

(B) Members of family. For purposes of
this paragraph (d)(4)(iii), members of the
taxpayer’s family, and members of family
(for purposes of applying section
318(a)(1)), means the spouse of the tax-
payer (other than a spouse who is le-
gally separated from the individual
under a decree of divorce or separate
maintenance) and any of the taxpayer’s
children (including legally adopted
children) who have not reached the age
of 18 as of the last day of the taxable
year in question.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (d):

Example 1. (i) Farmer A, an individual, is
engaged in the trade or business of farming.
Farmer A grows apple trees that have a

preproductive period greater than 2 years. In
addition, Farmer A grows and harvests
wheat and other grains. Farmer A elects
under this paragraph (d) not to have the
rules of section 263A apply to the
preproductive period costs of growing the
apple trees.

(ii) In accordance with paragraph (d)(4) of
this section, Farmer A is required to use the
alternative depreciation system described in
section 168(g)(2) with respect to all property
used predominantly in any farming business
in which Farmer A engages (including the
growing and harvesting of wheat) if such
property is placed in service during a year
for which the election is in effect. Thus, for
example, all assets and equipment (including
trees and any equipment used to grow and
harvest wheat) placed in service during a
year for which the election is in effect must
be depreciated as provided in section
168(g)(2).

Example 2. Assume the same facts as in Ex-
ample 1, except that Farmer A and members
of Farmer A’s family (as defined in para-
graph (d)(4)(iii)(B) of this section) also own
51 percent (in value) of the interests in Part-
nership P, which is engaged in the trade or
business of growing and harvesting corn.
Partnership P is a related person to Farmer
A under the provisions of paragraph (d)(4)(iii)
of this section. Thus, the requirements to
use the alternative depreciation system
under section 168(g)(2) also apply to any
property used predominantly in a trade or
business of farming which Partnership P
places in service during a year for which an
election made by Farmer A is in effect.

(e) Exception for certain costs resulting
from casualty losses—(1) In general. Sec-
tion 263A does not require the capital-
ization of costs that are attributable to
the replanting, cultivating, maintain-
ing, and developing of any plants bear-
ing an edible crop for human consump-
tion (including, but not limited to,
plants that constitute a grove, orchard,
or vineyard) that were lost or damaged
while owned by the taxpayer by reason
of freezing temperatures, disease,
drought, pests, or other casualty (re-
planting costs). Such replanting costs
may be incurred with respect to prop-
erty other than the property on which
the damage or loss occurred to the ex-
tent the acreage of the property with
respect to which the replanting costs
are incurred is not in excess of the
acreage of the property on which the
damage or loss occurred. This para-
graph (e) applies only to the replanting
of plants of the same type as those lost
or damaged. This paragraph (e) applies
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to plants replanted on the property on
which the damage or loss occurred or
property of the same or lesser acreage
in the United States irrespective of dif-
ferences in density between the lost or
damaged and replanted plants. Plants
bearing crops for human consumption
are those crops normally eaten or
drunk by humans. Thus, for example,
costs incurred with respect to replant-
ing plants bearing jojoba beans do not
qualify for the exception provided in
this paragraph (e) because that crop is
not normally eaten or drunk by hu-
mans.

(2) Ownership. Replanting costs de-
scribed in paragraph (e)(1) of this sec-
tion generally must be incurred by the
taxpayer that owned the property at
the time the plants were lost or dam-
aged. Paragraph (e)(1) of this section
will apply, however, to costs incurred
by a person other than the taxpayer
that owned the plants at the time of
damage or loss if—

(i) The taxpayer that owned the
plants at the time the damage or loss
occurred owns an equity interest of
more than 50 percent in such plants at
all times during the taxable year in
which the replanting costs are paid or
incurred; and

(ii) Such other person owns any por-
tion of the remaining equity interest
and materially participates in the re-
planting, cultivating, maintaining, or
developing of such plants during the
taxable year in which the replanting
costs are paid or incurred. A person
will be treated as materially partici-
pating for purposes of this provision if
such person would otherwise meet the
requirements with respect to material
participation within the meaning of
section 2032A(e)(6).

(3) Examples. The following examples
illustrate the provisions of this para-
graph (e):

Example 1. (i) Farmer T grows cherry trees
that have a preproductive period in excess of
2 years and produce an annual crop. These
cherries are normally eaten by humans.
Farmer T grows the trees on a 100 acre par-
cel of land (parcel 1) and the groves of trees
cover the entire acreage of parcel 1. Farmer
T also owns a 150 acre parcel of land (parcel
2) that Farmer T holds for future use. Both
parcels are in the United States. In 1998, the
trees and the irrigation and drainage sys-
tems that service the trees are destroyed in

a casualty (within the meaning of paragraph
(e)(1) of this section). Farmer T installs new
irrigation and drainage systems on parcel 1,
purchases young trees (seedlings), and plants
the seedlings on parcel 1.

(ii) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized under section 263A. In accordance with
paragraph (e)(1) of this section, the costs of
planting, cultivating, developing, and main-
taining the seedlings during their
preproductive period are not required to be
capitalized by section 263A.

Example 2. (i) Assume the same facts as in
Example 1 except that Farmer T decides to
replant the seedlings on parcel 2 rather than
on parcel 1. Accordingly, Farmer T installs
the new irrigation and drainage systems on
100 acres of parcel 2 and plants seedlings on
those 100 acres.

(ii) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized under section 263A. Because the acreage
of the related portion of parcel 2 does not ex-
ceed the acreage of the destroyed orchard on
parcel 1, the costs of planting, cultivating,
developing, and maintaining the seedlings
during their preproductive period are not re-
quired to be capitalized by section 263A. See
paragraph (e)(1) of this section.

Example 3. (i) Assume the same facts as in
Example 1 except that Farmer T replants the
seedlings on parcel 2 rather than on parcel 1,
and Farmer T additionally decides to expand
its operations by growing 125 rather than 100
acres of trees. Accordingly, Farmer T in-
stalls new irrigation and drainage systems
on 125 acres of parcel 2 and plants seedlings
on those 125 acres.

(ii) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized under section 263A. The costs of plant-
ing, cultivating, developing, and maintain-
ing 100 acres of the trees during their
preproductive period are not required to be
capitalized by section 263A. The costs of
planting, cultivating, maintaining, and de-
veloping the additional 25 acres are, how-
ever, subject to capitalization. See para-
graph (e)(1) of this section.

(4) Special rule for citrus and almond
groves—(i) In general. The exception in
this paragraph (e) is available with re-
spect to a citrus or almond grove, not-
withstanding the taxpayer’s election
not to have section 263A apply (de-
scribed in paragraph (d) of this sec-
tion).

(ii) Example. The following example
illustrates the provisions of this para-
graph (e)(4):

Example. (i) Farmer A, an individual, is en-
gaged in the trade or business of farming.
Farmer A grows citrus trees that have a
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preproductive period of 5 years. Farmer A
elects, under paragraph (d) of this section,
not to have section 263A apply to the
preproductive period costs. This election,
however, is unavailable with respect to the
preproductive period costs of a citrus grove
incurred within the first 4 years after the
trees were planted. See paragraph (d)(2) of
this section. After the citrus grove has be-
come productive in marketable quantities,
the citrus grove is destroyed by a casualty
within the meaning of paragraph (e)(1) of
this section.

(ii) Farmer A must capitalize the
preproductive period costs incurred before
the close of the fourth taxable year begin-
ning with the year in which the trees were
permanently planted. As a result of the elec-
tion not to have section 263A apply to
preproductive period costs, Farmer A may
deduct the preproductive period costs in-
curred in the fifth year. The costs of replant-
ing, cultivating, maintaining, and devel-
oping the trees destroyed by a casualty are
exempted from capitalization under this
paragraph (e).

(f) Effective date and transition rule. In
the case of property that is not inven-
tory in the hands of the taxpayer, this
section is generally effective for costs
incurred on or after August 22, 1997, in
taxable years ending after such date. In
the case of inventory property, this
section is generally effective for tax-
able years beginning after August 22,
1997. However, taxpayers in compliance
with § 1.263A–4T in effect prior to Au-
gust 22, 1997 (See 26 CFR part 1 edition
revised as of April 1, 1997.), and other
administrative guidance, that continue
to comply with § 1.263A–4T in effect
prior to August 22, 1997 (See 26 CFR
part 1 edition revised as of April 1,
1997.), and other administrative guid-
ance, will not be required to apply
these new temporary rules until final
regulations are published in the FED-
ERAL REGISTER.

[T.D. 8729, 62 FR 44546, Aug. 22, 1997]

§ 1.263A–5 Exception for qualified cre-
ative expenses incurred by certain
free-lance authors, photographers,
and artists. [Reserved]

§ 1.263A–6 Rules for foreign persons.
[Reserved]

§ 1.263A–7 Changing a method of ac-
counting under section 263A.

(a) Introduction—(1) Purpose. These
regulations provide guidance to tax-

payers changing their methods of ac-
counting for costs subject to section
263A. The principal purpose of these
regulations is to provide guidance re-
garding how taxpayers are to revalue
property on hand at the beginning of
the taxable year in which they change
their method of accounting for costs
subject to section 263A. Paragraph (c)
of this section provides guidance re-
garding how items or costs included in
beginning inventory in the year of
change must be revalued. Paragraph (d)
of this section provides guidance re-
garding how non-inventory property
should be revalued in the year of
change.

(2) Taxpayers that adopt a method of
accounting under section 263A. Tax-
payers may adopt a method of account-
ing for costs subject to section 263A in
the first taxable year in which they en-
gage in resale or production activities.
For purposes of this section, the adop-
tion of a method of accounting has the
same meaning as provided in § 1.446–
1(e)(1). Taxpayers are not subject to
the provisions of these regulations to
the extent they adopt, as opposed to
change, a method of accounting.

(3) Taxpayers that change a method of
accounting under section 263A. Tax-
payers changing their method of ac-
counting for costs subject to section
263A are subject to the revaluation and
other provisions of this section. Tax-
payers subject to these regulations in-
clude, but are not limited to—

(i) Resellers of personal property
whose average annual gross receipts for
the immediately preceding 3-year pe-
riod (or lesser period if the taxpayer
was not in existence for the three pre-
ceding taxable years) exceed $10,000,000
where the taxpayer was not subject to
section 263A in the prior taxable year;

(ii) Resellers of real or personal prop-
erty that are using a method that fails
to comply with section 263A and desire
to change to a method of accounting
that complies with section 263A;

(iii) Producers of real or tangible per-
sonal property that are using a method
that fails to comply with section 263A
and desire to change to a method of ac-
counting that complies with section
263A; and

(iv) Resellers and producers that de-
sire to change from one permissible
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method of accounting for costs subject
to section 263A to another permissible
method.

(4) Effective date. The provisions of
this section are effective for taxable
years beginning on or after August 5,
1997. For taxable years beginning be-
fore August 5, 1997, the rules of § 1.263A–
7T contained in the 26 CFR part 1 edi-
tion revised as of April 1, 1997, as modi-
fied by other administrative guidance,
will apply.

(5) Definition of change in method of
accounting. For purposes of this sec-
tion, a change in method of accounting
has the same meaning as provided in
§ 1.446–1(e)(2)(ii). Changes in method of
accounting for costs subject to section
263A include changes to methods re-
quired or permitted by section 263A
and the regulations thereunder.
Changes in method of accounting may
be described in the preceding sentence
irrespective of whether the taxpayer’s
previous method of accounting resulted
in the capitalization of more (or fewer)
costs than the costs required to be cap-
italized under section 263A and the reg-
ulations thereunder, and irrespective of
whether the taxpayer’s previous meth-
od of accounting was a permissible
method under the law in effect when
the method was being used. However,
changes in method of accounting for
costs subject to section 263A do not in-
clude changes relating to factors other
than those described therein. For ex-
ample, a change in method of account-
ing for costs subject to section 263A
does not include a change from one in-
ventory identification method to an-
other inventory identification method,
such as a change from the last-in, first-
out (LIFO) method to the first-in, first-
out (FIFO) method, or vice versa, or a
change from one inventory valuation
method to another inventory valuation
method under section 471, such as a
change from valuing inventory at cost
to valuing the inventory at cost or
market, whichever is lower, or vice
versa. In addition, a change in method
of accounting for costs subject to sec-
tion 263A does not include a change
within the LIFO inventory method,
such as a change from the double ex-
tension method to the link-chain meth-
od, or a change in the method used for
determining the number of pools. Fur-

ther, a change from the modified resale
method set forth in Notice 89–67 (1989–
1 C.B. 723), see § 601.601(d)(2) of this
chapter, to the simplified resale meth-
od set forth in § 1.263A–3(d) is not a
change in method of accounting within
the meaning of § 1.446–1(e)(2)(ii) and is
therefore not subject to the provisions
of this section. However, a change from
the simplified resale method set forth
in former § 1.263A–1T(d)(4) to the sim-
plified resale method set forth in
§ 1.263A–3(d) is a change in method of
accounting within the meaning of
§ 1.446–1(e)(2)(ii) and is subject to the
provisions of this section.

(b) Rules applicable to a change in
method of accounting—(1) General rules.
All changes in method of accounting
for costs subject to section 263A are
subject to the rules and procedures pro-
vided by the Code, regulations, and ad-
ministrative procedures applicable to
such changes. The Internal Revenue
Service has issued specific revenue pro-
cedures that govern certain accounting
method changes for costs subject to
section 263A. Where a specific revenue
procedure is not applicable, changes in
method of accounting for costs subject
to section 263A are subject to the same
rules and procedures that govern other
accounting method changes. See Rev.
Proc. 97–27 (1997–21 I.R.B. 10) and
§ 601.601(d)(2) of this chapter.

(2) Special rules—(i) Ordering rules
when multiple changes in method of ac-
counting occur in the year of change—(A)
In general. A change in method of ac-
counting for costs subject to section
263A is generally deemed to occur (in-
cluding the computation of the adjust-
ment under section 481(a)) before any
other change in method of accounting
is deemed to occur for that same tax-
able year.

(B) Exceptions to the general ordering
rule—(1) Change from the LIFO inven-
tory method. In the case of a taxpayer
that is discontinuing its use of the
LIFO inventory method in the same
taxable year it is changing its method
of accounting for costs subject to sec-
tion 263A, the change from the LIFO
method may be made before the change
in method of accounting (and the com-
putation of the corresponding adjust-
ment under section 481 (a)) under sec-
tion 263A is made.
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(2) Change from the specific goods LIFO
inventory method. In the case of a tax-
payer that is changing from the spe-
cific goods LIFO inventory method to
the dollar-value LIFO inventory meth-
od in the same taxable year it is chang-
ing its method of accounting for costs
subject to section 263A, the change
from the specific goods LIFO inventory
method may be made before the change
in method of accounting under section
263A is made.

(3) Change in overall method of ac-
counting. In the case of a taxpayer that
is changing its overall method of ac-
counting from the cash receipts and
disbursements method to an accrual
method in the same taxable year it is
changing its method of accounting for
costs subject to section 263A, the tax-
payer must change to an accrual meth-
od for capitalizable costs (see § 1.263A–
1(c)(2)(ii)) before the change in method
of accounting (and the computation of
the corresponding adjustment under
section 481(a)) under section 263A is
made.

(4) Change in method of accounting for
depreciation. In the case of a taxpayer
that is changing its method of account-
ing for depreciation in the same tax-
able year it is changing its method of
accounting for costs subject to section
263A and any portion of the deprecia-
tion is subject to section 263A, the
change in method of accounting for de-
preciation must be made before the
change in method of accounting (and
the computation of the corresponding
adjustment under section 481(a)) under
section 263A is made.

(ii) Adjustment required by section
481(a). In the case of any taxpayer re-
quired or permitted to change its
method of accounting for any taxable
year under section 263A and the regula-
tions thereunder, the change will be
treated as initiated by the taxpayer for
purposes of the adjustment required by
section 481(a). The adjustment required
by section 481(a) is to be taken into ac-
count in computing taxable income
over a period not to exceed 4 taxable
years.

(iii) Base year—(A) Need for a new base
year. Certain dollar-value LIFO tax-
payers (whether using double extension
or link-chain) must establish a new

base year when they revalue their in-
ventories under section 263A.

(1) Facts and circumstances revaluation
method used. A dollar-value LIFO tax-
payer that uses the facts and cir-
cumstances revaluation method is per-
mitted, but not required, to establish a
new base year.

(2) 3-year average method used—(i) Sim-
plified method not used. A dollar-value
LIFO taxpayer using the 3-year aver-
age method but not the simplified pro-
duction method or the simplified resale
method to revalue its inventory is re-
quired to establish a new base year.

(ii) Simplified method used. A dollar-
value LIFO taxpayer using the 3-year
average method and either the sim-
plified production method or the sim-
plified resale method to revalue its in-
ventory is permitted, but not required,
to establish a new base year.

(B) Computing a new base year. For
purposes of determining future indexes,
the year of change becomes the new
base year (that is, the index at the be-
ginning of the year of change generally
must be 1.00) and all costs are restated
in new base year costs for purposes of
extending such costs in future years.
However, when a new base year is es-
tablished, costs associated with old
layers retain their separate identity
within the base year, with such layers
being restated in terms of the new base
year index. For example, for purposes
of determining whether a particular
layer has been invaded, each layer
must retain its separate identity.
Thus, if a decrement in an inventory
pool occurs, layers accumulated in
more recent years must be viewed as
invaded first, in order of priority.

(c) Inventory—(1) Need for adjustments.
When a taxpayer changes its method of
accounting for costs subject to section
263A, the taxpayer generally must, in
computing its taxable income for the
year of change, take into account the
adjustments required by section 481(a).
The adjustments required by section
481(a) relate to revaluations of inven-
tory property, whether the taxpayer
produces the inventory or acquires it
for resale. See paragraph (d) of this sec-
tion in regard to the adjustments re-
quired by section 481(a) that relate to
non-inventory property.
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(2) Revaluing beginning inventory—(i)
In general. If a taxpayer changes its
method of accounting for costs subject
to section 263A, the taxpayer must re-
value the items or costs included in its
beginning inventory in the year of
change as if the new method (that is,
the method to which the taxpayer is
changing) had been in effect during all
prior years. In revaluing inventory
costs under this procedure, all of the
capitalization provisions of section
263A and the regulations thereunder
apply to all inventory costs accumu-
lated in prior years. The necessity to
revalue beginning inventory as if these
capitalization rules had been in effect
for all prior years includes, for exam-
ple, the revaluation of costs or layers
incurred in taxable years preceding the
transition period to the full absorption
method of inventory costing as de-
scribed in § 1.471–11(e), regardless of
whether a taxpayer employed a cut-off
method under those regulations. The
difference between the inventory as
originally valued using the former
method (that is, the method from
which the taxpayer is changing) and
the inventory as revalued using the
new method is equal to the amount of
the adjustment required under section
481(a).

(ii) Methods to revalue inventory.
There are three methods available to
revalue inventory. The first method,
the facts and circumstances revalu-
ation method, may be used by all tax-
payers. Under this method, a taxpayer
determines the direct and indirect
costs that must be assigned to each
item of inventory based on all the facts
and circumstances. This method is de-
scribed in paragraph (c)(2)(iii) of this
section. The second method, the
weighted average method, is available
only in certain situations to taxpayers
using the FIFO inventory method or
the specific goods LIFO inventory
method. This method is described in
paragraph (c)(2)(iv) of this section. The
third method, the 3-year average meth-
od, is available to all taxpayers using
the dollar-value LIFO inventory meth-
od of accounting. This method is de-
scribed in paragraph (c)(2)(v) of this
section. The weighted average method
and the 3-year average method revalue

inventory through processes of esti-
mation and extrapolation, rather than
based on the facts and circumstances of
a particular year’s data. All three
methods are available regardless of
whether the taxpayer elects to use a
simplified method to capitalize costs
under section 263A.

(iii) Facts and circumstances revalu-
ation method—(A) In general. Under the
facts and circumstances revaluation
method, a taxpayer generally is re-
quired to revalue inventories by apply-
ing the capitalization rules of section
263A and the regulations thereunder to
the production and resale activities of
the taxpayer, with the same degree of
specificity as required of inventory
manufacturers under the law imme-
diately prior to the effective date of
the Tax Reform Act of 1986 (Pub. L. 99–
514, 100 Stat. 2085, 1986–3 C.B. (Vol. 1)).
Thus, for example, with respect to any
prior year that is relevant in deter-
mining the total amount of the reval-
ued balance as of the beginning of the
year of change, the taxpayer must ana-
lyze the production and resale data for
that particular year and apply the
rules and principles of section 263A and
the regulations thereunder to deter-
mine the appropriate revalued inven-
tory costs. However, under the facts
and circumstances revaluation method,
a taxpayer may utilize reasonable esti-
mates and procedures in valuing inven-
tory costs if—

(1) The taxpayer lacks, and is not
able to reconstruct from its books and
records, actual financial and account-
ing data which is required to apply the
capitalization rules of section 263A and
the regulations thereunder to the rel-
evant facts and circumstances sur-
rounding a particular item of inven-
tory or cost; and

(2) The total amounts of costs for
which reasonable estimates and proce-
dures are employed are not significant
in comparison to the total restated
value (including costs previously cap-
italized under the taxpayer’s former
method) of the items or costs for the
period in question.

(B) Exception. A taxpayer that is not
able to comply with the requirement of
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paragraph (c)(2)(iii)(A)(2) of this sec-
tion because of the existence of a sig-
nificant amount of costs that would re-
quire the use of estimates and proce-
dures must revalue its inventories
under the procedures provided in para-
graph (c)(2) (iv) or (v) of this section.

(C) Estimates and procedures allowed.
The estimates and procedures of this
paragraph (c)(2)(iii) include—

(1) The use of available information
from more recent years to estimate the
amount and nature of inventory costs
applicable to earlier years; and

(2) The use of available information
with respect to comparable items of in-
ventory produced or acquired during
the same year in order to estimate the
costs associated with other items of in-
ventory.

(D) Use by dollar-value LIFO tax-
payers. Generally, a dollar-value LIFO
taxpayer must recompute its LIFO in-
ventory for each taxable year that the
LIFO inventory method was used.

(E) Examples. The provisions of this
paragraph (c)(2)(iii) are illustrated by
the following three examples. The prin-
ciples set forth in these examples are
applicable both to production and re-
sale activities and the year of change
in all three examples is 1997. The exam-
ples read as follows:

Example 1. Taxpayer X lacks information
for the years 1993 and earlier, regarding the
amount of costs incurred in transporting fin-
ished goods from X’s factory to X’s ware-
house and in storing those goods at the ware-
house until their sale to customers. X deter-
mines that, for 1994 and subsequent years,
these transportation and storage costs con-
stitute 4 percent of the total costs of com-
parable goods under X’s method of account-
ing for such years. Under this paragraph
(c)(2)(iii), X may assume that transportation
and storage costs for the years 1993 and ear-
lier constitute 4 percent of the total costs of
such goods.

Example 2. Assume the same facts as in Ex-
ample 1, except that for the year 1993 and ear-
lier, X used a different method of accounting
for inventory costs whereunder significantly
fewer costs were capitalized than amounts
capitalized in later years. Thus, the applica-
tion of transportation and storage based on a
percentage of costs for 1994 and later years
would not constitute a reasonable estimate
for use in earlier years. X may use the infor-
mation from 1994 and later years, if appro-
priate adjustments are made to reflect the
differences in inventory costs for the appli-
cable years, including, for example—

(i) Increasing the percentage of costs that
are intended to represent transportation and
storage costs to reflect the aggregate dif-
ferences in capitalized amounts under the
two methods of accounting; or

(ii) Taking the absolute dollar amount of
transportation and storage costs for com-
parable goods in inventory and applying that
amount (adjusted for changes in general
price levels, where appropriate) to goods as-
sociated with 1993 and prior periods.

Example 3. Taxpayer Z lacks information
for certain years with respect to factory ad-
ministrative costs, subject to capitalization
under section 263A and the regulations there-
under, incurred in the production of inven-
tory in factory A. Z does have sufficient in-
formation to determine factory administra-
tive costs with respect to production of in-
ventory in factory B, wherein inventory
items were produced during the same years
as factory A. Z may use the information
from factory B to determine the appropriate
amount of factory administrative costs to
capitalize as inventory costs for comparable
items produced in factory A during the same
years.

(iv) Weighted average method—(A) In
general. A taxpayer using the FIFO
method or the specific goods LIFO
method of accounting for inventories
may use the weighted average method
as provided in this paragraph (c)(2)(iv)
to estimate the change in the amount
of costs that must be allocated to in-
ventories for prior years. The weighted
average method under this paragraph
(c)(2)(iv) is only available to a taxpayer
that lacks sufficient data to revalue its
inventory costs under the facts and cir-
cumstances revaluation method pro-
vided for in paragraph (c)(2)(iii) of this
section. Moreover, a taxpayer that
qualifies for the use of the weighted av-
erage method under this paragraph
(c)(2)(iv) must utilize such method only
with respect to items or costs for
which it lacks sufficient information
to revalue under the facts and cir-
cumstances revaluation method. Par-
ticular items or costs must be revalued
under the facts and circumstances re-
valuation method if sufficient informa-
tion exists to make such a revaluation.
If a taxpayer lacks sufficient informa-
tion to otherwise apply the weighted
average method under this paragraph
(c)(2)(iv) (for example, the taxpayer is
unable to revalue the costs of any of its
items in inventory due to a lack of in-
formation), then the taxpayer must use
reasonable estimates and procedures,
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as described in the facts and cir-
cumstances revaluation method, to
whatever extent is necessary to allow
the taxpayer to apply the weighted av-
erage method.

(B) Weighted average method for FIFO
taxpayers—(1) In general. This para-
graph (c)(2)(iv)(B) sets forth the me-
chanics of the weighted average meth-
od as applicable to FIFO taxpayers.
Under the weighted average method, an
item in ending inventory for which suf-
ficient data is not available for revalu-
ation under section 263A and the regu-
lations thereunder must be revalued by
using the weighted average percentage
increase or decrease with respect to
such item for the earliest subsequent
taxable year for which sufficient data
is available. With respect to an item
for which no subsequent data exists,
such item must be revalued by using
the weighted average percentage in-
crease or decrease with respect to all
reasonably comparable items in the
taxpayer’s inventory for the same year
or the earliest subsequent taxable year
for which sufficient data is available.

(2) Example. The provisions of this
paragraph (c)(2)(iv)(B) are illustrated
by the following example. The prin-
ciples set forth in this example are ap-
plicable both to production and resale
activities and the year of change in the
example is 1997. The example reads as
follows:

Example. Taxpayer A manufactures bolts
and uses the FIFO method to identify inven-
tories. Under A’s former method, A did not
capitalize all of the costs required to be cap-
italized under section 263A. A maintains in-
ventories of bolts, two types of which it no
longer produces. Bolt A was last produced in
1994. The revaluation of the costs of Bolt A
under this section for bolts produced in 1994
results in a 20 percent increase of the costs
of Bolt A. A portion of the inventory of Bolt
A, however, is attributable to 1993. A does
not have sufficient data for revaluation of
the 1993 cost for Bolt A. With respect to Bolt
A, A may apply the 20 percent increase de-
termined for 1994 to the 1993 production as an
acceptable estimate. Bolt B was last pro-
duced in 1992 and no data exists that would
allow revaluation of the inventory cost of
Bolt B. The inventories of all other bolts for
which information is available are attrib-
utable to 1994 and 1995. Revaluation of the
costs of these other bolts using available
data results in an average increase in inven-
tory costs of 15 percent for 1994 production.
With respect to Bolt B, the overall 15 percent

increase for A’s inventory for 1994 may be
used in revaluing the cost of Bolt B.

(C) Weighted average method for spe-
cific goods LIFO taxpayers—(1) In gen-
eral. This paragraph (c)(2)(iv)(C) sets
forth the mechanics of the weighted
average method as applicable to LIFO
taxpayers using the specific goods
method of valuing inventories. Under
the weighted average method, the in-
ventory layers with respect to an item
for which data is available are revalued
under this section and the increase or
decrease in amount for each layer is
expressed as a percentage of change
from the cost in the layer as originally
valued. A weighted average of the per-
centage of change for all layers for
each type of good is computed and ap-
plied to all earlier layers for each type
of good that lack sufficient data to
allow for revaluation. In the case of
earlier layers for which sufficient data
exists, such layers are to be revalued
using actual data. In cases where suffi-
cient data is not available to make a
weighted average estimate with respect
to a particular item of inventory, a
weighted average increase or decrease
is to be determined using all other in-
ventory items revalued by the taxpayer
in the same specific goods grouping.
This percentage increase or decrease is
then used to revalue the cost of the
item for which data is lacking. If the
taxpayer lacks sufficient data to re-
value any of the inventory items con-
tained in a specific goods grouping,
then the weighted average increase or
decrease of substantially similar items
(as determined by principles similar to
the rules applicable to dollar-value
LIFO taxpayers in § 1.472–8(b)(3)) must
be applied in the revaluation of the
items in such grouping. If insufficient
data exists with respect to all the
items in a specific goods grouping and
to all items that are substantially
similar (or such items do not exist),
then the weighted average for all reval-
ued items in the taxpayer’s inventory
must be applied in revaluing items for
which data is lacking.

(2) Example. The provisions of this
paragraph (c)(2)(iv)(C) are illustrated
by the following example. The prin-
ciples set forth in this example are ap-
plicable both to production and resale
activities and the year of change in the
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example is 1997. The example reads as
follows:

Example. (i) Taxpayer M is a manufacturer
that produces two different parts. Under M’s
former method, M did not capitalize all of

the costs required to be capitalized under
section 263A. Work-in-process inventory is
recorded in terms of equivalent units of fin-
ished goods. M’s records show the following
at the end of 1996 under the specific goods
LIFO inventory method:

LIFO Product and layer Number Cost Carrying
values

Product #1:
1993 ........................................................................................................... 150 $5.00 $750
1994 ........................................................................................................... 100 6.00 600
1995 ........................................................................................................... 100 6.50 650
1996 ........................................................................................................... 50 7.00 350

$2,350
Product #2:

1993 ........................................................................................................... 200 $4.00 $800
1994 ........................................................................................................... 200 4.50 900
1995 ........................................................................................................... 100 5.00 500
1996 ........................................................................................................... 100 6.00 600

2,800

Total carrying value of Products #1 and #2 under M’s former meth-
od ..................................................................................................... ........................ ........................ 5,150

(ii) M has sufficient data to revalue the
unit costs of Product #1 using its new meth-
od for 1994, 1995 and 1996. These costs are:
$7.00 in 1994, $7.75 in 1995, and $9.00 in 1996.
This data for Product #1 results in a weight-
ed average percentage change of 20.31 percent
((100×($7.00¥$6.00))+(100×($7.75¥$6.50))+(50×
($9.00¥$7.00)) divided by (100×$6.00)
+(100×$6.50) + (50×$7.00)]. M has sufficient
data to revalue the unit costs of Product #2
only in 1995 and 1996. These costs are: $6.00 in
1995 and $7.00 in 1996. This data for Product
#2 results in a weighted average percentage
change of 18.18 percent
[(100×($6.00¥$5.00))+(100×($7.00¥$6.00)) divided
by (100×$5.00)+(100×$6.00)].

(iii) M can estimate its revalued costs for
Product #1 for 1993 by applying the weighted
average increase computed for Product #1
(20.31 percent) to the unit costs originally
carried on M’s records for 1993 under M’s
former method. The estimated revalued unit
cost of Product #1 would be $6.02
($5.00×1.2031). M estimates its revalued costs
for Product #2 for 1993 and 1994 in a similar
fashion. M applies the weighted average in-
crease determined for Product #2 (18.18 per-
cent) to the unit costs of $4.00 and $4.50 for
1993 and 1994 respectively. The revalued unit
costs of Product #2 are $4.73 for 1993
($4.00×1.1818) and $5.32 for 1994 ($4.50×1.1818).

(iv) M’s inventory would be revalued as fol-
lows:

LIFO product and layer Number Cost Carrying
values

Product #1:
1993 ........................................................................................................... 150 $6.02 $903
1994 ........................................................................................................... 100 7.00 700
1995 ........................................................................................................... 100 7.75 775
1996 ........................................................................................................... 50 9.00 450

$2,828
Product #2:

1993 ........................................................................................................... 200 4.73 946
1994 ........................................................................................................... 200 5.32 1,064
1995 ........................................................................................................... 100 6.00 600
1996 ........................................................................................................... 100 7.00 700

3,310
Total value of Products #1 and #2 as revalued under M’s new

method ............................................................................................. ........................ ........................ 6,138

Total amount of adjustment required under section 481(a)
[$6,138¥$5,150] ............................................................................. ........................ ........................ 988
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(D) Adjustments to inventory costs from
prior years. For special rules applicable
when a revaluation using the weighted
average method includes costs not in-
curred in prior years, see paragraph
(c)(2)(v)(E) of this section.

(v) 3-year average method—(A) In gen-
eral. A taxpayer using the dollar-value
LIFO method of accounting for inven-
tories may revalue all existing LIFO
layers of a trade or business based on
the 3-year average method as provided
in this paragraph (c)(2)(v). The 3-year
average method is based on the average
percentage change (the 3-year revalu-
ation factor) in the current costs of in-
ventory for each LIFO pool based on
the three most recent taxable years for
which the taxpayer has sufficient infor-
mation (typically, the three most re-
cent taxable years of such trade or
business). The 3-year revaluation fac-
tor is applied to all layers for each pool
in beginning inventory in the year of
change. The 3-year average method is
available to any dollar-value taxpayer
that complies with the requirements of
this paragraph (c)(2)(v) regardless of
whether such taxpayer lacks sufficient
data to revalue its inventory costs
under the facts and circumstances re-
valuation method prescribed in para-
graph (c)(2)(iii) of this section. The 3-
year average method must be applied
with respect to all inventory in a tax-
payer’s trade or business. A taxpayer is
not permitted to apply the method for
the revaluation of some, but not all, in-
ventory costs on the basis of pools,
business units, or other measures of in-
ventory amounts that do not con-
stitute a separate trade or business.
Generally, a taxpayer revaluing its in-
ventory using the 3-year average meth-
od must establish a new base year. See,
paragraph (b)(2)(iii)(A)(2)(i) of this sec-
tion. However, a dollar-value LIFO tax-
payer using the 3-year average method
and either the simplified production
method or the simplified resale method
to revalue its inventory is permitted,
but not required, to establish a new
base year. See, paragraph
(b)(2)(iii)(A)(2)(ii) of this section. If a
taxpayer lacks sufficient information
to otherwise apply the 3-year average
method under this paragraph (c)(2)(v)
(for example, the taxpayer is unable to
revalue the costs of any of its LIFO

pools for three years due to a lack of
information), then the taxpayer must
use reasonable estimates and proce-
dures, as described in the facts and cir-
cumstances revaluation method under
paragraph (c)(2)(iii) of this section, to
whatever extent is necessary to allow
the taxpayer to apply the 3-year aver-
age method.

(B) Consecutive year requirement.
Under the 3-year average method, if
sufficient data is available to calculate
the revaluation factor for more than
three years, the taxpayer may use data
from such additional years in deter-
mining the average percentage in-
crease or decrease only if the addi-
tional years are consecutive to and
prior to the year of change. The re-
quirement under the preceding sen-
tence to use consecutive years is appli-
cable under this method regardless of
whether any inventory costs in begin-
ning inventory as of the year of change
are viewed as incurred in, or attrib-
utable to, those consecutive years
under the LIFO inventory method.
Thus, the requirement to use data from
consecutive years may result in using
information from a year in which no
LIFO increment occurred. For exam-
ple, if a taxpayer is changing its meth-
od of accounting in 1997 and has suffi-
cient data to revalue its inventory for
the years 1991 through 1996, the tax-
payer may calculate the revaluation
factor using all six years. If, however,
the taxpayer has sufficient data to re-
value its inventory for the years 1990
through 1992, and 1994 through 1996,
only the three years consecutive to the
year of change, that is, 1994 through
1996, may be used in determining the
revaluation factor. Similarly, for ex-
ample, a taxpayer with LIFO incre-
ments in 1995, 1993, and 1992 may not
calculate the revaluation factor based
on the data from those years alone, but
instead must use the data from con-
secutive years for which the taxpayer
has information.

(C) Example. The provisions of this
paragraph (c)(2)(v) are illustrated by
the following example. The principles
set forth in this example are applicable
both to production and resale activities
and the year of change in the example
is 1997. The example reads as follows:
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Example. (i) Taxpayer G, a calendar year
taxpayer, is a reseller that is required to
change its method of accounting under sec-
tion 263A. G will not use either the sim-
plified production method or the simplified
resale method. G adopted the dollar-value

LIFO inventory method in 1991, using a sin-
gle pool and the double extension method.
G’s beginning LIFO inventory as of January
1, 1997, computed using its former method,
for the year of change is as follows:

Base year
costs Index LIFO carrying

value

Base layer $14,000 1.00 $14,000
1991 layer .......................................................................................................... 4,000 1.20 4,800
1992 layer .......................................................................................................... 5,000 1.30 6,500
1993 layer .......................................................................................................... 2,000 1.35 2,700
1994 layer .......................................................................................................... 0 1.40 0
1995 layer .......................................................................................................... 4,000 1.50 6,000
1996 layer .......................................................................................................... 5,000 1.60 8,000

Total ........................................................................................................... 34,000 ........................ 42,000

(ii) G is able to recompute total
inventoriable costs incurred under its new

method for the three preceding taxable years
as follows:

Current cost
as recorded

(former
method)

Current cost
as adjusted

(new method)

Percentage
change

1994 ................................................................................................................... $35,000 $45,150 .29
1995 ................................................................................................................... 43,500 54,375 .25
1996 ................................................................................................................... 54,400 70,720 .30

Total ........................................................................................................... 132,900 170,245 .28

(iii) Applying the average revaluation fac-
tor of .28 to each layer, G’s inventory is re-
stated as follows:

Restated base
year costs Index Restated LIFO

carrying value

Base layer ......................................................................................................... $17,920 1.00 $17,920
1991 layer .......................................................................................................... 5,120 1.20 6,144
1992 layer .......................................................................................................... 6,400 1.30 8,320
1993 layer .......................................................................................................... 2,560 1.35 3,456
1994 layer .......................................................................................................... 0 1.40 0
1995 layer .......................................................................................................... 5,120 1.50 7,680
1996 layer .......................................................................................................... 6,400 1.60 10,240

Total ........................................................................................................... 43,520 ........................ 53,760

(iv) The adjustment required by section
481(a) is $11,760. This amount may be com-
puted by multiplying the average percentage
of .28 by the LIFO carrying value of G’s in-
ventory valued using its former method
($42,000). Alternatively, the adjustment re-
quired by section 481(a) may be computed by
the difference between—

(A) The revalued costs of the taxpayer’s in-
ventory under its new method ($53,760), and

(B) The costs of the taxpayer’s inventory
using its former method ($42,000).

(v) In addition, the inventory as of the first
day of the year of change (January 1, 1997)
becomes the new base year cost for purposes
of determining the LIFO index in future
years. See, paragraphs (b)(2)(iii)(A)(2)(i) and
(b)(2)(iii)(B) of this section. This requires
that layers in years prior to the base year be
restated in terms of the new base year index.
The current year cost of G’s inventory, as
adjusted, is $70,720. Such cost must be appor-
tioned to each layer in proportion to the re-
stated base year cost of that layer to total
restated base year costs ($43,520), as follows:
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Restated base
year costs Restated index Restated LIFO

carrying value

Old base layer ................................................................................................... $29,120 .615 $17,920
1991 layer .......................................................................................................... 8,320 .738 6,144
1992 layer .......................................................................................................... 10,400 .80 8,320
1993 layer .......................................................................................................... 4,160 .831 3,456
1994 layer .......................................................................................................... 0 ........................ 0
1995 layer .......................................................................................................... 8,320 .923 7,680
1996 layer .......................................................................................................... 10,400 .985 10,240

Total .................................................................................................... 70,720 ........................ 53,760

(D) Short taxable years. A short tax-
able year is treated as a full 12 months.

(E) Adjustments to inventory costs from
prior years—(1) General rule. (i) The use
of the revaluation factor, based on cur-
rent costs, to estimate the revaluation
of prior inventory layers under the 3-
year average method, as described in
paragraph (c)(2)(v) of this section, may
result in an allocation of costs that in-
clude amounts attributable to costs
not incurred during the year in which
the layer arose. To the extent a tax-
payer can demonstrate that costs that
contributed to the determination of
the revaluation factor could not have
affected a prior year, the revaluation
factor as applied to that year may be
adjusted under the restatement adjust-
ment procedure, as described in para-
graph (c)(2)(v)(F) of this section. The
determination that a cost could not
have affected a prior year must be
made by a taxpayer only upon showing
that the type of cost incurred during
the years used to calculate the revalu-
ation factor (revaluation years) was
not present during such prior year. An
item of cost will not be eligible for the
restatement adjustment procedure
simply because the cost varies in
amount from year to year or the same
type of cost is described or referred to
by a different name from year to year.
Thus, the restatement adjustment pro-
cedure allowed under paragraph
(c)(2)(v)(F) of this section is not avail-
able in a prior year with respect to a
particular cost if the same type of cost
was incurred both in the revaluation
years and in such prior year, although
the amount of such cost and the name
or description thereof may vary.

(ii) The provisions of this paragraph
(c)(2)(v)(E) are also applicable to tax-
payers using the weighted average
method in revaluing inventories under

paragraph (c)(2)(iv) of this section.
Thus, to the extent a taxpayer can
demonstrate that costs that contrib-
uted to the determination of the re-
statement of a particular year or item
could not have affected a prior year or
item, the taxpayer may adjust the re-
valuation of that prior year or item ac-
cordingly under the weighted average
method. All the requirements and defi-
nitions, however, applicable to the re-
statement adjustment procedure under
this paragraph (c)(2)(v)(E) fully apply
to a taxpayer using the weighted aver-
age method to revalue inventories.

(2) Examples of costs eligible for restate-
ment adjustment procedure. The provi-
sions of this paragraph (c)(2)(v)(E) are
illustrated by the following four exam-
ples. The principles set forth in these
examples are applicable both to pro-
duction and resale activities and the
year of change in the four examples is
1997. The examples read as follows:

Example 1. Taxpayer A is a reseller that in-
troduced a defined benefit pension plan in
1994, and made the plan available to per-
sonnel whose labor costs were (directly or in-
directly) properly allocable to resale activi-
ties. A determines the revaluation factor
based on data available for the years 1994
through 1996, for which the pension plan was
in existence. Based on these facts, the costs
of the pension plan in the revaluation years
are eligible for the restatement adjustment
procedure for years prior to 1994.

Example 2. Assume the same facts as in Ex-
ample 1, except that a defined contribution
plan was available, during prior years, to
personnel whose labor costs were properly al-
locable to resale activities. The defined con-
tribution plan was terminated before the in-
troduction of the defined benefit plan in 1994.
Based on these facts, the costs of the defined
benefit pension plan in the revaluation years
are not eligible for the restatement adjust-
ment procedure with respect to years for
which the defined contribution plan existed.

Example 3. Taxpayer C is a manufacturer
that established a security department in
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1995 to patrol and safeguard its production
and warehouse areas used in C’s trade or
business. Prior to 1995, C had not been re-
quired to utilize security personnel in its
trade or business; C established the security
department in 1995 in response to increasing
vandalism and theft at its plant locations.
Based on these facts, the costs of the secu-
rity department are eligible for the restate-
ment adjustment procedure for years prior
to 1995.

Example 4. Taxpayer D is a reseller that es-
tablished a payroll department in 1995 to
process the company’s weekly payroll. In the
years 1991 through 1994, D engaged the serv-
ices of an outside vendor to process the com-
pany’s payroll. Prior to 1991, D’s payroll
processing was done by D’s accounting de-
partment, which was responsible for payroll
processing as well as for other accounting
functions. Based on these facts, the costs of
the payroll department are not eligible for
the restatement adjustment procedure. D
was incurring the same type of costs in ear-
lier years as D was incurring in the payroll
department in 1995 and subsequent years, al-
though these costs were designated by a dif-
ferent name or description.

(F) Restatement adjustment procedure—
(1) In general. (i) This paragraph
(c)(2)(v)(F) provides a restatement ad-
justment procedure whereunder a tax-
payer may adjust the restatement of
inventory costs in prior taxable years
in order to produce a different restated
value than the value that would other-
wise occur through application of the
revaluation factor to such prior tax-
able years.

(ii) Under the restatement adjust-
ment procedure as applied to a par-
ticular prior year, a taxpayer must de-
termine the particular items of cost
that are eligible for the restatement
adjustment with respect to such prior
year. The taxpayer must then recom-
pute, using reasonable estimates and
procedures, the total inventoriable
costs that would have been incurred for
each revaluation year under the tax-
payer’s former method and the tax-
payer’s new method by making appro-
priate adjustments in the data for such
revaluation year to reflect the par-
ticular costs eligible for adjustment.

(iii) The taxpayer must then compute
the total percentage change with re-
spect to each revaluation year, using
the revised estimates of total
inventoriable costs for such year as de-
scribed in paragraph (c)(2)(v)(F)(1)(ii) of
this section. The percentage change

must be determined by calculating the
ratio of the revised total of the
inventoriable costs for such revalu-
ation year under the taxpayer’s new
method to the revised total of the
inventoriable costs for such revalu-
ation year under the taxpayer’s former
method.

(iv) An average of the resulting per-
centage change for all revaluation
years is then calculated, and the re-
sulting average is applied to the prior
year in issue.

(2) Examples of restatement adjustment
procedure. The provisions of this para-
graph (c)(2)(v)(F) are illustrated by the
following two examples. The principles
set forth in these examples are applica-
ble both to production and resale ac-
tivities and the year of change in the
two examples is 1997. The examples
read as follows:

Example 1. Taxpayer A is a reseller that is
eligible to make a restatement adjustment
by reason of the costs of a defined benefit
pension plan that was introduced in 1994,
during the revaluation period. The revalu-
ation factor, before adjustment of data to re-
flect the pension costs, is as provided in the
example in paragraph (c)(2)(v)(C) of this sec-
tion. Thus, for example, with respect to the
year 1994, the total inventoriable costs under
A’s former method is $35,000, the total
inventoriable costs under A’s new method is
$45,150, and the percentage change is .29.
Under the method of accounting used by A
during 1994 (the former method), none of the
pension costs were included as inventoriable
costs. Thus, under the restatement adjust-
ment procedure, the total inventoriable cost
under A’s former method would remain at
$35,000 if the pension plan had not been in ex-
istence. Similarly, A determines that the
total inventoriable costs for 1994 under A’s
new method, if the pension plan had not been
in existence, would have been $42,000. The re-
statement adjustment for 1994 determined
under this paragraph (c)(2)(v)(F) would then
be equal to .20 ([$42,000–$35,000]/$35,000). A
would make similar calculations with re-
spect to 1995 and 1996. The average of such
amounts for each of the three years in the
revaluation period would then be determined
as in the example in paragraph (c)(2)(v)(C) of
this section. Such average would be used to
revalue cost layers for years for which the
pension plan was not in existence. Such re-
valued layers would then be viewed as re-
stated in compliance with the requirements
of this paragraph. With respect to cost layers
incurred during years for which the pension
plan was in existence, no adjustment of the
revaluation factor would occur.
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Example 2. Assume the same facts as in Ex-
ample 1, except that a portion of the pension
costs were included as inventoriable costs
under the method used by A during 1994 (the
former method). Under the restatement ad-
justment procedure, A determines that the
total inventoriable costs for 1994 under the
former method, if the pension plan had not
been in existence, would have been $34,000.
Similarly, A determines that the total
inventoriable costs for 1994 under A’s new
method, if the pension plan had not been in
existence, would have been $42,000. The re-
statement adjustment for 1994 determined
under this paragraph (c)(2)(v)(F) would then
be equal to .24 ([$42,000–$34,000]/$34,000). A
would make similar calculations with re-
spect to 1995 and 1996. The average of such
amounts for each of the three years in the
revaluation period would then be determined
as in the example in paragraph (c)(2)(v)(C) of
this section. Such average would be used to
revalue cost layers for years for which the
pension plan was not in existence.

(3) Intercompany items—(i) Revaluing
intercompany transactions. Pursuant to
any change in method of accounting
for costs subject to section 263A, tax-
payers are required to revalue the
amount of any intercompany item re-
sulting from the sale or exchange of in-
ventory property in an intercompany
transaction to an amount equal to the
intercompany item that would have re-
sulted, had the cost of goods sold for
that inventory property been deter-
mined under the taxpayer’s new meth-
od. The requirement of the preceding
sentence applies with respect to both
inventory produced by a taxpayer and
inventory acquired by the taxpayer for
resale. In addition, the requirements of
this paragraph (c)(3) apply only to any
intercompany item of the taxpayer as
of the beginning of the year of change
in method of accounting. See § 1.1502–
13(b)(2)(ii). A taxpayer must revalue
the amount of any intercompany item
only if the inventory property sold in
the intercompany transaction is held
as inventory by a buying member as of
the date the taxpayer changes its
method of accounting under section
263A. Corresponding changes to the ad-
justment required under section 481(a)
must be made with respect to any ad-
justment of the intercompany item re-
quired under this paragraph (c)(3).
Moreover, the requirements of this
paragraph (c)(3) apply regardless of
whether the taxpayer has any items in

beginning inventory as of the year of
change in method of accounting. See
§ 1.1502–13 for the definition of inter-
company transaction.

(ii) Example. The provisions of this
paragraph (c)(3) are illustrated by the
following example. The principles set
forth in this example are applicable
both to production and resale activities
and the year of change in the example
is 1997. The example reads as follows:

Example. (i) Assume that S, a member of a
consolidated group filing its federal income
tax return on a calendar year, manufactures
and sells inventory property to B, a member
of the same consolidated group, in 1996. The
sale between S and B is an intercompany
transaction as defined under § 1.1502–13(b)(1).
The gain from the intercompany transaction
is an intercompany item to S under § 1.1502–
13(b)(2). As of the beginning of the year of
change in method of accounting (January 1,
1997), the inventory property is still held by
B based on the particular inventory method
of accounting used by B for federal income
tax purposes (for example, the LIFO or FIFO
inventory method). The property was sold by
S to B in 1996 for $150; the cost of goods sold
with respect to the property under the meth-
od in effect at the time the inventory was
produced was $100, resulting in an intercom-
pany item of $50 to S under § 1.1502–13. As of
January 1, 1997, S still has an intercompany
item of $50.

(ii) S is required to revalue the amount of
its intercompany item to an amount equal to
what the intercompany item would have
been had the cost of goods sold for that in-
ventory property been determined under S’s
new method. Assume that the cost of the in-
ventory under this method would have been
$110, had the method applied to S’s manufac-
ture of the property in 1996. Thus, S is re-
quired to revalue the amount of its inter-
company item to $40 (that is, $150 less $110),
necessitating a negative adjustment to the
intercompany item of $10. Moreover, S is re-
quired to increase its adjustment under sec-
tion 481(a) by $10 in order to prevent the
omission of such amount by virtue of the de-
crease in the intercompany item.

(iii) Availability of revaluation meth-
ods. In revaluing the amount of any
intercompany item resulting from the
sale or exchange of inventory property
in an intercompany transaction to an
amount equal to the intercompany
item that would have resulted had the
cost of goods sold for that inventory
property been determined under the
taxpayer’s new method, a taxpayer
may use the other methods and proce-
dures otherwise properly available to
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that particular taxpayer in revaluing
inventory under section 263A and the
regulations thereunder, including, if
appropriate, the various simplified
methods provided in section 263A and
the regulations thereunder and the var-
ious procedures described in this para-
graph (c).

(4) Anti-abuse rule—(i) In general. Sec-
tion 263A(i)(1) provides that the Sec-
retary shall prescribe such regulations
as may be necessary or appropriate to
carry out the purposes of section 263A,
including regulations to prevent the
use of related parties, pass-thru enti-
ties, or intermediaries to avoid the ap-
plication of section 263A and the regu-
lations thereunder. One way in which
the application of section 263A and the
regulations thereunder would be other-
wise avoided is through the use of enti-
ties described in the preceding sen-
tence in such a manner as to effec-
tively avoid the necessity to restate
beginning inventory balances under the
change in method of accounting re-
quired or permitted under section 263A
and the regulations thereunder.

(ii) Deemed avoidance of this section—
(A) Scope. For purposes of this para-
graph (c), the avoidance of the applica-
tion of section 263A and the regulations
thereunder will be deemed to occur if a
taxpayer using the LIFO method of ac-
counting for inventories, transfers in-
ventory property to a related corpora-
tion in a transaction described in sec-
tion 351, and such transfer occurs:

(1) On or before the beginning of the
transferor’s taxable year beginning in
1987; and

(2) After September 18, 1986.
(B) General rule. Any transaction de-

scribed in paragraph (c)(4)(ii)(A) of this
section will be treated in the following
manner:

(1) Notwithstanding any provision to
the contrary (for example, section 381),
the transferee corporation is required
to revalue the inventories acquired
from the transferor under the provi-
sions of this paragraph (c) relating to
the change in method of accounting
and the adjustment required by section
481(a), as if the inventories had never
been transferred and were still in the
hands of the transferor; and

(2) Absent an election as described in
paragraph (c)(4)(iii) of this section, the

transferee must account for the inven-
tories acquired from the transferor by
treating such inventories as if they
were contained in the transferee’s
LIFO layer(s).

(iii) Election to use transferor’s LIFO
layers. If a transferee described in para-
graph (c)(4)(ii) of this section so elects,
the transferee may account for the in-
ventories acquired from the transferor
by allocating such inventories to LIFO
layers corresponding to the layers to
which such properties were properly al-
located by the transferor, prior to their
transfer. The transferee must account
for such inventories for all subsequent
periods with reference to such layers to
which the LIFO costs were allocated.
Any such election is to be made on a
statement attached to the timely filed
federal income tax return of the trans-
feree for the first taxable year for
which section 263A and the regulations
thereunder applies to the transferee.

(iv) Tax avoidance intent not required.
The provisions of paragraph (c)(4)(ii) of
this section will apply to any trans-
action described therein, without re-
gard to whether such transaction was
consummated with an intention to
avoid federal income taxes.

(v) Related corporation. For purposes
of this paragraph (c)(4), a taxpayer is
related to a corporation if—

(A) the relationship between such
persons is described in section 267(b)(1),
or

(B) such persons are engaged in
trades or businesses under common
control (within the meaning of para-
graphs (a) and (b) of section 52).

(d) Non-inventory property—(1) Need
for adjustments. A taxpayer that
changes its method of accounting for
costs subject to section 263A with re-
spect to non-inventory property must
revalue the non-inventory property on
hand at the beginning of the year of
change as set forth in paragraph (d)(2)
of this section, and compute an adjust-
ment under section 481(a). The adjust-
ment under section 481(a) will equal
the difference between the adjusted
basis of the property as revalued using
the taxpayer’s new method and the ad-
justed basis of the property as origi-
nally valued using the taxpayer’s
former method.
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(2) Revaluing property. A taxpayer
must revalue its non-inventory prop-
erty as of the beginning of the year of
change in method of accounting. The
facts and circumstances revaluation
method of paragraph (c)(2)(iii) of this
section must be used to revalue this
property. In revaluing non-inventory
property, however, the only additional
section 263A costs that must be taken
into account are those additional sec-
tion 263A costs incurred after the later
of December 31, 1986, or the date the
taxpayer first becomes subject to sec-
tion 263A, in taxable years ending after
that date. See § 1.263A–1(d)(3) for the
definition of additional section 263A
costs.

[T.D. 8728, 62 FR 42054, Aug. 5, 1997]

§ 1.263A–8 Requirement to capitalize
interest.

(a) In general—(1) General rule. Cap-
italization of interest under the avoid-
ed cost method described in § 1.263A–9 is
required with respect to the production
of designated property described in
paragraph (b) of this section.

(2) Treatment of interest required to be
capitalized. In general, interest that is
capitalized under this section is treat-
ed as a cost of the designated property
and is recovered in accordance with
§ 1.263A–1(c)(4). Interest capitalized by
reason of assets used to produce des-
ignated property (within the meaning
of § 1.263A–11(d)) is added to the basis of
the designated property rather than
the bases of the assets used to produce
the designated property. Interest cap-
italized with respect to designated
property that includes both compo-
nents subject to an allowance for de-
preciation or depletion and compo-
nents not subject to an allowance for
depreciation or depletion is ratably al-
located among, and is treated as a cost
of, components that are subject to an
allowance for depreciation or deple-
tion.

(3) Methods of accounting under section
263A(f). Except as otherwise provided,
methods of accounting and other com-
putations under §§ 1.263A–8 through
1.263A–15 are applied on a taxpayer, as
opposed to a separate and distinct
trade or business, basis.

(4) Special definitions—(i) Related per-
son. Except as otherwise provided, for

purposes of §§ 1.263A–8 through 1.263A–
15, a person is related to a taxpayer if
their relationship is described in sec-
tion 267(b) or 707(b).

(ii) Placed in service. For purposes of
§§ 1.263A–8 through 1.263A–15, placed in
service has the same meaning as set
forth in § 1.46–3(d).

(b) Designated property—(1) In general.
Except as provided in paragraphs (b)(3)
and (b)(4) of this section, designated
property means any property that is
produced and that is either:

(i) Real property; or
(ii) Tangible personal property (as

defined in § 1.263A–2(a)(2)) which meets
any of the following criteria:

(A) Property with a class life of 20
years or more under section 168 (long-
lived property), but only if the prop-
erty is not property described in sec-
tion 1221(l) in the hands of the taxpayer
or a related person,

(B) Property with an estimated pro-
duction period (as defined in § 1.263A–
12) exceeding 2 years (2-year property),
or

(C) Property with an estimated pro-
duction period exceeding 1 year and an
estimated cost of production exceeding
$1,000,000 (1-year property).

(2) Special rules—(i) Application of
thresholds. The thresholds described in
paragraphs (b)(l)(ii)(A), (B), and (C) of
this section are applied separately for
each unit of property (as defined in
§ 1.263A–10).

(ii) Relevant activities and costs. For
purposes of determining whether prop-
erty is designated property, all activi-
ties and costs are taken into account if
they are performed or incurred by, or
for, the taxpayer or any related per-
sons and they directly benefit or are
incurred by reason of the production of
the property.

(iii) Production period and cost of pro-
duction. For purposes of applying the
classification thresholds under para-
graphs (b)(l)(ii) (B) and (C) of this sec-
tion to a unit of property, the taxpayer
is required, at the beginning of the pro-
duction period, to reasonably estimate
the production period and the total
cost of production for the unit of prop-
erty. The taxpayer must maintain con-
temporaneous written records sup-
porting the estimates and classifica-
tion. If the estimates are reasonable
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based on the facts in existence at the
beginning of the production period, the
taxpayer’s classification of the prop-
erty is not modified in subsequent peri-
ods, even if the actual length of the
production period or the actual cost of
production differs from the estimates.
To be considered reasonable, estimates
of the production period and the total
cost of production must include antici-
pated expense and time for delay, re-
work, change orders, and techno-
logical, design or other problems. To
the extent that several distinct activi-
ties related to the production of the
property are expected to occur simulta-
neously, the period during which these
distinct activities occur is not counted
more than once. The bases of assets
used to produce a unit of property
(within the meaning of § 1.263A–11(d))
and any interest that would be re-
quired to be capitalized if a unit of
property were designated property are
disregarded in making estimates of the
total cost of production for purposes of
this paragraph (b)(2)(iii).

(3) Excluded property. Designated
property does not include:

(i) Timber and evergreen trees that
are more than 6 years old when severed
from the roots, or

(ii) Property produced by the tax-
payer for use by the taxpayer other
than in a trade or business or an activ-
ity conducted for profit.

(4) De minimis rule—(i) In general. Des-
ignated property does not include prop-
erty for which—

(A) The production period does not
exceed 90 days; and

(B) The total production expendi-
tures do not exceed $1,000,000 divided by
the number of days in the production
period.

(ii) Determination of total production
expenditures. For purposes of deter-
mining whether the condition of para-
graph (b)(4)(i)(B) of this section is met
with respect to property, the cost of
land, the adjusted basis of property
used to produce property, and interest
that would be capitalized with respect
to property if it were designated prop-
erty are excluded from total produc-
tion expenditures.

(c) Definition of real property—(1) In
general. Real property includes land,
unsevered natural products of land,

buildings, and inherently permanent
structures. Any interest in real prop-
erty of a type described in this para-
graph (c), including fee ownership, co-
ownership, a leasehold, an option, or a
similar interest is real property under
this section. Real property includes the
structural components of both build-
ings and inherently permanent struc-
tures, such as walls, partitions, doors,
wiring, plumbing, central air condi-
tioning and heating systems, pipes and
ducts, elevators and escalators, and
other similar property. Tenant im-
provements to a building that are in-
herently permanent or otherwise clas-
sified as real property within the
meaning of this paragraph (c)(1) are
real property under this section. How-
ever, property produced for sale that is
not real property in the hands of the
taxpayer or a related person, but that
may be incorporated into real property
by an unrelated buyer, is not treated as
real property by the producing tax-
payer (e.g., bricks, nails, paint, and
windowpanes).

(2) Unsevered natural products of land.
Unsevered natural products of land in-
clude growing crops and plants, mines,
wells, and other natural deposits.
Growing crops and plants, however, are
real property only if the preproductive
period of the crop or plant exceeds 2
years.

(3) Inherently permanent structures. In-
herently permanent structures include
property that is affixed to real prop-
erty and that will ordinarily remain af-
fixed for an indefinite period of time,
such as swimming pools, roads, bridges,
tunnels, paved parking areas and other
pavements, special foundations,
wharves and docks, fences, inherently
permanent advertising displays, inher-
ently permanent outdoor lighting fa-
cilities, railroad tracks and signals,
telephone poles, power generation and
transmission facilities, permanently
installed telecommunications cables,
broadcasting towers, oil and gas pipe-
lines, derricks and storage equipment,
grain storage bins and silos. For pur-
poses of this section, affixation to real
property may be accomplished by
weight alone. Property may constitute
an inherently permanent structure
even though it is not classified as a
building for purposes of former section
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48(a)(1)(B) and § 1.48–1. Any property
not othewise described in this para-
graph (c)(3) that constitutes other tan-
gible property under the principles of
former section 48(a)(1)(B) and § 1.48–1(d)
is treated for the purposes of this sec-
tion as an inherently permanent struc-
ture.

(4) Machinery—(i) Treatment. A struc-
ture that is property in the nature of
machinery or is essentially an item of
machinery or equipment is not an in-
herently permanent structure and is
not real property. In the case, however,
of a building or inherently permanent
structure that includes property in the
nature of machinery as a structural
component, the property in the nature
of machinery is real property.

(ii) Certain factors not determinative. A
structure may be an inherently perma-
nent structure, and not property in the
nature of machinery or essentially an
item of machinery, even if the struc-
ture is necessary to operate or use,
supports, or is otherwise associated
with, machinery.

(d) Production—(1) Definition of
produce. Produce is defined as provided
in section 263A(g) and § 1.263A–2(a)(1)(i).

(2) Property produced under a con-
tract—(i) Customer. A taxpayer is treat-
ed as producing any property that is
produced for the taxpayer (the cus-
tomer) by another party (the con-
tractor) under a contract with the tax-
payer or an intermediary. Property
produced under a contract is des-
ignated property to the customer if it
is real property or tangible personal
property that satisfies the classifica-
tion thresholds described in paragraph
(b)(1)(ii) of this section. If property
produced under a contract will become
part of a unit of designated property
produced by the customer in the cus-
tomer’s hands, the property produced
under the contract is designated prop-
erty to the customer.

(ii) Contractor. Property produced
under a contract is designated property
to the contractor if it is real property,
2-year property, or 1-year property and
the property produced under the con-
tract is not excluded by reason of para-
graph (d)(2)(v) of this section.

(iii) Definition of a contract. For pur-
poses of this paragraph (d)(2), contract

has the same meaning as under
§ 1.263A–2(a)(1)(ii)(B)(2).

(iv) Determination of whether thresh-
olds are satisfied. In the case of tangible
personal property produced under a
contract, the customer and the con-
tractor each determine under this
paragraph (d)(2), whether the property
satisfies the classification thresholds
described in paragraph (b)(1)(ii) of this
section. Thus, tangible personal prop-
erty may be designated property with
respect to either, or both, the customer
and the contractor. The provisions of
paragraph (b)(2)(iii) of this section are
modified as set forth in this paragraph
(d)(2)(iv) for purposes of determining
whether tangible personal property
produced under a contract is 2-year
property or 1-year property.

(A) Customer. In determining a cus-
tomer’s estimated cost of production,
the customer takes into account costs
and payments that are reasonably ex-
pected to be incurred by the customer,
but does not take into account costs
incurred (or to be incurred) by an unre-
lated contractor. In determining the
customer’s estimated length of the pro-
duction period, the production period is
treated as beginning on the earlier of
the date the contract is executed or the
date that the customer’s accumulated
production expenditures for the unit
are at least 5 percent of the customer’s
total estimated production expendi-
tures for the unit. The customer, how-
ever, may elect to treat the production
period as beginning on the date the
sum of the accumulated production ex-
penditures of the contractor (or con-
tractors if more than one contractor is
producing components for the unit of
property) and of the customer are at
least 5 percent of the customer’s esti-
mated production expenditures for the
unit.

(B) Contractor. In determining a con-
tractor’s estimated cost of production,
the contractor takes into account only
the costs that are reasonably expected
to be incurred by the contractor, with-
out any reduction for payments from
the customer. In determining the con-
tractor’s estimated length of the pro-
duction period, the production period is
treated as beginning on the date the
contractor’s accumulated production
expenditures (without any reduction
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for payments from the customer) are at
least 5 percent of the contractor’s total
estimated accumulated production ex-
penditures.

(v) Exclusion for property subject to
long-term contract rules. Property de-
scribed in paragraph (b) of this section
is designated property with respect to
a contractor only if—

(A) The contract is not a long-term
contract (within the meaning of sec-
tion 460(f)); or

(B) The contract is a home construc-
tion contract (within the meaning of
section 460(e)(6)(A)) with respect to
which the requirements of section
460(e)(1)(B) (i) and (ii) are not met.

(3) Improvements to existing property—
(i) In general. Any improvement to
property described in § 1.263(a)–1(b) con-
stitutes the production of property.
Generally, any improvement to des-
ignated property constitutes the pro-
duction of designated property. An im-
provement is not treated as the produc-
tion of designated property, however, if
the de minimis exception described in
paragraph (b)(4) of this section applies
to the improvement. In addition, para-
graph (d)(3)(iii) of this section provides
an exception for certain improvements
to tangible personal property. Inci-
dental maintenance and repairs are not
treated as improvements under this
paragraph (d)(3). See § 1.162–4.

(ii) Real property. The rehabilitation
or preservation of a standing building,
the clearing of raw land prior to sale,
and the drilling of an oil well are ac-
tivities constituting improvements to
real property and, therefore, the pro-
duction of designated property. Simi-
larly, the demolition of a standing
building generally constitutes an activ-
ity that is an improvement to real
property and, therefore, the production
of designated property. See the excep-
tions, however, in paragraphs (b)(3) and
(b)(4) of this section.

(iii) Tangible personal property. If the
taxpayer has treated a unit of tangible
personal property as designated prop-
erty under this section, an improve-
ment to such property constitutes the
production of designated property re-
gardless of the remaining useful life of
the improved property (or the improve-
ment) and, except as provided in para-
graph (b)(4) of this section, regardless

of the estimated length of the produc-
tion period or the estimated cost of the
improvement. If the taxpayer has not
treated a unit of tangible personal
property as designated property under
this section, an improvement to such
property constitutes the production of
designated property only if the im-
provement independently meets the
classification thresholds described in
paragraph (b)(1)(ii) of this section.

[T.D. 8584, 59 FR 67198, Dec. 29, 1994; 60 FR
16574, Mar. 31, 1995]

§ 1.263A–9 The avoided cost method.

(a) In general—(1) Description. The
avoided cost method described in this
section must be used to calculate the
amount of interest required to be cap-
italized under section 263A(f). Gen-
erally, any interest that the taxpayer
theoretically would have avoided if ac-
cumulated production expenditures (as
defined in § 1.263A–11) had been used to
repay or reduce the taxpayer’s out-
standing debt must be capitalized
under the avoided cost method. The ap-
plication of the avoided cost method
does not depend on whether the tax-
payer actually would have used the
amounts expended for production to
repay or reduce debt. Instead, the
avoided cost method is based on the as-
sumption that debt of the taxpayer
would have been repaid or reduced
without regard to the taxpayer’s sub-
jective intentions or to restrictions (in-
cluding legal, regulatory, contractual,
or other restrictions) against repay-
ment or use of the debt proceeds.

(2) Overview—(i) In general. For each
unit of designated property (within the
meaning of § 1.263A–8(b)), the avoided
cost method requires the capitalization
of—

(A) The traced debt amount under
paragraph (b) of this section, and

(B) The excess expenditure amount
under paragraph (c) of this section.

(ii) Rules that apply in determining
amounts. The traced debt and excess ex-
penditure amounts are determined for
each taxable year or shorter computa-
tion period that includes the produc-
tion period (as defined in § 1.263A–12) of
a unit of designated property. Para-
graph (d) of this section provides an
election not to trace debt to specific
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units of designated property. Para-
graph (f) of this section provides rules
for selecting the computation period,
for calculating averages, and for deter-
mining measurement dates within the
computation period. Special rules are
in paragraph (g) of this section.

(3) Definitions of interest and incurred.
Except as provided in the case of cer-
tain expenses that are treated as a sub-
stitute for interest under paragraphs
(c)(2)(iii) and (g)(2)(iv) of this section,
interest refers to all amounts that are
characterized as interest expense under
any provision of the Code, including,
for example, sections 482, 483, 1272, 1274,
and 7872. Incurred refers to the amount
of interest that is properly accruable
during the period of time in question
determined by taking into account the
loan agreement and any applicable pro-
visions of the Internal Revenue laws
and regulations such as section 163,
§ 1.446–2, and sections 1271 through 1275.

(4) Definition of eligible debt. Except as
provided in this paragraph (a)(4), eligi-
ble debt includes all outstanding debt
(as evidenced by a contract, bond, de-
benture, note, certificate, or other evi-
dence of indebtedness). Eligible debt
does not include—

(i) Debt (or the portion thereof) bear-
ing interest that is disallowed under a
provision described in § 1.163–
8T(m)(7)(ii);

(ii) Debt, such as accounts payable
and other accrued items, that bears no
interest, except to the extent that such
debt is traced debt (as defined in para-
graph (b)(2) of this section);

(iii) Debt that is borrowed directly or
indirectly from a person related to the
taxpayer and that bears a rate of inter-
est that is less than the applicable Fed-
eral rate in effect under section 1274(d)
on the date of issuance;

(iv) Debt (or the portion thereof)
bearing personal interest within the
meaning of section 163(h)(2);

(v) Debt (or the portion thereof) bear-
ing qualified residence interest within
the meaning of section 163(h)(3);

(vi) Debt incurred by an organization
that is exempt from Federal income
tax under section 501(a), except to the
extent interest on such debt is directly
attributable to an unrelated trade or
business of the organization within the
meaning of section 512;

(vii) Reserves, deferred tax liabil-
ities, and similar items that are not
treated as debt for Federal income tax
purposes, regardless of the extent to
which the taxpayer’s applicable finan-
cial accounting or other regulatory re-
porting principles require or support
treating these items as debt; and

(viii) Federal, State, and local in-
come tax liabilities, deferred tax liabil-
ities under section 453A, and hypo-
thetical tax liabilities under the look-
back method of section 460(b) or simi-
lar provisions.

(b) Traced debt amount—(1) General
rule. Interest must be capitalized with
respect to a unit of designated property
in an amount (the traced debt amount)
equal to the total interest incurred on
the traced debt during each measure-
ment period (as defined in paragraph
(f)(2)(ii) of this section) that ends on a
measurement date described in para-
graph (f)(2)(iii) of this section. See the
example in paragraph (b)(3) of this sec-
tion. If any interest incurred on the
traced debt is not taken into account
for the taxable year that includes the
measurement period because of a defer-
ral provision, see paragraph (g)(2) of
this section for the time and manner
for capitalizing and recovering that
amount. This paragraph (b)(1) does not
apply if the taxpayer elects under para-
graph (d) of this section not to trace
debt.

(2) Identification and definition of
traced debt. On each measurement date
described in paragraph (f)(2)(iii) of this
section, the taxpayer must identify
debt that is traced debt with respect to
a unit of designated property. On each
such date, traced debt with respect to a
unit of designated property is the out-
standing eligible debt (as defined in
paragraph (a)(4) of this section) that is
allocated, on that date, to accumulated
production expenditures with respect
to the unit of designated property
under the rules of § 1.163–8T. Traced
debt also includes unpaid interest that
has been capitalized with respect to
such unit under paragraph (b)(1) of this
section and that is included in accumu-
lated production expenditures on the
measurement date.

(3) Example. The provisions of para-
graphs (b)(1) and (b)(2) of this section
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are illustrated by the following exam-
ple.

Example. Corporation X, a calendar year
taxpayer, is engaged in the production of a
single unit of designated property during
1995 (unit A). Corporation X adopts a taxable
year computation period and quarterly
measurement dates. Production of unit A
starts on January 14, 1995, and ends on June
16, 1995. On March 31, 1995 and on June 30,
1995, Corporation X has outstanding a
$1,000,000 loan that is allocated under the
rules of § 1.163–8T to production expenditures
with respect to unit A. During the period
January 1, 1995, through June 30, 1995, Cor-
poration X incurs $50,000 of interest related
to the loan. Under paragraph (b)(1) of this
section, the $50,000 of interest Corporation X
incurs on the loan during the period January
1, 1995, through June 30, 1995, must be cap-
italized with respect to unit A.

(c) Excess expenditure amount—(1)
General rule. If there are accumulated
production expenditures in excess of
traced debt with respect to a unit of
designated property on any measure-
ment date described in paragraph
(f)(2)(iii) of this section, the taxpayer
must, for the computation period that
includes the measurement date, cap-
italize with respect to this unit the ex-
cess expenditure amount calculated
under this paragraph (c)(1). However, if
the sum of the excess expenditure
amounts for all units of designated
property of a taxpayer exceeds the
total interest described in paragraph
(c)(2) of this section, only a prorata
amount (as determined under para-
graph (c)(7) of this section) of such in-
terest must be capitalized with respect
to each unit. For each unit of des-
ignated property, the excess expendi-
ture amount for a computation period
equals the product of—

(i) The average excess expenditures
(as determined under paragraph
(c)(5)(ii) of this section) for the unit of
designated property for that period,
and

(ii) The weighted average interest
rate (as determined under paragraph
(c)(5)(iii) of this section) for that pe-
riod.

(2) Interest required to be capitalized.
With respect to an excess expenditure
amount, interest incurred during the
computation period is capitalized from
the following sources and in the fol-
lowing sequence but not in excess of

the excess expenditure amount for all
units of designated property:

(i) Interest incurred on nontraced
debt (as defined in paragraph (c)(5)(i) of
this section);

(ii) Interest incurred on borrowings
described in paragraph (a)(4)(iii) of this
section (relating to certain borrowings
from related persons); and

(iii) In the case of a partnership,
guaranteed payments for the use of
capital (within the meaning of section
707(c)) that would be deductible by the
partnership if section 263A(f) did not
apply.

(3) Example. The provisions of para-
graph (c)(1) and (2) of this section are
illustrated by the following example.

Example. (i) P, a partnership owned equally
by Corporation A and Individual B, is en-
gaged in the construction of an office build-
ing during 1995. Average excess expenditures
for the office building for 1995 are $2,000,000.
When P was formed, A and B agreed that A
would be entitled to an annual guaranteed
payment of $70,000 in exchange for A’s cap-
ital contribution. The only borrowing of P,
A, and B for 1995 is a loan to P from an unre-
lated lender of $1,000,000 (loan #1). The loan is
nontraced debt and bears interest at an an-
nual rate of 10 percent. Thus, P’s weighted
average interest rate (determined under
paragraph (c)(5)(iii) of this section) is 10 per-
cent and interest incurred during 1995 is
$100,000.

(ii) In accordance with paragraph (c)(1) of
this section, the excess expenditure amount
is $200,000 ($2,000,000 × 10%). The interest cap-
italized under paragraph (c)(2) of this section
is $170,000 ($100,000 of interest plus $70,000 of
guaranteed payments).

(4) Treatment of interest subject to a de-
ferral provision. If any interest de-
scribed in paragraph (c)(2) of this sec-
tion is not taken into account for the
taxable year that includes the com-
putation period because of a deferral
provision described in paragraph
(g)(1)(ii) of this section, paragraph
(c)(2) of this section is first applied
without regard to the amount of the
deferred interest. After applying para-
graph (c)(2) without regard to the de-
ferred interest, if the amount of inter-
est capitalized with respect to all units
of designated property for the com-
putation period is less than the amount
that would have been capitalized if a
deferral provision did not apply, see
paragraph (g)(2) of this section for the
time and manner for capitalizing and
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recovering the difference (the shortfall
amount).

(5) Definitions—(i) Nontraced debt—(A)
Defined. Nontraced debt means all eligi-
ble debt on a measurement date other
than any debt that is treated as traced
debt with respect to any unit of des-
ignated property on that measurement
date. For example, nontraced debt in-
cludes eligible debt that is allocated to
expenditures that are not capitalized
under section 263A(a) (e.g., expendi-
tures deductible under section 174(a) or
263(c)). Similarly, even if eligible debt
is allocated to a production expendi-
ture for a unit of designated property,
the debt is included in nontraced debt
on measurement dates before the first
or after the last measurement date for
that unit of designated property. Thus,
nontraced debt may include debt that
was previously treated as traced debt
or that will be treated as traced debt
on a future measurement date.

(B) Example. The provisions of para-
graph (c)(5)(i)(A) of this section are il-
lustrated by the following example.

Example. In 1995, Corporation X begins, but
does not complete, the construction of two
office buildings that are separate units of
designated property as defined in § 1.263A–10
(Property D and Property E). At the begin-
ning of 1995, X borrows $2,500,000 (the
$2,500,000 loan), which will be used exclu-
sively to finance production expenditures for
Property D. Although interest is paid cur-
rently, the entire principal amount of the
loan remains outstanding at the end of 1995.
Corporation X also has outstanding during
all of 1995 a long-term loan with a principal
amount of $2,000,000 (the $2,000,000 loan). The
proceeds of the $2,000,000 loan were used ex-
clusively to finance the production of Prop-
erty C, a unit of designated property that
was completed in 1994. Under the rules of
paragraph (b)(2) of this section, the portion
of the $2,500,000 loan allocated to accumu-
lated production expenditures for property D
at each measurement date during 1995 is
treated as traced debt for that measurement
date. The excess, if any, of $2,500,000 over the
amount treated as traced debt at each meas-
urement date during 1995 is treated as non-
traced debt for that measurement date, even
though it is expected that the entire
$2,500,000 will be treated as traced debt with
respect to Property D on subsequent meas-
urement dates as more of the proceeds of the
loan are used to finance additional produc-
tion expenditures. In addition, the entire
principal amount of the $2,000,000 loan is
treated as nontraced debt for 1995, even

though it was treated as traced debt with re-
spect to Property C in a previous period.

(ii) Average excess expenditures—(A)
General rule. The average excess ex-
penditures for a unit of designated
property for a computation period are
computed by—

(1) Determining the amount (if any)
by which accumulated production ex-
penditures exceed traced debt at each
measurement date during the computa-
tion period; and

(2) Dividing the sum of these
amounts by the number of measure-
ment dates during the computation pe-
riod.

(B) Example. The provisions of para-
graph (c)(5)(ii)(A) of this section are il-
lustrated by the following example.

Example. Corporation X, a calendar year
taxpayer, is engaged in the production of a
single unit of designated property during
1995 (unit A). Corporation X adopts the tax-
able year as the computation period and
quarterly measurement dates. The produc-
tion period for unit A begins on January 14,
1995, and ends on June 16, 1995. On March 31,
1995, and on June 30, 1995, Corporation X has
outstanding $1,000,000 of traced debt with re-
spect to unit A. Accumulated production ex-
penditures for unit A on March 31, 1995, are
$1,400,000 and on June 30, 1995, are $1,600,000.
Accumulated production expenditures in ex-
cess of traced debt for unit A on March 31,
1995, are $400,000 and on June 30, 1995, are
$600,000. Average excess expenditures for unit
A during 1995 are therefore $250,000 ([$400,000
+ $600,000 + $0 +$0] ÷ 4).

(iii) Weighted average interest rate—(A)
Determination of rate. The weighted av-
erage interest rate for a computation
period is determined by dividing inter-
est incurred on nontraced debt during
the period by average nontraced debt
for the period.

(B) Interest incurred on nontraced debt.
Interest incurred on nontraced debt
during the computation period is equal
to the total amount of interest in-
curred during the computation period
on all eligible debt minus the amount
of interest incurred during the com-
putation period on traced debt. Thus,
all interest incurred on nontraced debt
during the computation period is in-
cluded in the numerator of the weight-
ed average interest rate, even if the un-
derlying nontraced debt is repaid be-
fore the end of a measurement period
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and excluded from nontraced debt out-
standing for measurement dates after
repayment, in determining the denomi-
nator of the weighted average interest
rate. However, see paragraph (g)(7) of
this section for an election to treat eli-
gible debt that is repaid within the 15-
day period immediately preceding a
quarterly measurement date as out-
standing on that measurement date.
See paragraph (a)(3) of this section for
the definitions of interest and incurred.

(C) Average nontraced debt. The aver-
age nontraced debt for a computation
period is computed by—

(1) Determining the amount of non-
traced debt outstanding on each meas-
urement date during the computation
period; and

(2) Dividing the sum of these
amounts by the number of measure-
ment dates during the computation pe-
riod.

(D) Special rules if taxpayer has no
nontraced debt or rate is contingent. If
the taxpayer does not have nontraced
debt outstanding during the computa-
tion period, the weighted average in-
terest rate for purposes of applying
paragraphs (c)(1) and (c)(2) of this sec-
tion is the highest applicable Federal
rate in effect under section 1274(d) dur-
ing the computation period. If interest
is incurred at a rate that is contingent
at the time the return for the year that
includes the computation period is
filed, the amount of interest is deter-
mined using the higher of the fixed
rate of interest (if any) on the under-
lying debt or the applicable Federal
rate in effect under section 1274(d) on
the date of issuance.

(6) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. (i) W, a calendar year taxpayer,
is engaged in the production of a unit of des-
ignated property during 1995. For purposes of
applying the avoided cost method of this sec-
tion, W uses the taxable year as the com-
putation period. During 1995, W’s only debt is
a $1,000,000 loan bearing interest at a rate of
7 percent from Y, a person that is related to
W. Assuming the applicable Federal rate in
effect under section 1274(d) on the date of
issuance of the loan is 10 percent, the loan is
not eligible debt under paragraph (a)(4) of
this section. However, even though W has no
eligible debt, W incurs $70,000 ($1,000,000×7%)
of interest during the computation period.

This interest is described in paragraph (c)(2)
of this section and must be capitalized under
paragraph (c)(1) of this section to the extent
it does not exceed W’s excess expenditure
amount for the unit of property.

(ii) W determines, under paragraph
(c)(5)(ii) of this section, that average excess
expenditures for the unit of property are
$600,000. Assuming the highest applicable
Federal rate in effect under section 1274(d)
during the computation period is 10 percent,
W uses 10 percent as the weighted average in-
terest rate for purposes of determining the
excess expenditure amount. See paragraph
(c)(5)(iii)(D) of this section. In accordance
with paragraph (c)(1) of this section, the ex-
cess expenditure amount is therefore $60,000.
Because this amount does not exceed the
total amount of interest described in para-
graph (c)(2) of this section ($70,000), W is re-
quired to capitalize $60,000 of interest with
respect to the unit of designated property for
the 1995 computation period.

Example 2. (i) Corporation X, a calendar
year taxpayer, is engaged in the production
of a single unit of designated property during
1955 (unit A). Corporation X adopts the tax-
able year as the computation period and
quarterly measurement dates. Production of
unit A begins in 1994 and ends on June 30,
1995. On March 31, 1995, and on June 30, 1995,
Corporation X has outstanding $1,000,000 of
eligible debt (loan #1) that is allocated under
the rules of § 1.163–8T to production expendi-
tures for unit A. During each of the first two
quarters of 1995, $30,000 of interest is incurred
on loan #1. The loan is repaid on July 1, 1995.
Throughout 1995, Corporation X also has out-
standing $2,000,000 of eligible debt (loan #2)
which is not allocated under the rules of
§ 1.163–8T to the production of unit A. During
1995, $200,000 of interest is incurred on this
nontraced debt. Accumulated production ex-
penditures on March 31, 1995, are $1,400,000
and on June 30, 1995, are $1,600,000. Accumu-
lated production expenditures in excess of
traced debt on March 31, 1995, are $400,000 and
on June 30, 1995, are $600,000.

(ii) Under paragraph (b)(1) of this section,
the amount of interest capitalized with re-
spect to traced debt is $60,000 ($30,000 for the
measurement period ending March 31, 1995,
and $30,000 for the measurement period end-
ing June 30, 1995). Under paragraph (c)(5)(ii)
of this section, average excess expenditures
for unit A are $250,000 ([($1,400,000¥$1,000,000)
+ ($1,600,000¥$1,000,000) + $0 + $0]÷4). Under
paragraph (c)(5)(iii)(C) of this section, aver-
age nontraced debt is $2,000,000 ([$2,000,000 +
$2,000,000 + $2,000,000 + $2,000,000]÷4). Under
paragraph (c)(5)(iii)(B) of this section, inter-
est incurred on nontraced debt is $200,000
($260,000 of interest incurred on all eligible
debt less $60,000 of interest incurred on
traced debt). Under paragraph (c)(5)(iii)(A) of
this section, the weighted average interest
rate is 10 percent ($200,000÷$2,000,000). Under
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paragraph (c)(1) of this section, Corporation
X capitalizes the excess expenditure amount
of $25,000 ($250,000×10%), because it does not
exceed the total amount of interest subject
to capitalization under paragraph (c)(2) of
this section ($200,000). Thus, the total inter-
est capitalized with respect to unit A during
1995 is $85,000 ($60,000+$25,000).

(7) Special rules where the excess ex-
penditure amount exceeds incurred inter-
est—(i) Allocation of total incurred inter-
est to units. For a computation period
in which the sum of the excess expendi-
ture amounts under paragraph (c)(1) of
this section for all units of designated
property exceeds the total amount of
interest (including deferred interest)
available for capitalization, as deter-
mined under paragraph (c)(2) of this
section, the amount of interest that is
allocated to a unit of designated prop-
erty is equal to the product of—

(A) The total amount of interest (in-
cluding deferred interest) available for
capitalization, as determined under
paragraph (c)(2) of this section; and

(B) A fraction, the numerator of
which is the average excess expendi-
tures for the unit of designated prop-
erty and the denominator of which is
the sum of the average excess expendi-
tures for all units of designated prop-
erty.

(ii) Application of related person rules
to average excess expenditure. Certain
excess expenditures must be taken into
account by the persons (if any) re-
quired to capitalize interest with re-
spect to production expenditures of the
taxpayer under applicable related per-
son rules. For each computation pe-
riod, the amount of average excess ex-
penditures that must be taken into ac-
count by such persons for each unit of
the taxpayer’s property is computed
by—

(A) Determining, for the computation
period, the amount (if any) by which
the excess expenditure amount for the
unit exceeds the amount of interest al-
located to the unit under paragraph
(c)(7)(i) of this section; and

(B) Dividing the excess by the
weighted average interest rate for the
period.

(iii) Special rule for corporations. If a
corporation is related to another per-
son for the purposes of the applicable
related party rules, the District Direc-
tor upon examination may require that

the corporation apply this paragraph
(c)(7) and other provisions of the regu-
lations by excluding deferred interest
from the total interest available for
capitalization.

(d) Election not to trace debt—(1) Gen-
eral rule. Taxpayers may elect not to
trace debt. If the election is made, the
average excess expenditures and
weighted average interest rate under
paragraph (c)(5) of this section are de-
termined by treating all eligible debt
as nontraced debt. For this purpose,
debt specified in paragraph (a)(4)(ii) of
this section (e.g., accounts payable)
may be included in eligible debt, pro-
vided it would be treated as traced debt
but for an election under this para-
graph (d). The election not to trace
debt is a method of accounting that ap-
plies to the determination of capital-
ized interest for all designated prop-
erty of the taxpayer. The making or
revocation of the election is a change
in method of accounting requiring the
consent of the Commissioner under sec-
tion 446(e) and § 1.446–1(e).

(2) Example. The provisions of para-
graph (d)(1) of this section are illus-
trated by the following example.

Example. (i) Corporation X, a calendar year
taxpayer, is engaged in the production of a
single unit of designated property during
1995 (unit A). Corporation X adopts the tax-
able year as the computation period and
quarterly measurement dates. At each meas-
urement date (March 31, June 30, September
30, and December 31) Corporation X has the
following outstanding indebtedness:
Noninterest-bearing accounts payable

traced to unit A ....................................... $100,000
Noninterest-bearing accounts payable that

are not traced to unit A .......................... $300,000
Interest-bearing loans that are eligible

debt within the meaning of paragraph
(a)(4) of this section ................................ $900,000

(ii) Corporation X elects under this para-
graph (d) not to trace debt. Eligible debt at
each measurement date for purposes of cal-
culating the weighted average interest rate
under paragraph (c)(5)(iii) of this section is
$1,000,000 ($100,000 + $900,000).

(e) Election to use external rate—(1) In
general. An eligible taxpayer may elect
to use the highest applicable Federal
rate (AFR) under section 1274(d) in ef-
fect during the computation period
plus 3 percentage points (AFR plus 3)
as a substitute for the weighted aver-
age interest rate determined under
paragraph (c)(5)(iii) of this section. A
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taxpayer that makes this election may
not trace debt. The use of the AFR plus
3 as provided under this paragraph
(e)(1) constitutes a method of account-
ing. A taxpayer makes the election to
use the AFR plus 3 method by using
the AFR plus 3 as the taxpayer’s
weighted average interest rate, and
any change to the AFR plus 3 method
by a taxpayer that has never pre-
viously used the method does not re-
quire the consent of the Commissioner.
Any other change to or from the use of
the AFR plus 3 method under this para-
graph (e)(1) (other than by reason of a
taxpayer ceasing to be an eligible tax-
payer) is a change in method of ac-
counting requiring the consent of the
Commissioner under section 446(e) and
§ 1.446–1(e). All changes to or from the
AFR plus 3 method are effected on a
cut-off basis.

(2) Eligible taxpayer. A taxpayer is an
eligible taxpayer for a taxable year for
purposes of this paragraph (e) if the av-
erage annual gross receipts of the tax-
payer for the three previous taxable
years do not exceed $10,000,000 (the
$10,000,000 gross receipts test) and the
taxpayer has met the $10,000 gross re-
ceipts for all prior taxable years begin-
ning after December 31, 1994. For pur-
poses of this paragraph (e)(2), the prin-
ciples of section 263A(b)(2)(B) and (C)
and § 1.263A–3(b) apply in determining
whether a taxpayer is an eligible tax-
payer for a taxable year.

(f) Selection of computation period and
measurement dates and application of
averaging conventions—(1) Computation
period—(i) In general. A taxpayer may
(but is not required to) make the avoid-
ed cost calculation on the basis of a
full taxable year. If the taxpayer uses
the taxable year as the computation
period, a single avoided cost calcula-
tion is made for each unit of designated
property for the entire taxable year. If
the taxpayer uses a computation period
that is shorter than the full taxable
year, an avoided cost calculation is
made for each unit of designated prop-
erty for each shorter computation pe-
riod within the taxable year. If the tax-
payer uses a shorter computation pe-
riod, the computation period may not
include portions of more than one tax-
able year and, except as provided in the
case of short taxable years, each com-

putation period within a taxable year
must be the same length. In the case of
a short taxable year, a taxpayer may
treat a period shorter than the tax-
payer’s regular computation period as
the first or last computation period, or
as the only computation period for the
year if the year is shorter than the tax-
payer’s regular computation period. A
taxpayer must use the same computa-
tion periods for all designated property
produced during a single taxable year.

(ii) Method of accounting. The choice
of a computation period is a method of
accounting. Any change in the com-
putation period is a change in method
of accounting requiring the consent of
the Commissioner under section 446(e)
and § 1.446–1(e).

(iii) Production period beginning or
ending during the computation period.
The avoided cost method applies to the
production of a unit of designated prop-
erty on the basis of a full computation
period, regardless of whether the pro-
duction period for the unit of des-
ignated property begins or ends during
the computation period.

(2) Measurement dates—(i) In general.
If a taxpayer uses the taxable year as
the computation period, measurement
dates must occur at quarterly or more
frequent regular intervals. If the tax-
payer uses computation periods that
are shorter than the taxable year,
measurement dates must occur at least
twice during each computation period
and at least four times during the tax-
able year (or consecutive 12-month pe-
riod in the case of a short taxable
year). The taxpayer must use the same
measurement dates for all designated
property produced during a computa-
tion period. Except in the case of a
computation period that differs from
the taxpayer’s regular computation pe-
riod by reason of a short taxable year
(see paragraph (f)(1)(i) of this section),
measurement dates must occur at
equal intervals during each computa-
tion period that falls within a single
taxable year. For any computation pe-
riod that differs from the taxpayer’s
regular computation period by reason
of a short taxable year, the measure-
ment dates used by the taxpayer dur-
ing that period must be consistent with
the principles and purposes of section
263A(f). A taxpayer is permitted to
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modify the frequency of measurement
dates from year to year.

(ii) Measurement period. For purposes
of this section, measurement period
means the period that begins on the
first day following the preceding meas-
urement date and that ends on the
measurement date.

(iii) Measurement dates on which accu-
mulated production expenditures must be
taken into account. The first measure-
ment date on which accumulated pro-
duction expenditures must be taken
into account with respect to a unit of
designated property is the first meas-
urement date following the beginning
of the production period for the unit of
designated property. The final meas-
urement date on which accumulated
production expenditures with respect
to a unit of designated property must
be taken into account is the first meas-
urement date following the end of the
production period for the unit of des-
ignated property. Accumulated produc-
tion expenditures with respect to a
unit of designated property must also
be taken into account on all inter-
vening measurement dates. See
§ 1.263A–12 to determine when the pro-
duction period begins and ends.

(iv) More frequent measurement dates.
When in the opinion of the District Di-
rector more frequent measurement
dates are necessary to determine cap-
italized interest consistent with the
principles and purposes of section
263A(f) for a particular computation pe-
riod, the District Director may require
the use of more frequent measurement
dates. If a significant segment of the
taxpayer’s production activities (the
first segment) requires more frequent
measurement dates than another sig-
nificant segment of the taxpayer’s pro-
duction activities, the taxpayer may
request a ruling from the Internal Rev-
enue Service permitting, for a taxable
year and all subsequent taxable years,
a segregation of the two segments and,
notwithstanding paragraph (f)(2)(i) of
this section, the use of the more fre-
quent measurement dates for only the
first segment. The request for a ruling
must be made in accordance with any
applicable rules relating to submis-
sions of ruling requests. The request
must be filed on or before the due date
(including extensions) of the original

Federal income tax return for the first
taxable year to which it will apply.

(3) Examples. The following examples
illustrate the principles of this para-
graph (f):

Example 1. Corporation X, a calendar year
taxpayer, is engaged in the production of
designated property during 1995. Corporation
X adopts the taxable year as the computa-
tion period and quarterly measurement
dates. Corporation X must identify traced
debt, accumulated production expenditures,
and nontraced debt at each quarterly meas-
urement date (March 31, June 30, September
30, and December 31). Under paragraph
(c)(5)(ii) of this section, Corporation X must
calculate average excess expenditures for
each unit of designated property by deter-
mining the amount by which accumulated
production expenditures exceed traced debt
for each unit at the end of each quarter and
dividing the sum of these amounts by four.
Under paragraph (c)(5)(iii) (C) of this section,
Corporation X must calculate average non-
traced debt by determining the amount of
nontraced debt outstanding at the end of
each quarter and dividing the sum of these
amounts by four.

Example 2. Corporation X, a calendar year
taxpayer, is engaged in the production of
designated property during 1995. Corporation
X adopts a 6-month computation period with
two measurement dates within each com-
putation period. Corporation X must identify
traced debt, accumulated production expend-
itures, and nontraced debt at each measure-
ment date (March 31 and June 30 for the first
computation period and September 30 and
December 31 for the second computation pe-
riod). Under paragraph (c)(5)(ii) of this sec-
tion, Corporation X must, for each computa-
tion period, calculate average excess expend-
itures for each unit of designated property
by determining the amount by which accu-
mulated production expenditures exceed
traced debt for each unit at each measure-
ment date during the period and dividing the
sum of these amounts by two. Under para-
graph (c)(5)(iii)(C) of this section, Corpora-
tion X must calculate average nontraced
debt for each computation period by deter-
mining the amount of nontraced debt out-
standing at each measurement date during
the period and dividing the sum of these
amounts by two.

Example 3. (i) Corporation X, a calendar
year taxpayer, is engaged in the production
of two units of designated property during
1995. Production of Unit A starts in 1994 and
ends on June 20, 1995. Production of Unit B
starts on April 15, 1995, but does not end
until 1996. Corporation X adopts the taxable
year as its computation period and does not
elect under paragraph (d) of this section not
to trace debt. Corporation X uses quarterly

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00466 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



471

Internal Revenue Service, Treasury § 1.263A–9

measurement dates and pays all interest on
eligible debt in the quarter in which the in-
terest is incurred. During 1995, Corporation X

has two items of eligible debt. The debt and
the manner in which it is used are as follows:

No. Principal
Annual

rate
(percent)

Period out-
standing Use of proceeds

1 ............... $1,000,000 9 1/01–9/01 Unit A.
2 ............... 2,000,000 11 6/01–12/31 Nontraced.

(ii) Based on the annual 9 percent rate of
interest, Corporation X incurs $7,500 of inter-
est during each month that Loan #1 is out-
standing.

(iii) Accumulated production expenditures
at the end of each quarter during 1995 are as
follows:

Measurement date Unit A Unit B

March 31 ........................... $1,200,000 $0
June 30 .............................. 1,800,000 500,000
Sept. 30 ............................. 0 1,000,000
Dec. 31 .............................. 0 1,600,000

(iv) Corporation X must first determine
the amount of interest incurred on traced
debt and capitalize the interest incurred on
this debt (the traced debt amount). Loan #1
is allocated to Unit A on the March 31 and
June 30 measurement dates. Accordingly,
Loan #1 is treated as traced debt with re-
spect to unit A for the measurement periods
beginning January 1 and ending June 30. The
interest incurred on Loan #1 during the pe-
riod that Loan #1 is treated as traced debt
must be capitalized with respect to Unit A.
Thus, $45,000 ($7,500 per month for 6 months)
is capitalized with respect to Unit A.

(v) Second, Corporation X must determine
average excess expenditures for Unit A and
Unit B. For Unit A, this amount is $250,000
([$200,000 + $800,000 + $0 +$0] ÷ 4). For Unit B,
this amount is $775,000 ([$0 + $500,000 +
$1,000,000 + $1,600,000]÷4).

(vi) Third, Corporation X must determine
the weighted average interest rate and apply
that rate to the average excess expenditures
for Units A and B. The rate is equal to the
total amount of interest incurred on non-
traced debt (i.e., interest incurred on all eli-
gible debt reduced by interest incurred on
traced debt) divided by the average non-
traced debt. The interest incurred on non-
traced debt equals $143,333 ([$1,000,000 × 9% ×
8⁄12] + [$2,000,000 × 11% × 7⁄12] ¥ $45,000). The
average nontraced debt equals $1,500,000 ([$0
+ $2,000,000 + $2,000,000 + $2,000,000] ÷ 4). The
weighted average interest rate of 9.56 percent
($143,333 ′ $1,500,000), is then applied to aver-
age excess expenditures for Units A and B.
Accordingly, Corporation X capitalizes an
additional $23,900 ($250,000 × 9.56%) with re-
spect to Unit A and $74,090 ($775,000 × 9.56%)
with respect to Unit B (the excess expendi-
ture amounts).

(g) Special rules—(1) Ordering rules—(i)
Provisions preempted by section 263A(f).
Interest must be capitalized under sec-
tion 263A(f) before the application of
section 163(d) (regarding the invest-
ment interest limitation), section 163(j)
(regarding the limitation on interest
paid to a tax-exempt related person),
section 266 (regarding the election to
capitalize carrying charges), section
469 (regarding the limitation on passive
losses), and section 861 (regarding the
allocation of interest to United States
sources). Any interest that is capital-
ized under section 263A(f) is not taken
into account as interest under those
sections. However, in applying section
263A(f) with respect to the excess ex-
penditure amount, the taxpayer must
capitalize all interest that is neither
investment interest under section
163(d), exempt related person interest
under section 163(j), nor passive inter-
est under section 469 before capital-
izing any interest that is either invest-
ment interest, exempt related person
interest, or passive interest. Any inter-
est that is not required to be capital-
ized after the application of section
263A(f) is then taken into account as
interest subject to sections 163(d),
163(j), 266, 469, and 861. If, after the ap-
plication of section 263A(f), interest is
deferred under sections 163(d), 163(j),
266, or 469, that interest is not subject
to capitalization under section 263A(f)
in any subsequent taxable year.

(ii) Deferral provisions applied before
this section. Interest (including contin-
gent interest) that is subject to a defer-
ral provision described in this para-
graph (g)(1)(ii) is subject to capitaliza-
tion under section 263A(f) only in the
taxable year in which it would be de-
ducted if section 263A(f) did not apply.
Deferral provisions include sections
163(e)(3), 267, 446, and 461, and all other
deferral or limitation provisions that
are not described in paragraph (g)(1)(i)
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of this section. In contrast to the pro-
visions of paragraph (g)(1)(i) of this
section, deferral provisions are applied
before the application of section
263A(f).

(2) Application of section 263A(f) to de-
ferred interest—(i) In general. This para-
graph (g)(2) describes the time and
manner of capitalizing and recovering
the deferral amount. The deferral
amount for any computation period
equals the sum of—

(A) The amount of interest that is in-
curred on traced debt that is deferred
during the computation period and is
not deductible for the taxable year
that includes the computation period
because of a deferral provision de-
scribed in paragraph (g)(1)(ii) of this
section, and

(B) The shortfall amount described in
paragraph (c)(4) of this section.

(ii) Capitalization of deferral amount.
The rules described in paragraph
(g)(2)(iii) of this section apply to the
deferral amount unless the taxpayer
elects under paragraph (g)(2)(iv) of this
section to capitalize substitute costs.

(iii) Deferred capitalization. If the tax-
payer does not elect under paragraph
(g)(2)(iv) of this section to capitalize
substitute costs, deferred interest to
which the deferral amount is attrib-
utable (determined under any reason-
able method) is capitalized in the year
or years in which the deferred interest
would have been deductible but for the
application of section 263A(f) (the cap-
italization year). For this purpose, any
interest that is deferred from a prior
computation period is taken into ac-
count in subsequent capitalization
years in the same order in which the
interest was deferred. If a unit of des-
ignated property to which previously
deferred interest relates is sold before
the capitalization year, the deferred in-
terest applicable to that unit of prop-
erty is taken into account in the cap-
italization year and treated as if recov-
ered from the sale of the property. If
the taxpayer continues to hold,
throughout the capitalization year, a
unit of depreciable property to which
previously deferred interest relates,
the adjusted basis and applicable re-
covery percentages for the unit of prop-
erty are redetermined for the capital-
ization year and subsequent years so

that the increase in basis is accounted
for over the remaining recovery periods
beginning with the capitalization year.
See Example 2 of paragraph (g)(2)(v) of
this section.

(iv) Substitute capitalization—(A) Gen-
eral rule. In lieu of deferred capitaliza-
tion under paragraph (g)(2)(iii) of this
section, the taxpayer may elect the
substitute capitalization method de-
scribed in this paragraph (g)(2)(iv).
Under this method, the taxpayer cap-
italizes for the computation period in
which interest is incurred and deferred
(the deferral period) costs that would
be deducted but for this paragraph
(g)(2)(iv) (substitute costs). The tax-
payer must capitalize an amount of
substitute costs equal to the deferral
amount for each unit of designated
property, or if less, a prorata amount
(determined in accordance with the
principles of paragraph (c)(7)(i) of this
section) of the total substitute costs
that would be deducted but for this
paragraph (g)(2)(iv) during the deferral
period. If the entire deferral amount is
capitalized pursuant to this paragraph
(g)(2)(iv) in the deferral period, any in-
terest incurred and deferred in the de-
ferral period is neither capitalized nor
deducted during the deferral period
and, unless subsequently capitalized as
a substitute cost under this paragraph
(g)(2)(iv), is deductible in the appro-
priate subsequent period without re-
gard to section 263A(f).

(B) Capitalization of amount carried
forward. If the taxpayer has an insuffi-
cient amount of substitute costs in the
deferral period, the amount by which
substitute costs are insufficient with
respect to each unit of designated prop-
erty is a deferral amount carryforward
to succeeding computation periods be-
ginning with the next computation pe-
riod. In any carryforward year, the tax-
payer must capitalize an amount of
substitute costs equal to the deferral
amount carryforward or, if less, a
prorata amount (determined in accord-
ance with the principles of paragraph
(c)(7)(i) of this section) of the total sub-
stitute costs that would be deducted
during the carryforward year or years
(the carryforward capitalization year)
but for this paragraph (g)(2)(iv) (after
applying the substitute cost method of
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this paragraph (g)(2)(iv) to the produc-
tion of designated property in the
carryforward period). If a unit of des-
ignated property to which the deferral
amount carryforward relates is sold
prior to the carryforward capitaliza-
tion year, substitute costs applicable
to that unit of property are taken into
account in the carryforward capitaliza-
tion year and treated as if recovered
from the sale of the property. If the
taxpayer continues to hold, throughout
the capitalization year, a unit of depre-
ciable property to which a deferral
amount carryforward relates, the ad-
justed basis and applicable recovery
percentages for the unit of property are
redetermined for the carryforward cap-
italization year and subsequent years
so that the increase in basis is ac-
counted for over the remaining recov-
ery periods beginning with the
carryforward capitalization year. See
Example 2 of paragraph (g)(2)(v) of this
section.

(C) Method of accounting. The sub-
stitute capitalization method under
this paragraph (g)(2)(iv) is a method of
accounting that applies to all des-
ignated property of the taxpayer. A
change to or from the substitute cap-
italization method is a change in meth-
od of accounting requiring the consent
of the Commissioner under section
446(e) and § 1.446–1(e).

(v) Examples. The following examples
illustrate the application of the avoid-
ed cost method when interest is subject
to a deferral provision:

Example 1. (i) Corporation X is a calendar
year taxpayer and uses the taxable year as it
computation period. During 1995, X is en-
gaged in the construction of a warehouse
which X will use in its storage business. The
warehouse is completed and placed in service
in December 1995. X’s average excess expend-
itures for 1995 equal $1,000,000. Throughout
1995, X’s only outstanding debt is nontraced
debt of $900,000 and $1,200,000, bearing inter-
est at 15 percent and 9 percent, respectively,
per year. Of the $243,000 interest incurred
during the year ([$900,000×15%] +
[$1,200,000×9%] = [$135,000+$108,000]), $75,000 is
deferred under section 267(a)(2).

(ii) X must first determine the amount of
interest required to be capitalized under
paragraph (c)(1) of this section for 1995 (the
deferral period) without applying section
267(a)(2). The weighted average interest rate
is 11.6 percent ([$135,000+$108,000]÷ $2,100,000),
and the excess expenditure amount under

paragraph (c)(1) of this section is $116,000
($1,000,000×11.6%). Under paragraph (c)(4) of
this section, X must then determine the
amount of interest that would be capitalized
by applying paragraph (c)(2) of this section
without regard to the amount of deferred in-
terest. Disregarding deferred interest, the
amount of interest available for capitaliza-
tion is $168,000 ([$900,000×15%] +
[$1,200,000×9%]¥ $75,000). Thus, the full ex-
cess expenditure amount ($116,000) is capital-
ized from interest that is not deferred under
section 267(a)(2) and there is no shortfall
amount.

Example 2. (i) The facts are the same as in
Example 1, except that $140,000 of interest is
deferred under section 267 (a)(2) in 1995. The
taxpayer does not elect to use the substitute
capitalization method. This interest is also
deferred in 1996 but would be deducted in 1997
if section 263A(f) did not apply. As in Example
1, the excess expenditure amount is $116,000.
However, the amount of interest available
for capitalization after excluding the
amount of deferred interest is $103,000
([$900,000×15%] + [$1,200,000×9%]¥ $140,000).
Thus, only $103,000 of interest is capitalized
with respect to the warehouse in 1995. Since
$116,000 of interest would be capitalized if
section 267(a)(2) did not apply, the deferral
amount determined under paragraphs (c)(2)
and (g)(2)(i) of this section is $13,000 ($116,000
¥$103,000), and $13,000 of deferred interest
must be capitalized in the year in which it
would be deducted if section 263A(f) did not
apply.

(ii) The $140,000 of interest deferred under
section 267(a)(2) in 1995 would be deducted in
1997 if section 263A(f) did not apply. X is
therefore required to capitalize an additional
$13,000 of interest with respect to the ware-
house in 1997 and must redetermine its basis
and recovery percentage.

(3) Simplified inventory method—(i) In
general. This paragraph (g)(3) provides
a simplified method of capitalizing in-
terest expense with respect to des-
ignated property that is inventory.
Under this method, the taxpayer deter-
mines beginning and ending inventory
and cost of goods sold applying all
other capitalization provisions, includ-
ing, for example, the simplified produc-
tion method of § 1.263A–2(b), but with-
out regard to the capitalization of in-
terest with respect to inventory. The
taxpayer must establish a separate
capital asset, however, in an amount
equal to the aggregate interest capital-
ization amount (as defined in para-
graph (g)(3)(iii)(C) of this section).
Under the simplified inventory meth-
od, increases in the aggregate interest
capitalization amount from one year to
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the next generally are treated as reduc-
tions in interest expense, and decreases
in the aggregate interest capitalization
amount from one year to the next are
treated as increases to cost of goods
sold.

(ii) Segmentation of inventory—(A)
General rule. Under the simplified in-
ventory method, the taxpayer first sep-
arates its total ending inventory value
into segments that are equal to the
total ending inventory value divided by
the inverse inventory turnover rate.
Each inventory segment is then as-
signed an age starting with one year
and increasing by one year for each ad-
ditional segment. The inverse inven-
tory turnover rate is determined by
finding the average of beginning and
ending inventory, dividing the average
by the cost of goods sold for the year,
and rounding the result to the nearest
whole number. Beginning and ending
inventory amounts are determined
using total current cost of inventory
for the year (rather than carrying
value). Cost of goods sold, however,
may be determined using either total
current cost or the taxpayer’s inven-
tory method. In addition, for purposes
of this paragraph (g)(3)(ii), current
costs for a year (and, if applicable, the
cost of goods sold for the year under
the taxpayer’s inventory method) are
determined without regard to the cap-
italization of interest with respect to
inventory.

(B) Example. The provisions of para-
graph (g)(3)(ii)(A) of this section are il-
lustrated by the following example.

Example. X, a taxpayer using the FIFO in-
ventory method, determines that total cost
of goods sold for 1995 equals $900, and the
cost of both beginning and ending inventory
equals $3,000. Thus, X’s inverse inventory
turnover rate equals 3 (3.33 rounded to the
nearest whole number). Total ending inven-
tory of $3,000 is divided into three segments
of $1,000 each. One segment is treated as 3-
year-old inventory, one segment is treated as
2-year-old inventory, and one segment is
treated as 1-year-old inventory.

(iii) Aggregate interest capitalization
amount—(A) Computation period and
weighted average interest rate. If a tax-
payer elects the simplified inventory
method, the taxpayer must use the tax-
able year as its computation period and
use the weighted average interest rate
determined under this paragraph

(g)(3)(iii)(A) in determining the aggre-
gate interest capitalization amount de-
fined in paragraph (g)(3)(iii)(C) of this
section and in determining the amount
of interest capitalized with respect to
any designated property that is not in-
ventory. Under the simplified inven-
tory method, the taxpayer determines
the weighted average interest rate in
accordance with paragraph (c)(5)(iii) of
this section, treating all eligible debt
(other than debt traced to noninven-
tory property in the case of a taxpayer
tracing debt) as nontraced debt (i.e.,
without tracing debt to inventory). A
taxpayer that has elected under para-
graph (e) of this section to use an ex-
ternal rate as a substitute for the
weighted average interest rate deter-
mined under paragraph (c)(5)(iii) of this
section uses the rate described in para-
graph (e)(1) as the weighted average in-
terest rate.

(B) Computation of the tentative aggre-
gate interest capitalization amount. The
weighted average interest rate is com-
pounded annually by the number of
years assigned to a particular inven-
tory segment to produce an interest
factor (applicable interest factor) for
that segment. The amounts determined
by multiplying the value of each inven-
tory segment by its applicable interest
factor are then combined to produce a
tentative aggregate interest capitaliza-
tion amount.

(C) Coordination with other interest
capitalization computations—(1) In gen-
eral. If the tentative aggregate interest
capitalization amount for a year ex-
ceeds the aggregate interest capitaliza-
tion amount (defined in paragraph
(g)(3)(iii)(D) of this section) as of the
close of the preceding year, then, for
purposes of applying the rules of para-
graph (c)(7) of this section, the excess
is treated as an excess expenditure
amount and the inventory to which the
simplified inventory method of this
paragraph (g)(3) applies is treated as a
single unit of designated property. If,
after these modifications, no paragraph
(c)(7) interest allocation is necessary
(i.e., the excess expenditure amounts
for all units of designated property do
not exceed the total amount of interest
(including deferred interest) available
for capitalization), the aggregate inter-
est capitalization amount generally
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equals the tentative aggregate interest
capitalization amount. If, on the other
hand, a paragraph (c)(7) allocation is
necessary, the tentative aggregate in-
terest capitalization amount is gen-
erally adjusted to reflect the results of
that allocation (i.e., the increase in the
aggregate interest capitalization
amount is limited to the amount of in-
terest allocated to inventory, reduced,
however, by any substitute costs that
are capitalized with respect to inven-
tory under applicable related party
rules).

(2) Deferred interest. In determining
the aggregate interest capitalization
amount, the tentative aggregate inter-
est capitalization amount is adjusted
(after the application of paragraph
(c)(7) of this section) as appropriate to
reflect the deferred interest rules of
paragraph (g)(2) of this section. The
tentative aggregate interest capitaliza-
tion amount would be reduced, for ex-
ample, by the amount of a taxpayer’s
deferred interest for a taxable year un-
less the taxpayer has elected the sub-
stitute capitalization method under
paragraph (g)(2)(iv).

(3) Other coordinating provisions. The
Commissioner may prescribe, by rev-
enue ruling or revenue procedure, addi-
tional provisions to coordinate the
election and use of the simplified in-
ventory method with other interest
capitalization requirements and meth-
ods. See § 601.601(d)(2)(ii)(b) of this
chapter.

(D) Treatment of increases or decreases
in the aggregate interest capitalization
amount. Except as otherwise provided
in this paragraph (g)(3)(iii)(D), in-
creases in the aggregate interest cap-
italization amount from one year to
the next are treated as reductions in
interest expense, and decreases in the
aggregate interest capitalization
amount from one year to the next are
treated as increases to cost of goods
sold. To the extent a taxpayer capital-
izes substitute costs under either appli-
cable related party rules or the de-
ferred interest rules in paragraph (g)(2)
of this section, increases in the aggre-
gate interest capitalization amount are
treated as reductions in applicable sub-
stitute costs, rather than interest ex-
pense.

(E) Example. The provisions of this
paragraph (g)(3)(iii) are illustrated by
the following example.

Example. The facts are the same as in the
example in paragraph (g)(3)(ii)(B) of this sec-
tion, and, in addition, X determines that its
weighted average interest rate for 1995 is 10
percent. Additionally, assume that X has no
deferred interest in 1995 or 1996 and no defer-
ral amount carryforward to either 1995 or
1996. (See paragraph (g)(2) of this section.)
Also assume that no allocation is necessary
under paragraph (c)(7) of this section in ei-
ther 1995 or 1996. Under the rules of para-
graph (g)(3)(ii) of this section, X divides end-
ing inventory into segments of $1,000 each.
One segment is 1-year old inventory, one seg-
ment is 2-year old inventory, and one seg-
ment is 3-year old inventory. Under para-
graph (g)(3)(iii)(B) of this section, X must
compute the applicable interest factor for
each segment. The applicable interest factor
for the 1-year old inventory is not com-
pounded. The applicable interest factor for
the 2-year old inventory is compounded for 1
year. The applicable interest factor for the 3-
year old inventory is compounded for 2
years. The interest factor applied to the 1-
year old inventory segment is .1. The inter-
est factor applied to the 2-year old inventory
segment is .21 [(1.1×1.1)¥1]. The interest fac-
tor applied to the 3-year old inventory is .331
[(1.1×1.1×1.1)¥1]. Thus, the tentative aggre-
gate interest capitalization amount for 1995
is $641 (1,000 × [.1 + .21 + .331]). Because X has
no deferred interest in 1995, no deferral
amount carryforward to 1995, and no required
allocation under paragraph (c)(7) of this sec-
tion in 1995, X’s aggregate interest capital-
ization amount equals its $641 tentative ag-
gregate interest capitalization amount. If, in
1996, X computes an aggregate interest cap-
italization amount of $750, the $109 increase
in the amount from 1995 to 1996 would be
treated as a reduction in interest expense for
1996.

(iv) Method of accounting. The sim-
plified inventory method is a method
of accounting that must be elected for
and applied to all inventory within a
single trade or business of the taxpayer
(within the meaning of section 446(d)
and § 1.446–1(d)). This method may be
elected only if the inventory in that
trade or business consists only of des-
ignated property and only if the tax-
payer’s inverse inventory turnover rate
for that trade or business (as defined in
paragraph (g)(3)(ii)(A) of this section)
is greater than or equal to one. A
change from or to the simplified inven-
tory method is a change in method of
accounting requiring the consent of the
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Commissioner under section 446(e) and
§ 1.446–(1)(e).

(4) Financial accounting method dis-
regarded. The avoided cost method is
applied under this section without re-
gard to any financial or regulatory ac-
counting principles for the capitaliza-
tion of interest. For example, this sec-
tion determines the amount of interest
that must be capitalized without re-
gard to Financial Accounting Stand-
ards Board (FASB) Statement Nos. 34,
71, and 90, issued by the Financial Ac-
counting Standards Board, Norwalk,
CT 06856–5116. Similarly, taxpayers are
not permitted to net interest income
and interest expense in determining
the amount of interest that must be
capitalized under this section with re-
spect to certain restricted tax-exempt
borrowings even though netting is per-
mitted under FASB Statement No. 62.

(5) Treatment of intercompany trans-
actions—(i) General rule. If interest
capitalized under section 263A(f) by a
member of a consolidated group (with-
in the meaning of § 1.1502–1(h)) with re-
spect to a unit of designated property
is attributable to a loan from another
member of the group (the lending
member), the intercompany trans-
action provisions of the consolidated
return regulations do not apply to the
lending member’s interest income with
respect to that loan, except as provided
in paragraph (g)(5)(ii) of this section.
For this purpose, the capitalized inter-
est expense that is attributable to a
loan from another member is deter-
mined under any method that reason-
ably reflects the principles of the
avoided cost method, including the
traced and nontraced concepts. For
purposes of this paragraph (g)(5)(i) and
paragraph (g)(5)(ii) of this section, in
order for a method to be considered
reasonable it must be consistently ap-
plied.

(ii) Special rule for consolidated group
with limited outside borrowing. If, for
any year, the aggregate amount of in-
terest income described in paragraph
(g)(5)(i) of this section for all members
of the group with respect to all units of
designated property exceeds the total
amount of interest that is deductible
for that year by all members of the
group with respect to debt of a member
owed to nonmembers (group deductible

interest) after applying section 263A(f),
the intercompany transaction provi-
sions of the consolidated return regula-
tions are applied to the excess, and the
amount of interest income that must
be taken into account by the group
under paragraph (g)(5)(i) of this section
is limited to the amount of the group
deductible interest. The amount to
which the intercompany transaction
provisions of the consolidated return
regulations apply by reason of this
paragraph (g)(5)(ii) is allocated among
the lending members under any method
that reasonably reflects each member’s
share of interest income described in
paragraph (g)(5)(i) of this section. If a
lending member has interest income
that is attributable to more than one
unit of designated property, the
amount to which the intercompany
transaction provisions of the consoli-
dated return regulations apply by rea-
son of this paragraph (g)(5)(ii) with re-
spect to the member is allocated
among the units in accordance with
the principles of paragraph (c)(7)(i) of
this section.

(iii) Example. The provisions of para-
graph (g)(5)(ii) of this section are illus-
trated by the following example.

Example. (i) P and S1 are the members of a
consolidated group. In 1995, S1 begins and
completes the construction of a shopping
center and is required to capitalize interest
with respect to the construction. S1’s aver-
age excess expenditures for 1995 are
$5,000,000. Throughout 1995, S1’s only bor-
rowings include a $6,000,000 loan from P bear-
ing interest at an annual rate of 10 percent
($600,000 per year). Under the avoided cost
method, S1 is required to capitalize interest
in the amount of $500,000
([$600,000÷$6,000,000×5,000,000).

(ii) P’s only borrowing from unrelated
lenders is a $2,000,000 loan bearing interest at
an annual rate of 10 percent ($200,000 per
year). Under the principles of paragraph
(g)(5)(ii) of this section, because the aggre-
gate amount of interest described in para-
graph (g)(5)(i) of this section ($500,000) ex-
ceeds the aggregate amount of currently de-
ductible interest of the group ($200,000), the
intercompany transaction provisions of the
consolidated return regulations apply to the
excess of $300,000 and the amount of P’s in-
terest income that is subject to current in-
clusion by reason of paragraph (g)(5)(i) of
this section is limited to $200,000.

(6) Notional principal contracts and
other derivatives. [Reserved]
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(7) 15-day repayment rule. A taxpayer
may elect to treat any eligible debt
that is repaid within the 15-day period
immediately preceding a quarterly
measurement date as outstanding as of
that measurement date for purposes of
determining traced debt, average non-
traced debt, and the weighted average
interest rate. This election may be
made or discontinued for any computa-
tion period and is not a method of ac-
counting.

[T.D. 8584, 59 FR 67200, Dec. 29, 1994; 60 FR
16574, Mar. 31, 1995, as amended by T.D. 8584,
60 FR 47053, Sept. 11, 1995]

§ 1.263A–10 Unit of property.
(a) In general. The unit of property as

defined in this section is used as the
basis to determine accumulated pro-
duction expenditures under § 1.263A–11
and the beginning and end of the pro-
duction period under § 1.263A–12.
Whether property is 1-year or 2-year
property under § 1.263A–8(b)(1)(ii) is also
determined separately with respect to
each unit of property as defined in this
section.

(b) Units of real property—(1) In gen-
eral. A unit of real property includes
any components of real property owned
by the taxpayer or a related person
that are functionally interdependent
and an allocable share of any common
feature owned by the taxpayer or a re-
lated person that is real property even
though the common feature does not
meet the functional interdependence
test. When the production period be-
gins with respect to any functionally
interdependent component or any com-
mon feature of the unit of real prop-
erty, the production period has begun
for the entire unit of real property.
See, however, paragraph (b)(5) of this
section for rules under which the costs
of a common feature or benefitted
property are excluded from accumu-
lated production expenditures for one
or more measurement dates. The por-
tion of land included in a unit of real
property includes land on which real
property (including a common feature)
included in the unit is situated, land
subject to setback restrictions with re-
spect to such property, and any other
contiguous portion of the tract of land
other than land that the taxpayer
holds for a purpose unrelated to the

unit being produced (e.g., investment
purposes, personal use purposes, or
specified future development as a sepa-
rate unit of real property).

(2) Functional interdependence. Com-
ponents of real property produced by,
or for, the taxpayer, for use by the tax-
payer or a related person are function-
ally interdependent if the placing in
service of one component is dependent
on the placing in service of the other
component by the taxpayer or a related
person. In the case of property pro-
duced for sale, components of real
property are functionally inter-
dependent if they are customarily sold
as a single unit. For example, the real
property components of a single-family
house (e.g., the land, foundation, and
walls) are functionally interdependent.
In contrast, components of real prop-
erty that are expected to be separately
placed in service or held for resale are
not functionally interdependent. Thus,
dwelling units within a multi-unit
building that are separately placed in
service or sold (within the meaning of
§ 1.263A–12(d)(1)) are treated as func-
tionally independent of any other
units, even though the units are lo-
cated in the same building.

(3) Common features. For purposes of
this section, a common feature gen-
erally includes any real property (as
defined in § 1.263A–8(c)) that benefits
real property produced by, or for, the
taxpayer or a related person, and that
is not separately held for the produc-
tion of income. A common feature need
not be physically contiguous to the
real property that it benefits. Exam-
ples of common features include
streets, sidewalks, playgrounds, club-
houses, tennis courts, sewer lines, and
cables that are not held for the produc-
tion of income separately from the
units of real property that they ben-
efit.

(4) Allocation of costs to unit. Except
as provided in paragraph (b)(5) of this
section, the accumulated production
expenditures for a unit of real property
include, in all cases, the costs that di-
rectly benefit, or are incurred by rea-
son of the production of, the unit of
real property. Accumulated production
expenditures also include the adjusted
basis of property used to produce the
unit of real property. The accumulated
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costs of a common feature or land that
benefits more than one unit of real
property, or that benefits designated
property and property other than des-
ignated property, is apportioned among
the units of designated property, or
among the designated property and
property other than designated prop-
erty, in determining accumulated pro-
duction expenditures. The apportion-
ment of the accumulated costs of the
common feature (allocable share) or
land (attributable land costs) generally
may be made using any method that is
applied on a consistent basis and that
reasonably reflects the benefits pro-
vided. For example, an apportionment
based on relative costs to be incurred,
relative space to be occupied, or rel-
ative fair market values may be rea-
sonable.

(5) Treatment of costs when a common
feature is included in a unit of real prop-
erty—(i) General rule. Except as pro-
vided in this paragraph (b)(5), the accu-
mulated production expenditures of a
unit of real property include the costs
of functionally interdependent compo-
nents (benefitted property) and an allo-
cable share of the cost of common fea-
tures throughout the entire production
period of the unit. See § 1.263A–12, re-
lating to the production period of a
unit of property.

(ii) Production activity not undertaken
on benefitted property—(A) Direct pro-
duction activity not undertaken—(1) In
general. The costs of land attributable
to a benefitted property may be treated
as not included in accumulated produc-
tion expenditures for a unit of real
property for measurement dates prior
to the first date a production activity
(direct production activity), including
the clearing and grading of land, has
been undertaken with respect to the
land attributable to the benefitted
property. Thus, the costs of land at-
tributable to a benefitted property (as
opposed to land attributable to the
common features) with respect to
which no direct production activities
have been undertaken may be treated
as not included in the accumulated
production expenditures of a unit of
real property even though a production
activity has begun on a common fea-
ture allocable to the unit.

(2) Land attributable to a benefitted
property. For purposes of this para-
graph (b)(5)(ii), land attributable to a
benefitted property includes all land in
the unit of real property that includes
the benefitted property other than land
for a common feature. (Thus, land at-
tributable to a benefitted property does
not include land attributable to a com-
mon feature.)

(B) Suspension of direct production ac-
tivity after clearing and grading under-
taken—(1) General rule. This paragraph
(b)(5)(ii)(B) may be used to determine
the accumulated production expendi-
tures for a unit of real property, if the
only production activity with respect
to a benefitted property has been clear-
ing and grading and no further direct
production activity is undertaken with
respect to the benefitted property for
at least 120 consecutive days (i.e., di-
rect production activity has ceased).
Under this paragraph (b)(5)(ii)(B), the
accumulated production expenditures
attributable to a benefitted property
qualifying under this paragraph
(b)(5)(ii)(B) may be excluded from the
accumulated production expenditures
of the unit of real property even
though production continues on a com-
mon feature allocable to the unit. For
purposes of this paragraph (b)(5)(ii)(B),
production activity is considered to
occur during any time which would not
qualify as a cessation of production ac-
tivities under the suspension period
rules of § 1.263A–12(g).

(2) Accumulated production expendi-
tures. If this paragraph (b)(5)(ii)(B) ap-
plies, accumulated production expendi-
tures attributable to the benefitted
property of the unit of real property
may be treated as not included in the
accumulated production expenditures
for the unit starting with the first
measurement period beginning after
the first day of the 120 consecutive day
period, but must be included in the ac-
cumulated production expenditures for
the unit beginning in the measurement
period in which direct production ac-
tivity has resumed on the benefitted
property. Accumulated production ex-
penditures with respect to common fea-
tures allocable to the unit of real prop-
erty may not be excluded under this
paragraph (b)(5)(ii)(B).
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(iii) Common feature placed in service
before the end of production of a bene-
fitted property. To the extent that a
common feature with respect to which
all production activities to be under-
taken by, or for, a taxpayer or a re-
lated person are completed is placed in
service before the end of the production
period of a unit that includes an allo-
cable share of the costs of the common
feature, the costs of the common fea-
ture are not treated as included in ac-
cumulated production expenditures of
the unit for measurement periods be-
ginning after the date the common fea-
ture is placed in service.

(iv) Benefitted property sold before pro-
duction completed on common feature. If
a unit of real property is sold before
common features included in the unit
are completed, the production period of
the unit ends on the date of sale. Thus,
common feature costs actually in-
curred and properly allocable to the
unit as of the date of sale are excluded
from accumulated production expendi-
tures for measurement periods begin-
ning after the date of sale. Common
feature costs properly allocable to the
unit and actually incurred after the
sale are not taken into account in de-
termining accumulated production ex-
penditures.

(v) Benefitted property placed in service
before production completed on common
feature. Where production activities re-
main to be undertaken on a common
feature allocable to a unit of real prop-
erty that includes benefitted property,
the costs of the benefitted property are
not treated as included in the accumu-
lated production expenditures for the
unit for measurement periods begin-
ning after the date the benefitted prop-
erty is placed in service and all produc-
tion activities reasonably expected to
be undertaken by, or for, the taxpayer
or a related person with respect to the
benefitted property are completed.

(6) Examples. The principles of para-
graph (b) of this section are illustrated
by the following examples:

Example 1. B, an individual, is in the trade
or business of constructing custom-built
houses for sale. B owns a 10-acre tract upon
which B intends to build four houses on 2-
acre lots. In addition, on the remaining 2
acres B plans to construct a perimeter road
that benefits the four houses and is not held
for the production of income separately from

the sale of the houses. In 1995, B begins con-
structing the perimeter road and clears the
land for one house. Under the principles of
paragraph (b)(1) of this section, each planned
house (including attributable land) is part of
a separate unit of real property (house unit).
Under the principles of paragraph (b)(3) of
this section, the perimeter road (including
attributable land) constitutes a common fea-
ture with respect to each planned house (i.e.,
benefitted property). In accordance with
paragraph (b)(1), the production period for
all four house units begins when production
commences on the perimeter road in 1995. In
addition, under the principles of paragraph
(b)(4) of this section, the accumulated pro-
duction expenditures for the four house units
include the allocable costs of the road. In ad-
dition, for the house with respect to which B
has cleared the land, the accumulated pro-
duction expenditures for the house unit in-
clude the land costs attributable to the
house. See paragraph (b)(5)(i) of this section.
However, the accumulated production ex-
penditures for each of the three house units
that include a house for which B has not yet
undertaken a direct production activity do
not include the land costs attributable to the
house. See paragraph (b)(5)(ii) of this sec-
tion.

Example 2. Assume the same facts as Exam-
ple 1, except that B undertakes no further di-
rect production activity with respect to the
house for which the land was cleared for a
period of at least 120 days but continues con-
structing the perimeter road during this pe-
riod. In accordance with paragraph
(b)(5)(ii)(B) of this section, B may exclude
the accumulated production expenditures at-
tributable to the benefitted property from
the accumulated production expenditures of
the house unit starting with the first meas-
urement period that begins after the first
day of the 120 consecutive day period. B must
include the accumulated production expendi-
tures attributable to the benefitted property
in the accumulated production expenditures
for the house unit beginning with the meas-
urement period in which direct production
resumes on the benefitted property. The
house unit will continue to include the accu-
mulated production expenditures attrib-
utable to the perimeter road during the pe-
riod in which direct production activity was
suspended on the benefitted property.

Example 3. (i) D, a corporation, is in the
trade or business of developing commercial
real property. D owns a 20-acre tract upon
which D intends to build a shopping center
with 150 stores. D intends to lease the stores.
D will also provide on the 20 acres a 1500-car
parking lot, which is not held by D for the
production of income separately from the
stores in the shopping center. Additionally,
D will not produce any other common fea-
tures as part of the project. D intends to
complete the shopping center in phases and

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00475 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



480

26 CFR Ch. I (4–1–99 Edition)§ 1.263A–10

expects that each store will be placed in
service independently of any other store.

(ii) Under paragraphs (b)(1) and (b)(2) of
this section, each store (including attrib-
utable land) is part of a separate unit of real
property (store unit). The 1500-car parking
lot is a common feature benefitting each
store, and D must include an allocable share
of the parking lots in each store unit. See
paragraphs (b)(1) and (b)(3). In accordance
with paragraph (b)(5)(i), D includes in the ac-
cumulated production expenditures for each
store unit during each store unit’s produc-
tion period: the costs capitalized with re-
spect to the store (including attributable
land costs in accordance with paragraph
(b)(5) of this section) and an allocable share
of the parking lot costs (including attrib-
utable land costs in accordance with para-
graph (b)(5) of this section). Under paragraph
(b)(4), the portion of the parking lot costs
that is included in the accumulated produc-
tion expenditures of a store unit is deter-
mined using a reasonable method of alloca-
tion.

Example 4. X, a real estate developer, be-
gins a project to construct a condominium
building and a convenience store for the ben-
efit of the condominium. X intends to sepa-
rately lease the convenience store. Because
the convenience store is held for the produc-
tion of income separately from the condo-
minium units that it benefits, the conven-
ience store is not a common feature with re-
spect to the condominium building. Instead,
the convenience store is a separate unit of
property with a separate production period
and for which a separate determination of
accumulated production expenditures must
be made.

Example 5. (i) In 1995, X, a real estate devel-
oper, begins a project consisting of a condo-
minium building and a common swimming
pool that is not held for the production of in-
come separately from the condominium
sales. The condominium building consists of
10 stories, and each story is occupied by a
single condominium. Production of the
swimming pool begins in January. No direct
production activity is undertaken on any
condominium until September, when direct
production activity commences on each con-
dominium. On December 31, 1995, 1 condo-
minium that was completed in December has
been sold, 3 condominiums that were com-
pleted in December have not been sold, and 6
condominiums are only partially complete;
additionally, the swimming pool is com-
pleted. X is a calendar year taxpayer that
uses a full taxable year as the computation
period, and quarterly measurement dates.

(ii) Under paragraphs (b)(1) and (b)(2) of
this section, each condominium (including
attributable land) is part of a separate unit
of real property. Under the principles of
paragraph (b)(3) of this section, the swim-
ming pool is a common feature with respect

to each condominium and under paragraph
(b)(4) of this section the cost of the swim-
ming pool is allocated equally among the
condominiums.

(iii) Under paragraph (b)(1) of this section,
the production period of each of the 10 con-
dominium units begins in January when pro-
duction of the swimming pool begins. On X’s
March 31, 1995, and June 30, 1995, measure-
ment dates, the accumulated production ex-
penditures for each condominium unit in-
clude the allocable costs of the swimming
pool, but not the land costs attributable to
the condominium because no direct produc-
tion activity has been undertaken on the
condominium. See paragraph (b)(5)(ii)(A) of
this section. On X’s September 30, 1995, and
December 31, 1995, measurement dates, the
accumulated production expenditures for
each unit include the allocable costs of the
swimming pool, and the costs of the condo-
minium (including attributable land costs)
because a direct production activity has
commenced on the condominium. See para-
graph (b)(5)(i) of this section.

(iv) The production period for the condo-
minium unit that includes the condominium
that is sold as of the end of 1995 ends on the
date the condominium is sold. See paragraph
(b)(5)(iv) of this section. The production pe-
riod of each unit that is ready to be held for
sale ends when all production activities have
been completed on the unit, in this case on
December 31, 1995, the date that the swim-
ming pool included in the unit is completed.
See § 1.263A–12(d). Accordingly, interest cap-
italization ceases for each such unit that is
sold or ready to be held for sale as of the end
of 1995 (including each unit’s allocable share
of the completed swimming pool).

(v) The production periods for the condo-
minium units that include the condomin-
iums that are only partially complete at the
end of 1995 continue after 1995. The accumu-
lated production expenditures for each par-
tially completed condominium unit continue
to include the costs of the condominium (in-
cluding attributable land costs) in addition
to the costs of an allocable share of the com-
pleted swimming pool (including attrib-
utable land costs).

Example 6. Assume the same facts as in Ex-
ample 5, except that the swimming pool is
only partially complete as of the end of 1995.
Under these facts, X capitalizes no interest
during 1996 for the 1 unit that includes the
condominium sold during 1995 (including the
costs of the allocable share of the swimming
pool). See paragraph (b)(5)(iv) of this section.
However, with respect to the 6 condomin-
iums that are partially complete and the 3
condominiums that are completed but
unsold, interest capitalization continues
after the end of 1995. The accumulated pro-
duction expenditures for each of these 9
units include the costs of an allocable share
of the swimming pool. See paragraph (b)(5)(i)
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of this section. In determining the costs of
an allocable share of the swimming pool in-
cluded in the accumulated production ex-
penditures for each of the 9 units, X includes
all costs of the swimming pool properly allo-
cable to each unit, including those cost in-
curred as of the date of the sale of unit 1 that
may have been used under applicable admin-
istrative procedures (e.g., Rev. Proc. 92–29,
1992–1 C.B. 748) in determining the basis of
unit 1 solely for purposes of computing gain
or loss on the sale of unit 1. See
§ 601.601(d)(2)(ii)(b) of this chapter.

Example 7. (i) Assume the same facts as in
Example 5, except that X intends to lease
rather than sell the condominiums and the
completed swimming pool is placed in serv-
ice for depreciation purposes on December 31,
1995. Additionally, assume that all 10 con-
dominiums are partially completed at the
end of 1995.

(ii) Under these facts, because the swim-
ming pool is a common feature that is placed
in service separately from the condominiums
that it benefits, under paragraph (b)(5)(iii) of
this section, the accumulated production ex-
penditures of each of the condominium units
do not include the costs of the allocable
share of the swimming pool after 1995.

(c) Units of tangible personal property.
Components of tangible personal prop-
erty are a single unit of property if the
components are functionally inter-
dependent. Components of tangible per-
sonal property that are produced by, or
for, the taxpayer, for use by the tax-
payer or a related person, are function-
ally interdependent if the placing in
service of one component is dependent
on the placing in service of the other
component by the taxpayer or a related
person. In the case of tangible personal
property produced for sale, components
of tangible personal property are func-
tionally interdependent if they are cus-
tomarily sold as a single unit. For ex-
ample, if an aircraft manufacturer cus-
tomarily sells completely assembled
aircraft, the unit of property includes
all components of a completely assem-
bled aircraft. If the manufacturer also
customarily sells aircraft engines sepa-
rately, any engines that are reasonably
expected to be sold separately are
treated as single units of property.

(d) Treatment of installations. If the
taxpayer produces or is treated as pro-
ducing any property that is installed
on or in other property, the production
activity and installation activity relat-
ing to each unit of property generally
are not aggregated for purposes of this

section. However, if the taxpayer is
treated as producing and installing any
property for use by the taxpayer or a
related person or if the taxpayer enters
into a contract requiring the taxpayer
to install property for use by a cus-
tomer, the production activity and in-
stallation activity are aggregated for
purposes of this section.

[T.D. 8584, 59 FR 67207, Dec. 29, 1994; 60 FR
16574, 16575, Mar. 31, 1995]

§ 1.263A–11 Accumulated production
expenditures.

(a) General rule. Accumulated produc-
tion expenditures generally means the
cumulative amount of direct and indi-
rect costs described in section 263A(a)
that are required to be capitalized with
respect to the unit of property (as de-
fined in § 1.263A–10), including interest
capitalized in prior computation peri-
ods, plus the adjusted bases of any as-
sets described in paragraph (d) of this
section that are used to produce the
unit of property during the period of
their use. Accumulated production ex-
penditures may also include the basis
of any property received by the tax-
payer in a nontaxable transaction.

(b) When costs are first taken into ac-
count—(1) In general. Except as pro-
vided in paragraph (c)(1) of this sec-
tion, costs are taken into account in
the computation of accumulated pro-
duction expenditures at the time and
to the extent they would otherwise be
taken into account under the tax-
payer’s method of accounting (e.g.,
after applying the requirements of sec-
tion 461, including the economic per-
formance requirement of section
461(h)). Costs that have been incurred
and capitalized with respect to a unit
of property prior to the beginning of
the production period are taken into
account as accumulated production ex-
penditures beginning on the date on
which the production period of the
property begins (as defined in § 1.263A–
12(c)). Thus, for example, the cost of
raw land acquired for development, the
cost of a leasehold in mineral prop-
erties acquired for development, and
the capitalized cost of planning and de-
sign activities are taken into account
as accumulated production expendi-
tures beginning on the first day of the
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production period. For purposes of de-
termining accumulated production ex-
penditures on any measurement date
during a computation period, the inter-
est required to be capitalized for the
computation period is deemed to be
capitalized on the day immediately fol-
lowing the end of the computation pe-
riod. For any subsequent measurement
dates and computation periods, that in-
terest is included in accumulated pro-
duction expenditures. If the cost of
land or common features is allocated
among planned units of property that
are completed in phases, any portion of
the cost properly allocated to com-
pleted units is not reallocated to any
incomplete units of property.

(2) Dedication rule for materials and
supplies. The costs of raw materials,
supplies, or similar items are taken
into account as accumulated produc-
tion expenditures when they are in-
curred and dedicated to production of a
unit of property. Dedicated means the
first date on which the raw materials,
supplies, or similar items are specifi-
cally associated with the production of
any unit of property, including by
record, assignment to the specific job
site, or physical incorporation. In con-
trast, in the case of a component or
subassembly that is reasonably ex-
pected to be become a part of (e.g., be
incorporated into) any unit of prop-
erty, costs incurred (including dedi-
cated raw materials) for the component
or subassembly are taken into account
as accumulated production expendi-
tures during the production of any por-
tion of the component or subassembly
and prior to its connection with (e.g.,
incorporation into) any specific unit of
property. For purposes of the preceding
sentence, components and subassem-
blies must be aggregated at each meas-
urement date in a reasonable manner
that is consistent with the purposes of
section 263A(f).

(c) Property produced under a con-
tract—(1) Customer. If a unit of prop-
erty produced under a contract is des-
ignated property under § 1.263A–
8(d)(2)(i) with respect to the customer,
the customer’s accumulated production
expenditures include any payments
under the contract that represent part
of the purchase price of the unit of des-
ignated property or, to the extent costs

are incurred earlier than payments are
made (determined on a cumulative
basis for each unit of designated prop-
erty), any part of such price for which
the requirements of section 461 have
been satisfied. The customer has made
a payment under this section if the
transaction would be considered a pay-
ment by a taxpayer using the cash re-
ceipts and disbursements method of ac-
counting. The customer’s accumulated
production expenditures also include
any other costs incurred by the cus-
tomer, such as interest, or any other
direct or indirect costs that are re-
quired to be capitalized under section
263A(a) and the regulations thereunder
with respect to the production of the
unit of designated property.

(2) Contractor. If a unit of property
produced under a contract is des-
ignated property under § 1.263A–
8(d)(2)(ii) with respect to the con-
tractor, the contractor must treat the
cumulative amount of payments made
by the customer under the contract at-
tributable to the unit of property as a
reduction in the contractor’s accumu-
lated production expenditures. The cus-
tomer has made a payment under this
section if the transaction would be con-
sidered a payment by a taxpayer using
the cash receipts and disbursements
method of accounting.

(d) Property used to produce designated
property—(1) In general. Accumulated
production expenditures include the
adjusted bases (or portion thereof) of
any equipment, facilities, or other
similar assets, used in a reasonably
proximate manner for the production
of a unit of designated property during
any measurement period in which the
asset is so used. Examples of assets
used in a reasonably proximate manner
include machinery and equipment used
directly or indirectly in the production
process, such as assembly-line struc-
tures, cranes, bulldozers, and buildings.
A taxpayer apportions the adjusted
basis of an asset used in the production
of more than one unit of designated
property in a measurement period
among such units of designated prop-
erty using reasonable criteria cor-
responding to the use of the asset, such
as machine hours, mileage, or units of

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00478 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



483

Internal Revenue Service, Treasury § 1.263A–11

production. If an asset used in a rea-
sonably proximate manner for the pro-
duction of a unit of designated prop-
erty is temporarily idle (within the
meaning of § 1.263A–1(e)(3)(iii)(E)) for
an entire measurement period, the ad-
justed basis of the asset is excluded
from the accumulated production ex-
penditures for the unit during that
measurement period. Notwithstanding
this paragraph (d)(1), the portion of the
depreciation allowance for equipment,
facilities, or any other asset that is
capitalized with respect to a unit of
designated property in accordance with
§ 1.263A–1(e)(3)(ii)(I) is included in accu-
mulated production expenditures with-
out regard to the extent of use under
this paragraph (d)(1) (i.e., without re-
gard to whether the asset is used in a
reasonably proximate manner for the
production of the unit of designated
property).

(2) Example. The following example il-
lustrates how the basis of an asset is
allocated on the basis of time:

Example. In 1995, X uses a bulldozer exclu-
sively to clear the land on several adjacent
real estate development projects, A, B, and
C. A, B, and C are treated as separate units
of property under the principles of § 1.263A–
10. X decides to allocate the basis of the bull-
dozer among the three projects on the basis
of time. At the end of the first quarter of
1995, the production period has commenced
for all three projects. The bulldozer was op-
erated for 30 hours on project A, 80 hours on
project B, and 10 hours on project C, for a
total of 120 hours for the entire period. For
purposes of determining accumulated pro-
duction expenditures as of the end of the
first quarter, 1⁄4 of the adjusted basis of the
bulldozer is allocated to project A, 2⁄3 to
project B, and 1⁄12 to project C. Nonworking
hours, regularly scheduled nonworking days,
or other periods in which the bulldozer is
temporarily idle (within the meaning of
§ 1.263A–1(e)(3)(iii)(E)) during the measure-
ment period are not taken into account in
allocating the basis of the bulldozer.

(3) Excluded equipment and facilities.
The adjusted bases of equipment, fa-
cilities, or other assets that are not
used in a reasonably proximate manner
to produce a unit of property are not
included in the computation of accu-
mulated production expenditures. For
example, the adjusted bases of equip-
ment and facilities, including buildings
and other structures, used in service
departments performing administra-

tive, purchasing, personnel, legal, ac-
counting, or similar functions, are ex-
cluded from the computation of accu-
mulated production expenditures under
this paragraph (d)(3).

(e) Improvements—(1) General rule. If
an improvement constitutes the pro-
duction of designated property under
$1.263A–8(d)(3), accumulated production
expenditures with respect to the im-
provement consist of—

(i) All direct and indirect costs re-
quired to be capitalized with respect to
the improvement,

(ii) In the case of an improvement to
a unit of real property—

(A) An allocable portion of the cost
of land, and

(B) For any measurement period, the
adjusted basis of any existing struc-
ture, common feature, or other prop-
erty that is not placed in service or
must be temporarily withdrawn from
service to complete the improvement
(associated property) during any part
of the measurement period if the asso-
ciated property directly benefits the
property being improved, the associ-
ated property directly benefits from
the improvement, or the improvement
was incurred by reason of the associ-
ated property. See, however, the de
minimis rule under paragraph (e)(2) of
this section that applies in the case of
associated property.

(iii) In the case of an improvement to
a unit of tangible personal property,
the adjusted basis of the asset being
improved if that asset either is not
placed in service or must be tempo-
rarily withdrawn from service to com-
plete the improvement.

(2) De minimis rule. For purposes of
paragraph (e)(1)(ii) of this section, the
total costs of all associated property
for an improvement unit (associated
property costs) are excluded from the
accumulated production expenditures
for the improvement unit during its
production period if, on the date the
production period of the unit begins,
the taxpayer reasonably expects that
at no time during the production pe-
riod of the unit will the accumulated
production expenditures for the unit,
determined without regard to the asso-
ciated property costs, exceed 5 percent
of the associated property costs.
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(f) Mid-production purchases. If a tax-
payer purchases a unit of property for
further production, the taxpayer’s ac-
cumulated production expenditures in-
clude the full purchase price of the
property plus, in accordance with the
principles of paragraph (e) of this sec-
tion, additional direct and indirect
costs incurred by the taxpayer.

(g) Related person costs. The activities
of a related person are taken into ac-
count in applying the classification
thresholds under § 1.263A–8(b)(1)(ii)(B)
and (C), and in determining the produc-
tion period of a unit of designated
property under § 1.263A–12. However,
only those costs incurred by the tax-
payer are taken into account in the
taxpayer’s accumulated production ex-
penditures under this section because
the related person includes its own cap-
italized costs in the related person’s
accumulated production expenditures
with respect to any unit of designated
property upon which the parties engage
in mutual production activities. For
purposes of the preceding sentence, the
accumulated production expenditures
of any property transferred to a tax-
payer in a nontaxable transaction are
treated as accumulated production ex-
penditures incurred by the taxpayer.

(h) Installation. If the taxpayer in-
stalls property that is purchased by the
taxpayer, accumulated production ex-
penditures include the cost of the prop-
erty that is installed in addition to the
direct and indirect costs of installa-
tion.

[T.D. 8584, 59 FR 67210, Dec. 29, 1994; 60 FR
16575, Mar. 31, 1995]

§ 1.263A–12 Production period.
(a) In general. Capitalization of inter-

est is required under § 1.263A–9 for com-
putation periods (within the meaning
of § 1.263A–9(f)(1)) that include the pro-
duction period of a unit of designated
property. In contrast, section 263A(a)
requires the capitalization of all other
direct or indirect costs, such as insur-
ance, taxes, and storage, that directly
benefit or are incurred by reason of the
production of property without regard
to whether they are incurred during a
period in which production activity oc-
curs.

(b) Related person activities. Activities
performed and costs incurred by a per-

son related to the taxpayer that di-
rectly benefit or are incurred by reason
of the taxpayer’s production of des-
ignated property are taken into ac-
count in determining the taxpayer’s
production period (regardless of wheth-
er the related person is performing
only a service or is producing a sub-
assembly or component that the re-
lated person is required to treat as an
item of designated property). These ac-
tivities and the related person’s costs
are also taken into account in deter-
mining whether tangible personal prop-
erty produced by the taxpayer is 1-year
or 2-year property under § 1.263A–
8(b)(1)(ii) (B) and (C).

(c) Beginning of production period—(1)
In general. A separate production pe-
riod is determined for each unit of
property defined in § 1.263A–10. The pro-
duction period begins on the date that
production of the unit of property be-
gins.

(2) Real property. The production pe-
riod of a unit of real property begins on
the first date that any physical produc-
tion activity (as defined in paragraph
(e) of this section) is performed with
respect to a unit of real property. See
§ 1.263A–10(b)(1). The production period
of a unit of real property produced
under a contract begins for the con-
tractor on the date the contractor be-
gins physical production activity on
the property. The production period of
a unit of real property produced under
a contract begins for the customer on
the date either the customer or the
contractor begins physical production
activity on the property.

(3) Tangible personal property. The
production period of a unit of tangible
personal property begins on the first
date by which the taxpayer’s accumu-
lated production expenditures, includ-
ing planning and design expenditures,
are at least 5 percent of the taxpayer’s
total estimated accumulated produc-
tion expenditures for the property unit.
Thus, the beginning of the production
period is determined without regard to
whether physical production activity
has commenced. The production period
of a unit of tangible personal property
produced under a contract begins for
the contractor when the contractor’s
accumulated production expenditures,
without any reduction for payments
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from the customer, are at least 5 per-
cent of the contractor’s total esti-
mated accumulated production expend-
itures. The production period for a unit
of tangible personal property produced
under a contract begins for the cus-
tomer when the customer’s accumu-
lated production expenditures are at
least 5 percent of the customer’s total
estimated accumulated production ex-
penditures.

(d) End of production period—(1) In
general. The production period for a
unit of property produced for self use
ends on the date that the unit is placed
in service and all production activities
reasonably expected to be undertaken
by, or for, the taxpayer or a related
person are completed. The production
period for a unit of property produced
for sale ends on the date that the unit
is ready to be held for sale and all pro-
duction activities reasonably expected
to be undertaken by, or for, the tax-
payer or a related person are com-
pleted. See, however, § 1.263A–
10(b)(5)(iv) providing an exception for
common features in the case of a bene-
fitted property that is sold. In the case
of a unit of property produced under a
contract, the production period for the
customer ends when the property is
placed in service by the customer and
all production activities reasonably ex-
pected to be undertaken are complete
(i.e., generally, no earlier than when
the customer takes delivery). In the
case of property that is customarily
aged (such as tobacco, wine, or whis-
key) before it is sold, the production
period includes the aging period.

(2) Special rules. The production pe-
riod does not end for a unit of property
prior to the completion of physical pro-
duction activities by the taxpayer even
though the property is held for sale or
lease, since all production activities
reasonably expected to be undertaken
by the taxpayer with respect to such
property have not in fact been com-
pleted. See, however, § 1.263A–10(b)(5)
regarding separation of certain com-
mon features.

(3) Sequential production or delivery.
The production period ends with re-
spect to each unit of property (as de-
fined in § 1.263A–10) and its associated
accumulated production expenditures
as the unit of property is completed

within the meaning of paragraph (d)(1)
of this section, without regard to the
production activities or costs of any
other units of property. Thus, for ex-
ample, in the case of separate apart-
ments in a multi-unit building, each of
which is a separate unit of property
within the meaning of § 1.263A–10, the
production period ends for each sepa-
rate apartment when it is ready to be
held for sale or placed in service within
the meaning of paragraph (d)(1) of this
section. In the case of a single unit of
property that merely undergoes sepa-
rate and distinct stages of production,
the production period ends at the same
time (i.e., when all separate stages of
production are completed with respect
to the entire amount of accumulated
production expenditures for the prop-
erty).

(4) Examples. The provisions of para-
graph (d) of this section are illustrated
by the following examples:

Example 1. E is engaged in the original con-
struction of a high-rise office building with
two wings. At the end of 1995, Wing #1, but
not Wing #2, is placed in service. Moreover,
at the end of 1995, all production activities
reasonably expected to be undertaken on
Wing #1 are completed. In accordance with
§ 1.263A–10(b)(1), Wing #1 and Wing #2 are sep-
arate units of designated property. E may
stop capitalizing interest on Wing #1 but not
on Wing #2.

Example 2. F is in the business of con-
structing finished houses. F generally paints
and finishes the interior of the house, al-
though this does not occur until a potential
buyer is located. Because F reasonably ex-
pects to undertake production activity
(painting and finishing), the production pe-
riod of each house does not end until these
activities are completed.

(e) Physical production activities—(1)
In general. The term physical production
activities includes any physical activity
that constitutes production within the
meaning of § 1.263A–8(d)(1). The produc-
tion period begins and interest must be
capitalized with respect to real prop-
erty if any physical production activi-
ties are undertaken, whether alone or
in preparation for the construction of
buildings or other structures, or with
respect to the improvement of existing
structures. For example, the clearing
of raw land constitutes the production
of designated property, even if only
cleared prior to resale.
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(2) Illustrations. The following is a
partial list of activities any one of
which constitutes a physical produc-
tion activity with respect to the pro-
duction of real property:

(i) Clearing, grading, or excavating of
raw land;

(ii) Demolishing a building or gutting
a standing building;

(iii) Engaging in the construction of
infrastructure, such as roads, sewers,
sidewalks, cables, and wiring;

(iv) Undertaking structural, mechan-
ical, or electrical activities with re-
spect to a building or other structure;
or

(v) Engaging in landscaping activi-
ties.

(f) Activities not considered physical
production. The activities described in
paragraphs (f)(1) and (f)(2) of this sec-
tion are not considered physical pro-
duction activities:

(1) Planning and design. Soil testing,
preparing architectural blueprints or
models, or obtaining building permits.

(2) Incidental repairs. Physical activi-
ties of an incidental nature that may
be treated as repairs under § 1.162–4.

(g) Suspension of production period—(1)
In general. If production activities re-
lated to the production of a unit of des-
ignated property cease for at least 120
consecutive days (cessation period), a
taxpayer may suspend the capitaliza-
tion of interest with respect to the unit
of designated property starting with
the first measurement period that be-
gins after the first day in which pro-
duction ceases. The taxpayer must re-
sume the capitalization of interest
with respect to a unit beginning with
the measurement period during which
production activities resume. In addi-
tion, production activities are not con-
sidered to have ceased if they cease be-
cause of circumstances inherent in the
production process, such as normal ad-
verse weather conditions, scheduled
plant shutdowns, or delays due to de-
sign or construction flaws, the obtain-
ing of a permit or license, or the settle-
ment of groundfill to construct prop-
erty. Interest incurred on debt that is
traced debt with respect to a unit of
designated property during the suspen-
sion period is subject to capitalization
with respect to the production of other
units of designated property as interest

on nontraced debt. See § 1.263A–9(c)(5)(i)
of this section. For applications of the
avoided cost method after the end of
the suspension period, the accumulated
production expenditures for the unit
include the balance of accumulated
production expenditures as of the be-
ginning of the suspension period, plus
any additional capitalized costs in-
curred during the suspension period.
No further suspension of interest cap-
italization may occur unless the re-
quirements for a new suspension period
are satisfied.

(2) Special rule. If a cessation period
spans more than one taxable year, the
taxpayer may suspend the capitaliza-
tion of interest with respect to a unit
beginning with the first measurement
period of the taxable year in which the
120-day period is satisfied.

(3) Method of accounting. An election
to suspend interest capitalization
under paragraph (g)(1) of this section is
a method of accounting that must be
consistently applied to all units that
satisfy the requirements of paragraph
(g)(1) of this section. However, the spe-
cial rule in paragraph (g)(2) of this sec-
tion is applied on an annual basis to all
units of an electing taxpayer that sat-
isfy the requirements of paragraph
(g)(2) of this section.

(4) Example. The provisions of para-
graph (g)(1) of this section are illus-
trated by the following example.

Example. (i) D, a calendar-year taxpayer,
began production of a residential housing de-
velopment on January 1, 1995. D, in applying
the avoided cost method, chose a taxable
year computation period and quarterly
measurement dates. On April 10, 1995, all pro-
duction activities ceased with respect to the
units in the development until December 1,
1996. The cessation, which occurred for a pe-
riod of at least 120 consecutive days, was not
attributable to circumstances inherent in
the production process. With respect to the
units in the development, D incurred produc-
tion expenditures of $2,000,000 from January
1, 1995 through April 10, 1995. D incurred in-
terest of $100,000 on traced debt with respect
to the units for the period beginning Janu-
ary 1, 1995, and ending June 30, 1995. D did
not incur any production expenditures for
the more than 20-month cessation beginning
April 10, 1995, and ending December 1, 1996,
but incurred $200,000 of production expendi-
tures from December 1, 1996, through Decem-
ber 31, 1996.

(ii) D is required to capitalize the $100,000
interest on traced debt incurred during the
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two measurement periods beginning January
1, 1995, and ending June 30, 1995. Because D
satisfied the 120-day rule under this para-
graph (g), D is not required to capitalize in-
terest with respect to the accumulated pro-
duction expenditures for the units for the
measurement period beginning July 1, 1995,
and ending September 30, 1995, which is the
first measurement period that begins after
the date production activities cease. D is
rquired to resume interest capitalization
with respect to the $2,300,000
(2,000,000+100,000+200,000) of accumulated pro-
duction expenditures for the units for the
measurement period beginning October 1,
1996, and ending December 31, 1996 (the meas-
urement period during which production ac-
tivities resume). Accordingly, D may sus-
pend the capitalization of interest with re-
spect to the units from July 1, 1995, through
September 30, 1996.

[T.D. 8584, 59 FR 67212, Dec. 29, 1994; 60 FR
16575, Mar. 31, 1995]

§ 1.263A–13 Oil and gas activities.

(a) In general. This section provides
rules that are to be applied in tandem
with §§ 1.263A–8 through 1.263A–12,
1.263A–14, and 1.263A–15 in capitalizing
interest with respect to the develop-
ment (within the meaning of section
263A(g)) of oil or gas property. For this
purpose, oil or gas property consists of
each separate operating mineral inter-
est in oil or gas as defined in section
614(a), or, if a taxpayer makes an elec-
tion under section 614(b), the aggregate
of two or more separate operating min-
eral interests in oil or gas as described
in section 614(b) (section 614 property).
Thus, an oil or gas property is des-
ignated property unless the de minimis
rule applies. A taxpayer must apply the
rules in paragraph (c) of this section if
the taxpayer cannot establish, at the
beginning of the production period of
the first well drilled on the property, a
definite plan that identifies the num-
ber and location of other wells planned
with respect to the property. If a tax-
payer can establish such a plan at the
beginning of the production period of
the first well drilled on the property,
the taxpayer may either apply the
rules of paragraph (c) of this section or
treat each of the planned wells as a
separate unit and partition the lease-
hold acquisition costs and costs of
common features based on the number
of planned well units.

(b) Generally applicable rules—(1) Be-
ginning of production period—(i) Onshore
activities. In the case of onshore oil or
gas development activities, the produc-
tion period for a unit begins on the
first date physical site preparation ac-
tivities (such as building an access
road, leveling a site for a drilling rig,
or excavating a mud pit) are under-
taken with respect to the unit.

(ii) Offshore activities. In the case of
offshore development activities, the
production period for a unit begins on
the first date physical site preparation
activities, other than activities under-
taken with respect to expendable wells,
are undertaken with respect to the
unit. For purposes of the preceding sen-
tence, the first physical site prepara-
tion activity undertaken with respect
to a section 614 property is generally
the first activity undertaken with re-
spect to the anchoring of a platform
(e.g., drilling to drive the piles). For
purposes of this section, an expendable
well is a well drilled solely to deter-
mine the location and delineation of
offshore hydrocarbon deposits.

(2) End of production period. The pro-
duction period ends for a productive
well unit on the date the well is placed
in service and all production activities
reasonably expected to be undertaken
by, or for, the taxpayer or a related
person are completed. See § 1.263A–
12(d).

(3) Accumulated production expendi-
tures—(i) Costs included. Accumulated
production expenditures for a well unit
include the following costs (to the ex-
tent they are not intangible drilling
and development costs allowable as a
deduction under section 263(c), 263(i), or
291(b)(2)): the costs of acquiring the
section 614 leasehold and the costs of
taxes and similar items that are re-
quired to be capitalized under section
263A(a) with respect to the section 614
leasehold; the cost of real property as-
sociated with developing the section
614 property (e.g., casing); the basis of
real property that constitutes a com-
mon feature within the meaning of
§ 1.263A–10(b)(3); and the adjusted basis
of property used to produce property
(such as a mobile rig, drilling ship, or
an offshore drilling platform).

(ii) Improvement unit. To the extent
section 614 costs are allocated to a well
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unit, the undepleted portion of those
section 614 costs must also be included
in the accumulated production expend-
itures for any improvement unit (with-
in the meaning of § 1.263A–8(d)(3)) with
respect to that well unit.

(c) Special rules when definite plan not
established—(1) In general. The special
rules of this paragraph (c) must be ap-
plied by a taxpayer that cannot estab-
lish, at the beginning of the production
period of the first well drilled on the
property, a definite plan that identifies
the number and location of the wells
planned with respect to the property. A
taxpayer than can establish such a
plan is permitted, but not required, to
apply the rules of this paragraph (c),
provided the rules of this paragraph (c)
are consistently applied for all the tax-
payer’s oil or gas properties for which
a definite plan can be established.

(2) Oil and gas units—(i) First produc-
tive well unit. Until the first productive
well is placed in service and all produc-
tion activities reasonably expected to
be undertaken by, or for, the taxpayer
or a related person are completed, a
first productive well unit includes the
section 614 property and all real prop-
erty associated with the development
of the section 614 property. Thus, for
example, a first productive well unit
includes the section 614 property and
real property associated with any non-
productive well drilled on the section
614 property on or before the date the
first productive well is placed in serv-
ice and all production activities rea-
sonably expected to be undertaken by,
or for, the taxpayer or a related person
are completed. For purposes of this sec-
tion, a productive well is a well that
produces in commercial quantities. See
paragraph (c)(5) of this section, which
provides a special rule whereby the
costs of a section 614 property and com-
mon feature costs for a section 614
property generally are included only in
the accumulated production expendi-
tures for the first productive well unit.

(ii) Subsequent units. Generally, real
property associated with each produc-
tive or nonproductive well with respect
to which production activities begin
after the date the first productive well
is placed in service and all production
activities reasonably expected to be
undertaken by, or for, the taxpayer or

a related person are completed, con-
stitutes a unit of real property. Addi-
tionally, a productive or nonproductive
well that is included in a first produc-
tive well unit and for which develop-
ment continues after the date the first
productive well is placed in service and
all production activities reasonably ex-
pected to be undertaken by, or for, the
taxpayer or a related person are com-
pleted, generally is treated as a sepa-
rate unit of property after that date.
See, however, paragraph (c)(5) of this
section, which provides rules for the
treatment of costs included in the ac-
cumulated production expenditures of
a first productive well unit.

(3) Beginning of production period—(i)
First productive well unit. The beginning
of the production period of the first
productive well unit is determined as
provided in paragraph (b) of this sec-
tion.

(ii) Subsequent wells. In applying
paragraph (b) of this section to subse-
quent well units (as described in para-
graph (c)(2)(ii) of this section), any ac-
tivities occurring prior to the date the
production period ends for the first
productive well unit are not taken into
account in determining the beginning
of the production period for the subse-
quent well units.

(4) End of production period. The end
of the production period for both the
first productive well unit and subse-
quent productive well units is deter-
mined as provided in paragraph (b)(2)
of this section. See § 1.263A–12(d). Non-
productive wells included in the first
productive well unit need not be
plugged and abandoned for the produc-
tion period to end for a first productive
well unit.

(5) Accumulated production expendi-
tures—(i) First productive well unit. The
accumulated production expenditures
for a first productive well unit include
all costs incurred with respect to the
section 614 property and associated real
property at any time through the end
of the production period for the first
productive well unit. Thus, the costs of
acquiring the section 614 property, the
costs of taxes and similar items that
are required to be capitalized under
section 263A(a) with respect to the sec-
tion 614 property, and the costs of com-
mon features, that are incurred at any
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time through the end of the production
period of the first productive well unit
(section 614 costs) are included in the
accumulated production expenditures
for the first productive well unit.

(ii) Subsequent well unit. The accumu-
lated production expenditures for a
subsequent well do not include any
costs included in the accumulated pro-
duction expenditures for a first produc-
tive well unit. In the event that section
614 costs or common feature costs with
respect to a section 614 property are in-
curred subsequent to the end of the
production period of the first produc-
tive well unit, those common feature
costs and undepleted section 614 costs
are allocated among the accumulated
production expenditures of wells being
drilled as of the date such costs are in-
curred.

(6) Allocation of interest capitalized
with respect to first productive well unit.
Interest attributable to any productive
or nonproductive well included in the
first productive well unit (within the
meaning of paragraph (c)(2)(ii) of this
section) is allocated among and cap-
italized to the basis of the property as-
sociated with the first productive well
unit. See § 1.263A–8(a)(2).

(7) Example. The provisions of this
paragraph (c) are illustrated by the fol-
lowing example.

Example. (i) Corporation Z, an oil company,
acquired a section 614 property in an onshore
tract, Tract B, for development. In 1995, Cor-
poration Z began site preparation activities
on Tract B and also commenced drilling Well
1 on Tract B. Corporation Z was unable to es-
tablish, as provided in paragraph (a) of this
section, a definite plan identifying the num-
ber and location of other wells planned on
Tract B. In 1996, Corporation Z began drilling
Well 2. On May 1, 1997, Well 2, a productive
well, was placed in service and all production
activities reasonably expected to be under-
taken with respect to Well 2 were completed.
By that date, also, Well 1 was abandoned.

(ii) Well 2 is a first productive well (within
the meaning of paragraph (c)(2)(i) of this sec-
tion). Well 1 is a nonproductive well drilled
prior to a first productive well. Under para-
graph (c) of this section, Corporation Z must
treat both Well 1 and Well 2 as part of the
first productive well unit on the section 614
property. In accordance with paragraphs
(c)(3) and (c)(4) of this section, the produc-
tion period of the first productive well unit
begins on the date physical site preparation
activities are undertaken with respect to
Well 1 in 1995 and ends on May 1, 1997, the

date that Well 2 is placed in service and all
production activities reasonably expected to
be undertaken are completed. In accordance
with paragraph (c)(5) of this section, the ac-
cumulated production expenditures for the
first productive well unit include, among
other capitalized costs, the entire section 614
property costs capitalized with respect to
Tract B and all common feature costs in-
curred with respect to the section 614 prop-
erty through May 1, 1997.

(iii) Any well that Corporation Z begins
after May 1, 1997, is a separate unit of prop-
erty. See paragraph (c)(2)(ii) of this section.
Under paragraph (c)(3)(ii) of this section, the
production period for any such well unit be-
gins on the first day after May 1, 1997, on
which Corporation Z undertakes physical
site preparation activities with respect to
the well unit. Moreover, Corporation Z does
not include any of the section 614 property
costs in the accumulated production expend-
itures for any well unit begun after May 1,
1997.

[T.D. 8584, 59 FR 67213, Dec. 29, 1994; 60 FR
16575, Mar. 31, 1995]

§ 1.263A–14 Rules for related persons.
Taxpayers must account for average

excess expenditures allocated to re-
lated persons under applicable adminis-
trative pronouncements interpreting
section 263A(f). See § 601.601(d)(2)(ii)(b)
of this chapter.

[T.D. 8584, 59 FR 67215, Dec. 29, 1994]

§ 1.263A–15 Effective dates, transi-
tional rules, and anti-abuse rule.

(a) Effective dates—(1) Sections
1.263A–8 through 1.263A–15 generally
apply to interest incurred in taxable
years beginning on or after January 1,
1995. In the case of property that is in-
ventory in the hands of the taxpayer,
however, these sections are effective
for taxable years beginning on or after
January 1, 1995. Changes in methods of
accounting necessary as a result of the
rules in §§ 1.263A–8 through 1.263A–15
must be made under the terms and con-
ditions prescribed by the Commis-
sioner. Under these terms and condi-
tions, the principles of § 1.263A–7 must
be applied in revaluing inventory prop-
erty.

(2) For taxable years beginning be-
fore January 1, 1995, taxpayers must
take reasonable positions on their fed-
eral income tax returns when applying
section 263A(f). For purposes of this
paragraph (a)(2), a reasonable position
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is a position consistent with the tem-
porary regulations, revenue rulings,
revenue procedures, notices, and an-
nouncements concerning section 263A
applicable in taxable years beginning
before January 1, 1995. See
§ 601.601(d)(2)(ii)(b) of this chapter. For
this purpose, Notice 88–99, 1988–2 C.B.
422, applies to taxable years beginning
after August 17, 1988, in the case of in-
ventory, and to interest incurred in
taxable years beginning after August
17, 1988, in all other cases. Finally,
under administrative procedures issued
by the Commissioner, taxpayers may
elect early application of §§ 1.263A–8
through 1.263A–15 to taxable years be-
ginning on or after January 1, 1994, in
the case of inventory property, and to
interest incurred in taxable years be-
ginning on or after January 1, 1994, in
the case of property that is not inven-
tory in the hands of the taxpayer.

(b) Transitional rule for accumulated
production expenditures—(1) In general.
Except as provided in paragraph (b)(2)
of this section, costs incurred before
the effective date of section 263A are
included in accumulated production ex-
penditures (within the meaning of
§ 1.263A–11) with respect to noninven-
tory property only to the extent those
costs were required to be capitalized
under section 263 when incurred and
would have been taken into account in
determining the amount of interest re-
quired to be capitalized under former
section 189 (relating to the capitaliza-
tion of real property interest and
taxes) or pursuant to an election that
was in effect under section 266 (relating
to the election to capitalize certain
carrying charges).

(2) Property used to produce designated
property. The basis of property acquired
prior to 1987 and used to produce des-
ignated noninventory property after
December 31, 1986, is included in accu-
mulated production expenditures in ac-
cordance with § 1.263A–11(d) without re-
gard to whether the basis would have
been taken into account under former
section 189 or section 266.

(c) Anti-abuse rule. The interest cap-
italization rules contained in §§ 1.263A–
8 through 1.263A–15 must be applied by
the taxpayer in a manner that is con-
sistent with and reasonably carries out
the purposes of section 263A(f). For ex-

ample, in applying § 1.263A–10, regard-
ing the definition of a unit of property,
taxpayers may not divide a single unit
of property to avoid property
classifying the property as designated
property. Similarly, taxpayers may not
use loans in lieu of advance payments,
tax-exempt parties, loan restructurings
at measurement dates, or obligations
bearing an unreasonably low rate of in-
terest (even if such rate equals or ex-
ceeds the applicable Federal rate under
section 1274(d)) to avoid the purposes of
section 263A(f). For purposes of this
paragraph (c), the presence of back-to-
back loans with different rates of inter-
est, and other uses of related parties to
facilitate an avoidance of interest cap-
italization, evidences abuse. In such
cases, the District Director may, based
upon all the facts and circumstances,
determine the amount of interest that
must be capitalized in a manner that is
consistent with and reasonably carries
out the purposes of section 263A(f).

[T.D. 8584, 59 FR 67215, Dec. 29, 1994, as
amended by T.D. 8728, 62 FR 42062, Aug. 5,
1997]

§ 1.264–1 Premiums on life insurance
taken out in a trade or business.

(a) When premiums are not deductible.
Premiums paid by a taxpayer on a life
insurance policy are not deductible
from the taxpayer’s gross income, even
though they would otherwise be de-
ductible as trade or business expenses,
if they are paid on a life insurance pol-
icy covering the life of any officer or
employee of the taxpayer, or any per-
son (including the taxpayer) who is fi-
nancially interested in any trade or
business carried on by the taxpayer,
when the taxpayer is directly or indi-
rectly a beneficiary of the policy. For
additional provisions relating to the
nondeductibility of premiums paid on
life insurance policies (whether under
section 162 or any other section of the
Code), see section 262, relating to per-
sonal, living, and family expenses, and
section 265, relating to expenses allo-
cable to tax-exempt income.

(b) When taxpayer is a beneficiary. If a
taxpayer takes out a policy for the pur-
pose of protecting himself from loss in
the event of the death of the insured,
the taxpayer is considered a bene-
ficiary directly or indirectly under the
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policy. However, if the taxpayer is not
a beneficiary under the policy, the pre-
miums so paid will not be disallowed as
deductions merely because the tax-
payer may derive a benefit from the in-
creased efficiency of the officer or em-
ployee insured. See section 162 and the
regulations thereunder. A taxpayer is
considered a beneficiary under a policy
where, for example, he, as a principal
member of a partnership, takes out an
insurance policy on his own life irrev-
ocably designating his partner as the
sole beneficiary in order to induce his
partner to retain his investment in the
partnership. Whether or not the tax-
payer is a beneficiary under a policy,
the proceeds of the policy paid by rea-
son of the death of the insured may be
excluded from gross income whether
the beneficiary is an individual or a
corporation, except in the case of (1)
certain transferees, as provided in sec-
tion 101(a)(2); (2) portions of amounts of
life insurance proceeds received at a
date later than death under the provi-
sions of section 101(d); and (3) life in-
surance policy proceeds which are in-
cludible in the gross income of a hus-
band or wife under section 71 (relating
to alimony) or section 682 (relating to
income of an estate or trust in case of
divorce, etc.). (See section 101(e).) For
further reference, see, generally, sec-
tion 101 and the regulations there-
under.

§ 1.264–2 Single premium life insur-
ance, endowment, or annuity con-
tracts.

Amounts paid or accrued on indebt-
edness incurred or continued, directly
or indirectly, to purchase or to con-
tinue in effect a single premium life in-
surance or endowment contract, or to
purchase or to continue in effect a sin-
gle premium annuity contract pur-
chased (whether from the insurer, an-
nuitant, or any other person) after
March 1, 1954, are not deductible under
section 163 or any other provision of
chapter 1 of the Code. This prohibition
applies even though the insurance is
not on the life of the taxpayer and re-
gardless of whether or not the taxpayer
is the annuitant or payee of such annu-
ity contract. A contract is considered a
single premium life insurance, endow-
ment, or annuity contract, for the pur-

poses of this section, if substantially
all the premiums on the contract are
paid within four years from the date on
which the contract was purchased, or if
an amount is deposited after March 1,
1954, with the insurer for payment of a
substantial number of future premiums
on the contract.

§ 1.264–3 Effective date; taxable years
ending after March 1, 1954, subject
to the Internal Revenue Code of
1939.

Pursuant to section 7851(a)(1)(C), the
regulations prescribed in § 1.264–2, to
the extent that they relate to amounts
paid or accrued on indebtedness in-
curred or continued to purchase or
carry a single premium annuity con-
tract purchased after March 1, 1954, and
to the extent they consider a contract
a single premium life insurance, en-
dowment, or annuity contract if an
amount is deposited after March 1,
1954, with the insurer for payment of a
substantial number of future premiums
on the contract, shall also apply to
taxable years beginning before January
1, 1954, and ending after March 1, 1954,
and to taxable years beginning after
December 31, 1953, and ending after
March 1, 1954, but before August 17,
1954, although such years are subject to
the Internal Revenue Code of 1939.

§ 1.264–4 Other life insurance, endow-
ment, or annuity contracts.

(a) General rule. Except as otherwise
provided in paragraphs (d) and (e) of
this section, no deduction shall be al-
lowed under section 163 or any other
provision of chapter 1 of the Code for
any amount (determined under para-
graph (b) of this section) paid or ac-
crued during the taxable year on in-
debtedness incurred or continued to
purchase or continue in effect a life in-
surance, endowment, or annuity con-
tract (other than a single premium
contract or a contract treated as a sin-
gle premium contract) if such indebt-
edness is incurred pursuant to a plan of
purchase which contemplates the sys-
tematic direct or indirect borrowing of
part or all of the increases in the cash
value of such contract (either from the
insurer or otherwise). For the purposes
of the preceding sentence, the term of
purchase includes the payment of part
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or all of the premiums on a contract,
and not merely payment of the pre-
mium due upon inital issuance of the
contract. The rule of this paragraph
applies whether or not the taxpayer is
the insured, payee, or annuitant under
the contract. the rule of this paragraph
does not apply to contracts purchased
by the taxpayer on or before August 6,
1963, even though there is a substantial
increase in premiums after such date.
The rule of this paragraph does not
apply to any amount paid or accrued
on indebtedness incurred or continued
to purchase or carry a single premium
life insurance, endowment, or annuity
contract (including a contract treated
as a single premium contract); the
treatment of such amounts is governed
by § 1.264–2.

(b) Determination of amount not al-
lowed. The amount not allowed as a de-
duction under paragraph (a) of this sec-
tion is determined with reference to
the entire amount of borrowing to pur-
chase or carry the contract, and is not
limited with reference to the amount
of borrowing of increases in the cash
value. The rule of this paragraph may
be illustrated by the following exam-
ple:

Example. A, a calendar year taxpayer using
the cash receipts and disbursements method
of accounting, on January 1, 1964, purchases
from a life insurance company a policy in
the amount of $100,000 with an annual gross
premium of $2,200. For the first policy year,
A pays the annual premium by means other
than by borrowing. For the second, third,
fourth, and fifth policy years, A continues
the policy in effect by incurring indebted-
ness pursuant to a plan referred to in para-
graph (a) of this section. The years and
amounts applicable to the policy are as fol-
lows:

Years
Cumulative
cash value
of contract

Total loan
out-

standing

Interest
paid at
4.8 per-

cent

1964 ............................. $370 0 0
1965 ............................. 2,175 $2,200 $105.60
1966 ............................. 4,000 4,400 211.20
1967 ............................. 5,865 6,600 316.80
1968 ............................. 7,745 8,800 422.40

On these facts (assuming that none of the
exceptions contained in paragraph (d) of this
section are applicable), no deduction is al-
lowed for the interest paid during the year
1968. Moreover, the interest deduction will be
disallowed for the taxable years 1965 through
1967 if such taxable years are not closed by

reason of the statute of limitations or other
rule of law.

(c) Special rules. For purposes of this
section:

(1) Determination of existence of a plan
which contemplates systematic bor-
rowing—(i) In general. The determina-
tion of whether indebtedness is in-
curred or continued pursuant to a plan
referred to in paragraph (a) of this sec-
tion shall be made on the basis of all
the facts and circumstances in each
case. Unless the taxpayer shows other-
wise, in the case of borrowing in con-
nection with premiums for more than
three years, the existence of a plan re-
ferred to in paragraph (a) of this sec-
tion will be presumed. The mere fact
that a taxpayer does not borrow to pay
a premium in a particular year does
not in and of itself preclude the exist-
ence of a plan referred to in paragraph
(a) of this section. A plan referred to in
paragraph (a) of this section need not
exist at the time the contract is en-
tered into, but may come into exist-
ence at any time during the 7-year pe-
riod following the taxpayer’s purchase
of the contract or following a substan-
tial increase (referred to in paragraph
(d)(1) of this section) in premiums on
the contract.

(ii) Premium attributable to more than
one year. For purposes of subdivision (i)
of this subparagraph, if the stated an-
nual premiums due on a contract vary
in amount, borrowing in connection
with any premium, the amount of
which exceeds the amount of any other
premium, on such contract may be con-
sidered borrowing to pay premiums for
more than one year. The preceding sen-
tence shall not apply where the bor-
rowing is in connection with a substan-
tially increased premium within the
meaning of paragraph (d)(1) of this sec-
tion.

(2) Direct or indirect. A plan referred
to in paragraph (a) of this section may
contemplate direct or indirect bor-
rowing of increases in cash value of the
contract directly or indirectly to pay
premiums and many contemplate bor-
rowing either from an insurance car-
rier, from a bank, or from any other
person. Thus, for example, if a tax-
payer borrows $100,000 from a bank and
uses the funds to purchase securities,
later borrows $100,000 from a second
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bank and uses the funds to repay the
first bank, later sells the securities and
uses the funds as a part of a plan re-
ferred to in paragraph (a) of this sec-
tion to pay premiums on a contract of
cash value life insurance, the deduction
for interest paid in continuing the loan
from the second bank shall not be al-
lowed (assuming that none of the ex-
ceptions contained in paragraph (d) of
this section are applicable). Moreover,
a plan referred to in paragraph (a) of
this section need not involve a pledge
of the contract, but may contemplate
unsecured borrowing or the use of
other property.

(d) Exceptions. No deduction shall be
denied under paragraph (a) of this sec-
tion with respect to any amount paid
or accrued during a taxable year on in-
debtedness incurred or continued as
part of a plan referred to in paragraph
(a) of this section if any of the fol-
lowing exceptions apply.

(1) The 7-year exception—(i) In general.
No part of 4 of the annual premiums
due during the 7-year period (beginning
with the date the first premium on the
contract to which such plan relates
was paid) is paid under such plan by
means of indebtedness. For purposes of
this exception, in the event of a sub-
stantial increase in any annual pre-
mium on a contract, a new 7-year pe-
riod begins on the date such increased
premium is paid. If premiums on a con-
tract are payable other than on an an-
nual basis (for example, monthly), the
annual premium is the aggregate of
premiums due for the year. See para-
graph (c)(1)(ii) of this section for cases
where one premium on a contract paid
by means of indebtedness may be con-
sidered as more than one annual pre-
mium.

(ii) Application of borrowings. For pur-
poses of subdivision (i) of this subpara-
graph, if during a 7-year period referred
to in such subdivision the taxpayer, di-
rectly or indirectly, borrows with re-
spect to more than one annual pre-
mium on a contract, such borrowing
shall be considered first attributable to
the premium for the current policy
year (within the meaning of subdivi-
sion (iii) of this subparagraph) and
then attributable to premiums for
prior policy years beginning with the
most recent prior policy year (but not

including any prior policy year to the
extent that such taxpayer has indebt-
edness outstanding with respect to the
premium for such prior policy year). If
such borrowing exceeds the premiums
paid for the current policy year and for
prior policy years and the taxpayer
has, with respect to the current policy
year, deposited premiums in advance of
the due date of such premiums, such
excess borrowing shall be considered
indebtedness incurred to carry the con-
tract which is attributable to the pre-
miums deposited for succeeding policy
years beginning with the premium for
the next succeeding policy year. The
preceding sentence shall not apply to a
single premium contract referred to in
§ 1.264–2.

(iii) Current policy year. For purposes
of subdivision (ii) of this subparagraph,
the term current policy year refers to
the policy year which begins with or
within the taxable year of the tax-
payer.

(iv) Illustrations. The provisions of
subdivision (ii) of this subparagraph
may be illustrated by the following ex-
amples:

Example 1. A, a calendar year taxpayer
using the cash receipts and disbursements
method of accounting, on January 1, 1964,
purchases from a life insurance company a
policy in the amount of $100,000 with an an-
nual gross premium of $2,200. For the first
four policy years, A initially pays the annual
premium by means other than borrowing. On
January 1, 1968, pursuant to a plan referred
to in paragraph (a) of this section, A borrows
$10,000 with respect to the policy. Such bor-
rowing is considered first attributable to
paying the premium for the year 1968 and
then attributable to paying the premiums
for the years 1967, 1966, 1965, and 1964 (in
part). No deduction is allowed for the inter-
est paid by A on the $10,000 indebtedness dur-
ing the year 1968.

Example 2. The facts are the same as in Ex-
ample (1), except that on January 1, 1964, A
pays the first annual premium and deposits
an amount equal to the second and third an-
nual premiums, all such amounts initially
being paid or deposited by means other than
borrowing. On January 1, 1965, A deposits an
amount equal to the fourth, fifth, and sixth
annual premiums, and borrows $4,400 pursu-
ant to a plan referred to in paragraph (a) of
this section. Such borrowing is considered
attributable to the premiums paid for the
policy years 1965 and 1964. On January 1, 1966,
A deposits an amount equal to the seventh,
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eighth, and ninth annual premiums, and bor-
rows $6,600 pursuant to such plan. Such bor-
rowing is considered attributable to the pre-
mium paid for the policy year 1966 and depos-
ited for the policy years 1967 and 1968. No de-
duction is allowed for interest paid by A on
the $11,000 indebtedness during 1966. More-
over, the interest deduction will be dis-
allowed for the taxable year 1965. However, if
this contract is treated as a single premium
contract under § 1.264–2 (by reason of deposit
with the insurer of an amount for payment
of a substantial number of future premiums),
the deduction for interest on indebtedness
incurred or continued to purchase or carry
the contract would be denied without ref-
erence to this section.

(2) The $100 exception. The total
amount paid or accrued during the tax-
able year by the taxpayer who has en-
tered one or more plans referred to in
paragraph (a) of this section for which
(without regard to this subparagraph)
no deduction would be allowable under
paragraph (a) of this section does not
exceed $100. Where the amount so paid
or accrued during the taxable year ex-
ceeds $100, the entire amount shall be
subject to the general rule of para-
graph (a) of this section.

(3) The unforeseen events exception.
The amount is paid or accrued by the
taxpayer on indebtedness incurred be-
cause of an unforeseen substantial loss
of such taxpayer’s income or an unfore-
seen substantial increase in such tax-
payer’s financial obligations. A loss of
income or increase in financial obliga-
tions is not unforeseen, within the
meaning of this subparagraph, if at the
time of the purchase of the contract
such event was or could have been fore-
seen. College education expenses are
foreseeable; however, if college ex-
penses substantially increase, then to
the extent that such increases are un-
foreseen, this exception will apply.
This exception applies only if the plan
referred to in paragraph (a) of this sec-
tion arises because of the unforeseen
event. Thus, for example, if a taxpayer
or his family incur substantial unex-
pected medical expenses or the tax-
payer is laid off from his job, and for
that reason systematically borrows
against the cash value of a previously
purchased contract, the deduction for
the interest paid on the loan will not
be denied, whether or not the loan is
used to pay a premium on the contract.

(4) The trade or business exception. The
indebtedness is incurred by the tax-
payer in connection with his trade or
business. To be within this exception,
the indebtedness must be incurred to
finance business obligations rather
than to finance cash value life insur-
ance. Thus, if a taxpayer pledges a life
insurance, endowment, or annuity con-
tract as part of the collateral for a loan
to finance the expansion of inventory
or capital improvements for his busi-
ness, no part of the deduction for inter-
est on such loan will be denied under
paragraph (a) of this section. Bor-
rowing by a business taxpayer to fi-
nance business life insurance such as
under so-called keyman, split dollar, or
stock retirement plans is not consid-
ered to be incurred in connection with
the taxpayer’s trade or business within
the meaning of this subparagraph. The
determination of whether the indebted-
ness is incurred in connection with the
taxpayer’s trade or business, within
the meaning of this exception, rather
than to finance cash value life insur-
ance shall be made on the basis of all
the facts and circumstances. The provi-
sions of this subparagraph may be il-
lustrated by the following examples:

Example 1. Corporation M each year bor-
rows substantial sums to carry on its busi-
ness. Corporation M agrees to provide a re-
tirement plan for its employees and pur-
chases level premium life insurance to fund
its obligation under the plan. The mere fact
that M Corporation purchases a cash value
life insurance policy will not cause its deduc-
tion for interest paid on its normal indebted-
ness to be denied even though the policy is
later used as part of the collateral for its
normal indebtedness.

Example 2. Corporation R has $200,000 of
bonds outstanding and purchases cash value
life insurance policies on several of its key
employees. Such purchase by R Corporation
will not, of itself, cause its deduction for in-
terest on its bonded indebtedness to be de-
nied. If, however, the premiums on the life
insurance policies are $10,000 each year, the
cash value increases by $8,000 each year, and
R Corporation increases its indebtedness by
$10,000 each year, its deduction for interest
on such indebtedness will not be allowed
under the rule of paragraph (a) of this sec-
tion. On the other hand, the absence of such
a directly parallel increase will not of itself
establish that the deduction for interest is
allowable.
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(e) Applicability of section. The rules
of this section apply with respect to
taxable years beginning after Decem-
ber 31, 1963, but only with respect to
contracts purchased after August 6,
1963. With respect to contracts entered
into on or before August 6, 1963, but
purchased or acquired whether from
the insurer, insured, or any other per-
son (other than by gift, bequest, or in-
heritance, or in a transaction to which
section 381(a) of the Code applies) after
such date, the rules of this section
apply after such purchase or acquisi-
tion.

[T.D. 6773, 29 FR 15751, Nov. 24, 1964]

§ 1.265–1 Expenses relating to tax-ex-
empt income.

(a) Nondeductibility of expenses allo-
cable to exempt income. (1) No amount
shall be allowed as a deduction under
any provision of the Code for any ex-
pense or amount which is otherwise al-
lowable as a deduction and which is al-
locable to a class or classes of exempt
income other than a class or classes of
exempt interest income.

(2) No amount shall be allowed as a
deduction under section 212 (relating to
expenses for production of income) for
any expense or amount which is other-
wise allowable as a deduction and
which is allocable to a class or classes
of exempt interest income.

(b) Exempt income and nonexempt in-
come. (1) As used in this section, the
term class of exempt income means any
class of income (whether or not any
amount of income of such class is re-
ceived or accrued) wholly exempt from
the taxes imposed by Subtitle A of the
Code. For purposes of this section, a
class of income which is considered as
wholly exempt from the taxes imposed
by subtitle A includes any class of in-
come which is:

(i) Wholly excluded from gross in-
come under any provision of Subtitle
A, or

(ii) Wholly exempt from the taxes
imposed by Subtitle A under the provi-
sions of any other law.

(2) As used in this section the term
nonexempt income means any income
which is required to be included in
gross income.

(c) Allocation of expenses to a class or
classes of exempt income. Expenses and

amounts otherwise allowable which are
directly allocable to any class or class-
es of exempt income shall be allocated
thereto; and expenses and amounts di-
rectly allocable to any class or classes
of nonexempt income shall be allocated
thereto. If an expense or amount other-
wise allowable is indirectly allocable
to both a class of nonexempt income
and a class of exempt income, a reason-
able proportion thereof determined in
the light of all the facts and cir-
cumstances in each case shall be allo-
cated to each.

(d) Statement of classes of exempt in-
come; records. (1) A taxpayer receiving
any class of exempt income or holding
any property or engaging in any activ-
ity the income from which is exempt
shall submit with his return as a part
thereof an itemized statement, in de-
tail, showing (i) the amount of each
class of exempt income, and (ii) the
amount of expenses and amounts oth-
erwise allowable allocated to each such
class (the amount allocated by appor-
tionment being shown separately) as
required by paragraph (c) of this sec-
tion. If an item is apportioned between
a class of exempt income and a class of
nonexempt income, the statement shall
show the basis of the apportionment.
Such statement shall also recite that
each deduction claimed in the return is
not in any way attributable to a class
of exempt income.

(2) The taxpayer shall keep such
records as will enable him to make the
allocations required by this section.
See section 6001 and the regulations
thereunder.

§ 1.265–2 Interest relating to tax ex-
empt income.

(a) In general. No amount shall be al-
lowed as a deduction for interest on
any indebtedness incurred or continued
to purchase or carry obligations, the
interest on which is wholly exempt
from tax under subtitle A of the Code,
such as municipal bonds, Panama
Canal loan 3-percent bonds, or obliga-
tions of the United States, the interest
on which is wholly exempt from tax
under Subtitle A, and which were
issued after September 24, 1917, and not
originally subscribed for by the tax-
payer. Interest paid or accrued within

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00491 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



496

26 CFR Ch. I (4–1–99 Edition)§ 1.265–2

the taxable year on indebtedness in-
curred or continued to purchase or
carry (1) obligations of the United
States issued after September 24, 1917,
the interest on which is not wholly ex-
empt from the taxes imposed under
Subtitle A of the Code, or (2) obliga-
tions of the United States issued after
September 24, 1917, and originally sub-
scribed for by the taxpayer, the inter-
est on which is wholly exempt from the
taxes imposed by Subtitle A of the
Code, is deductible. For rules as to the
inclusion in gross income of interest on
certain governmental obligations, see
section 103 and the regulations there-
under.

(b) Special rule for certain financial in-
stitutions. (1) No deduction shall be dis-
allowed, for taxable years ending after
February 26, 1964, under section 265(2)
for interest paid or accrued by a finan-
cial institution which is a face-amount
certificate company registered under
the Investment Company Act of 1940 (15
U.S.C. 80a–1 and following) and which
is subject to the banking laws of the
State in which it is incorporated, on
face-amount certificates (as defined in
section 2(a)(15) of the Investment Com-
pany Act of 1940) issued by such insti-
tution and on amounts received for the
purchase of such certificates to be
issued by the institution, if the average
amount of obligations, the interest on
which is wholly exempt from the taxes
imposed by Subtitle A of the Code, held
by such institution during the taxable
year, does not exceed 15 percent of the
average amount of the total assets of
such institution during such year. See
subparagraph (3) of this paragraph for
treatment of interest paid or accrued
on face-amount certificates where the
figure is in excess of 15 percent. Inter-
est expense other than that paid or ac-
crued on face-amount certificates or on
amounts received for the purchase of
such certificates does not come within
the rules of this paragraph.

(2) This subparagraph is prescribed
under the authority granted the Sec-
retary or his delegate under section
265(2) to prescribe regulations gov-
erning the determination of the aver-
age amount of tax-exempt obligations
and of the total assets held during an
institution’s taxable year. The average
amount of tax-exempt obligations held

during an institution’s taxable year
shall be the average of the amounts of
tax-exempt obligations held at the end
of each month ending within such tax-
able year. The average amount of total
assets for a taxable year shall be the
average of the total assets determined
at the beginning and end of the institu-
tion’s taxable year. If the Commis-
sioner, however, determines that any
such amount is not fairly representa-
tive of the average amount of tax-ex-
empt obligations or total assets, as the
case may be, held by such institution
during such taxable year, then the
Commissioner shall determine the
amount which is fairly representative
of the average amount of tax-exempt
obligations or total assets, as the case
may be. The percentage which the av-
erage amount of tax-exempt obliga-
tions is of the average amount of total
assets is determined by dividing the av-
erage amount of tax-exempt obliga-
tions by the average amount of total
assets, and multiplying by 100. The
amount of tax-exempt obligations
means that portion of the total assets
of the institution which consists of ob-
ligations the interest on which is whol-
ly exempt from tax under Subtitle A of
the Code, and valued at their adjusted
basis, appropriately adjusted for amor-
tization of premium or discount. Total
assets means the sum of the money,
plus the aggregate of the adjusted basis
of the property other than money held
by the taxpayer in good faith for the
purpose of the business. Such adjusted
basis for any asset is its adjusted basis
for determining gain upon sale or ex-
change for Federal income tax pur-
poses.

(3) If the percentage computation re-
quired by subparagraph (2) of this para-
graph results in a figure in excess of 15
percent for the taxable year, there is
interest that does not come within the
special rule for certain financial insti-
tutions contained in section 265(2). The
amount of such interest is obtained by
multiplying the total interest paid or
accrued for the taxable year on face-
amount certificates and on amounts re-
ceived for the purchase of such certifi-
cates by the percentage figure equal to
the excess of the percentage figure
computed under subparagraph (2) of
this paragraph over 15 percent. See
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paragraph (a) for the disallowance of
interest on indebtedness incurred or
continued to purchase or carry obliga-
tions the interest on which is wholly
exempt from tax under Subtitle A of
the Code.

(4) Every financial institution claim-
ing the benefits of the special rule for
certain financial institutions con-
tained in section 265(2) shall file with
its return for the taxable year:

(i) A statement showing that it is a
face-amount certificate company reg-
istered under the Investment Company
Act of 1940 (15 U.S.C. 80a–1 and fol-
lowing) and that it is subject to the
banking laws of the State in which it is
incorporated.

(ii) A detailed schedule showing the
computation of the average amount of
tax-exempt obligations, the average
amount of total assets of such institu-
tions, and the total amount of interest
paid or accrued on face-amount certifi-
cates and on amounts received for the
purchase of such certificates for the
taxable year.

[T.D. 6927, 32 FR 13221, Sept. 19, 1967]

§ 1.265–3 Nondeductibility of interest
relating to exempt-interest divi-
dends.

(a) In general. No deduction is al-
lowed to a shareholder of a regulated
investment company for interest on in-
debtedness that relates to exempt-in-
terest dividends distributed by the
company to the shareholder during the
shareholder’s taxable year.

(b) Interest relating to exempt-interest
dividends. (1) All or a portion of the in-
terest on an indebtedness relates to ex-
empt-interest dividends if the indebt-
edness is either incurred or continued
to purchase or carry shares of stock of
a regulated investment company that
distributes exempt-interest dividends
(as defined in section 852(b)(5) of the
Code) to the holder of the shares during
the shareholder’s taxable year.

(2) To determine the amount of inter-
est that relates to the exempt-interest
dividends the total amount of interest
paid or accrued on the indebtedness is
multiplied by a fraction. The numer-
ator of the fraction is the amount of
exempt-interest dividends received by
the shareholder. The denominator of
the fraction is the sum of the exempt-

interest dividends and taxable divi-
dends received by the shareholder (ex-
cluding capital gain dividends received
by the shareholder and capital gains
required to be included in the share-
holder’s computation of long-term cap-
ital gains under section 852(b)(3)(D)).

[T.D. 7601, 44 FR 16013, Mar. 16, 1979]

§ 1.266–1 Taxes and carrying charges
chargeable to capital account and
treated as capital items.

(a)(1) In general. In accordance with
section 266, items enumerated in para-
graph (b)(1) of this section may be cap-
italized at the election of the taxpayer.
Thus, taxes and carrying charges with
respect to property of the type de-
scribed in this section are chargeable
to capital account at the election of
the taxpayer, notwithstanding that
they are otherwise expressly deductible
under provisions of Subtitle A of the
Code. No deduction is allowable for any
items so treated.

(2) See §§ 1.263A–8 through 1.263A–15
for rules regarding the requirement to
capitalize interest, that apply prior to
the application of this section. After
applying §§ 1.263A–8 through 1.263A–15, a
taxpayer may elect to capitalize inter-
est under section 266 with respect to
designated property within the mean-
ing of § 1.263A–8(b), provided a computa-
tion under any provision of the Inter-
nal Revenue Code is not thereby mate-
rially distorted, including computa-
tions relating to the source of deduc-
tions.

(b) Taxes and carrying charges. (1) The
taxpayer may elect, as provided in
paragraph (c) of this section, to treat
the items enumerated in this subpara-
graph which are otherwise expressly
deductible under the provisions of Sub-
title A of the Code as chargeable to
capital account either as a component
of original cost or other basis, for the
purposes of section 1012, or as an ad-
justment to basis, for the purposes of
section 1016(a)(1). The items thus
chargeable to capital account are:

(i) In the case of unimproved and un-
productive real property: Annual taxes,
interest on a mortgage, and other car-
rying charges.

(ii) In the case of real property,
whether improved or unimproved and
whether productive or unproductive:
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(a) Interest on a loan (but not theo-
retical interest of a taxpayer using his
own funds),

(b) Taxes of the owner of such real
property measured by compensation
paid to his employees,

(c) Taxes of such owner imposed on
the purchase of materials, or on the
storage, use, or other consumption of
materials, and

(d) Other necessary expenditures,
paid or incurred for the development of
the real property or for the construc-
tion of an improvement or additional
improvement to such real property, up
to the time the development or con-
struction work has been completed.
The development or construction work
with respect to which such items are
incurred may relate to unimproved and
unproductive real estate whether the
construction work will make the prop-
erty productive of income subject to
tax (as in the case of a factory) or not
(as in the case of a personal residence),
or may relate to property already im-
proved or productive (as in the case of
a plant addition or improvement, such
as the construction of another floor on
a factory or the installation of insula-
tion therein).

(iii) In the case of personal property:
(a) Taxes of an employer measured by

compensation for services rendered in
transporting machinery or other fixed
assets to the plant or installing them
therein,

(b) Interest on a loan to purchase
such property or to pay for trans-
porting or installing the same, and

(c) Taxes of the owner thereof im-
posed on the purchase of such property
or on the storage, use, or other con-
sumption of such property, paid or in-
curred up to the date of installation or
the date when such property is first put
into use by the taxpayer, whichever
date is later.

(iv) Any other taxes and carrying
charges with respect to property, oth-
erwise deductible, which in the opinion
of the Commissioner are, under sound
accounting principles, chargeable to
capital account.

(2) The sole effect of section 266 is to
permit the items enumerated in sub-
paragraph (1) of this paragraph to be
chargeable to capital account notwith-
standing that such items are otherwise

expressly deductible under the provi-
sions of Subtitle A of the Code. An
item not otherwise deductible may not
be capitalized under section 266.

(3) In the absence of a provision in
this section for treating a given item
as a capital item, this section has no
effect on the treatment otherwise ac-
corded such item. Thus, items which
are otherwise deductible are deductible
notwithstanding the provisions of this
section, and items which are otherwise
treated as capital items are to be so
treated. Similarly, an item not other-
wise deductible is not made deductible
by this section. Nor is the absence of a
provision in this section for treating a
given item as a capital item to be con-
strued as withdrawing or modifying the
right now given to the taxpayer under
any other provisions of subtitle A of
the Code, or of the regulations there-
under, to elect to capitalize or to de-
duct a given item.

(c) Election to charge taxes and car-
rying charges to capital account. (1) If for
any taxable year there are two or more
items of the type described in para-
graph (b)(1) of this section, which re-
late to the same project to which the
election is applicable, the taxpayer
may elect to capitalize any one or
more of such items even though he
does not elect to capitalize the remain-
ing items or to capitalize items of the
same type relating to other projects.
However, if expenditures for several
items of the same type are incurred
with respect to a single project, the
election to capitalize must, if exer-
cised, be exercised as to all items of
that type. For purposes of this section,
a project means, in the case of items de-
scribed in paragraph (b)(1)(ii) of this
section, a particular development of, or
construction of an improvement to,
real property, and in the case of items
described in paragraph (b)(1)(iii) of this
section, the transportation and instal-
lation of machinery or other fixed as-
sets.

(2)(i) An election with respect to an
item described in paragraph (b)(1)(i) of
this section is effective only for the
year for which it is made.

(ii) An election with respect to an
item described in:

(a) Paragraph (b)(1)(ii) of this section
is effective until the development or
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construction work described in that
subdivision has been completed;

(b) Paragraph (b)(1)(iii) of this sec-
tion is effective until the later of ei-
ther the date of installation of the
property described in that subdivision,
or the date when such property is first
put into use by the taxpayer;

(c) Paragraph (b)(1)(iv) of this section
is effective as determined by the Com-
missioner.
Thus, an item chargeable to capital ac-
count under this section must continue
to be capitalized for the entire period
described in this subdivision applicable
to such election although such period
may consist of more than one taxable
year.

(3) If the taxpayer elects to capitalize
an item or items under this section,
such election shall be exercised by fil-
ing with the original return for the
year for which the election is made a
statement indicating the item or items
(whether with respect to the same
project or to different projects) which
the taxpayer elects to treat as charge-
able to capital account. Elections filed
for taxable years beginning before Jan-
uary 1, 1954, and for taxable years end-
ing before August 17, 1954, under sec-
tion 24(a)(7) of the Internal Revenue
Code of 1939, and the regulations there-
under, shall have the same effect as if
they were filed under this section. See
section 7807(b)(2).

(d) The following examples are illus-
trative of the application of the provi-
sions of this section:

Example 1. In 1956 and 1957 A pays annual
taxes and interest on a mortgage on a piece
of real property. During 1956, the property is
vacant and unproductive, but throughout
1957 A operates the property as a parking lot.
A may capitalize the taxes and mortgage in-
terest paid in 1956, but not the taxes and
mortgage interest paid in 1957.

Example 2. In February 1957, B began the
erection of an office building for himself. B
in 1957, in connection with the erection of
the building, paid $6,000 social security
taxes, which in his 1957 return he elected to
capitalize. B must continue to capitalize the
social security taxes paid in connection with
the erection of the building until its comple-
tion.

Example 3. Assume the same facts as in Ex-
ample (2) except that in November 1957, B
also begins to build a hotel. In 1957 B pays

$3,000 social security taxes in connection
with the erection of the hotel. B’s election to
capitalize the social security taxes paid in
erecting the office building started in Feb-
ruary 1957 does not bind him to capitalize
the social security taxes paid in erecting the
hotel; he may deduct the $3,000 social secu-
rity taxes paid in erecting the hotel.

Example 4. In 1957, M Corporation began the
erection of a building for itself, which will
take three years to complete. M Corporation
in 1957 paid $4,000 social security taxes and
$8,000 interest on a building loan in connec-
tion with this building. M Corporation may
elect to capitalize the social security taxes
although it deducts the interest charges.

Example 5. C purchases machinery in 1957
for use in his factory. He pays social security
taxes on the labor for transportation and in-
stallation of the machinery, as well as inter-
est on a loan to obtain funds to pay for the
machinery and for transportation and instal-
lation costs. C may capitalize either the so-
cial security taxes or the interest, or both,
up to the date of installation or until the
machinery is first put into use by him,
whichever date is later.

(e) Allocation. If any tax or carrying
charge with respect to property is in
part a type of item described in para-
graph (b) of this section and in part a
type of item or items with respect to
which no election to treat as a capital
item is given, a reasonable proportion
of such tax or carrying charge, deter-
mined in the light of all the facts and
circumstances in each case, shall be al-
located to each item. The rule of this
paragraph may be illustrated by the
following example:

Example. N Corporation, the owner of a fac-
tory in New York on which a new addition is
under construction, in 1957 pays its general
manager, B, a salary of $10,000 and also pays
a New York State unemployment insurance
tax of $81 on B’s salary. B spends nine-tenths
of his time in the general business of the
firm and the remaining one-tenth in super-
vising the construction work. N Corporation
treats as expenses $9,000 of B’s salary, and
charges the remaining $1,000 to capital ac-
count. N Corporation may elect to capitalize
$8.10 of the $81 New York State unemploy-
ment insurance tax paid in 1957 since such
tax is deductible under section 164.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8584,
59 FR 67215, Dec. 29, 1994]
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§ 1.267(a)–1 Deductions disallowed.
(a) Losses. Except in cases of distribu-

tions in corporate liquidations, no de-
duction shall be allowed for losses aris-
ing from direct or indirect sales or ex-
changes of property between persons
who, on the date of the sale or ex-
change, are within any one of the rela-
tionships specified in section 267(b).
See § 1.267(b)–1.

(b) Unpaid expenses and interest. (1) No
deduction shall be allowed a taxpayer
for trade or business expenses other-
wise deductible under section 162, for
expenses for production of income oth-
erwise deductible under section 212, or
for interest otherwise deductible under
section 163:

(i) If, at the close of the taxpayer’s
taxable year within which such items
are accrued by the taxpayer or at any
time within 2 1/2 months thereafter,
both the taxpayer and the payee are
persons within any one of the relation-
ships specified in section 267(b) (see
§ 1.267(b)–1); and

(ii) If the payeee is on the cash re-
ceipts and disbursements method of ac-
counting with respect to such items of
gross income for his taxable year in
which or with which the taxable year
of accrual by the debtor-taxpayer ends;
and

(iii) If, within the taxpayer’s taxable
year within which such items are ac-
crued by the taxpayer and 2 1/2 months
after the close thereof, the amount of
such items is not paid and the amount
of such items is not otherwise (under
the rules of constructive receipt) in-
cludible in the gross income of the
payee.

(2) The provisions of section 267(a)(2)
and this paragraph do not otherwise af-
fect the general rules governing the al-
lowance of deductions under an accrual
method of accounting. For example, if
the accrued expenses or interest are
paid after the deduction has become
disallowed under section 267(a)(2), no
deduction would be allowable for the
taxable year in which payment is
made, since an accrual item is deduct-
ible only in the taxable year in which
it is properly accruable.

(3) The expenses and interest speci-
fied in section 267(a)(2) and this para-
graph shall be considered as paid for
purposes of that section to the extent

of the fair market value on the date of
issue of notes or other instruments of
similar effect received in payment of
such expenses or interest if such notes
or other instruments were issued in
such payment by the taxpayer within
his taxable year or within 2 1/2 months
after the close thereof. The fair market
value on the date of issue of such notes
or other instruments of similar effect
is includible in the gross income of the
payee for the taxable year in which he
receives the notes or other instru-
ments.

(4) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. A, an individual, is the holder and
owner of an interest-bearing note of the M
Corporation, all the stock of which was
owned by him on December 31, 1956. A and
the M Corporation make their income tax re-
turns for a calendar year. The M Corporation
uses an accrual method of accounting. A uses
a combination of accounting methods per-
mitted under section 446(c)(4) in which he
uses the cash receipts and disbursements
method in respect of items of gross income.
The M Corporation does not pay any interest
on the note to A during the calendar year
1956 or within 2 1/2 months after the close of
that year, nor does it credit any interest to
A’s account in such a manner that it is sub-
ject to his unqualified demand and thus is
constructively received by him. M Corpora-
tion claims a deduction for the year 1956 for
the interest accruing on the note in that
year. Since A is on the cash receipts and dis-
bursements method in respect of items of
gross income, the interest is not includible
in his return for the year 1956. Under the pro-
visions of section 267(a)(2) and this para-
graph, no deduction for such interest is al-
lowable in computing the taxable income of
the M Corporation for the taxable year 1956
or for any other taxable year. However, if
the interest had actually been paid to A on
or before March 15, 1957, or if it had been
made available to A before that time (and
thus had been constructively received by
him), the M Corporation would be allowed to
deduct the amount of the payment in com-
puting its taxable income for 1956.

(c) Scope of section. Section 267(a) re-
quires that deductions for losses or un-
paid expenses or interest described
therein be disallowed even though the
transaction in which such losses, ex-
penses, or interest were incurred was a
bona fide transaction. However, section
267 is not exclusive. No deduction for
losses or unpaid expenses or interest
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arising in a transaction which is not
bona fide will be allowed even though
section 267 does not apply to the trans-
action.

§ 1.267(a)–2T Temporary regulations;
questions and answers arising
under the Tax Reform Act of 1984
(temporary).

(a) Introduction—(1) Scope. This sec-
tion prescribes temporary question and
answer regulations under section 267(a)
and related provisions as amended by
section 174 of the Tax Reform Act of
1984, Pub. L. No. 98–369.

(2) Effective date. Except as otherwise
provided by Answer 2 or Answer 3 in
paragraph (c) of this section, the effec-
tive date set forth in section 174(c) of
the Tax Reform Act of 1984 applies to
this section.

(b) Questions applying section 267(a)(2)
and (b) generally. The following ques-
tions and answers deal with the appli-
cation of section 267(a)(2) and (b) gen-
erally:

Question 1: Does section 267(a)(2) ever
apply to defer the deduction of an oth-
erwise deductible amount if the person
to whom the payment is to be made
properly uses the completed contract
method of accounting with respect to
such amount?

Answer 1: No. Section 267(a)(2) applies
only if an otherwise deductible amount
is owed to a related person under whose
method of accounting such amount is
not includible in income unless paid to
such person. Regardless of when pay-
ment is made, an amount owed to a
contractor using the completed con-
tract method of accounting is includ-
ible in the income of the contractor in
accordance with § 1.451–3(d) in the year
in which the contract is completed or
in which certain disputes are resolved.

Question 2: Does section 267(a)(2) ever
apply to defer the deduction of other-
wise deductible original issue discount
as defined in sections 163(e) and 1271
through 1275 (‘‘the OID rules’’)?

Answer 2. No. Regardless of when pay-
ment is made, an amount owed to a
lender that constitutes original issue
discount is included in the income of
the lender periodically in accordance
with the OID rules. Similarly, section
267(a)(2) does not apply to defer an oth-
erwise deductible amount to the extent

section 467 or section 7872 requires peri-
odic inclusion of such amount in the
income of the person to whom payment
is to be made, even though payment
has not been made.

Question 3: Does section 267(a)(2) ever
apply to defer the deduction of other-
wise deductible unstated interest de-
termined to exist under section 483?

Answer 3: Yes. If section 483 re-
characterizes any amount as unstated
interest and the other requirements of
section 267(a)(2) are met, a deduction
for such unstated interest will be de-
ferred under section 267.

Question 4: Does section 267(a)(2) ever
apply to defer the deduction of other-
wise deductible cost recovery, depre-
ciation, or amortization?

Answer 4: Yes, in certain cases. In
general, section 267(a)(2) does not apply
to defer the deduction of otherwise de-
ductible cost recovery, depreciation, or
amortization. Notwithstanding this
general rule, if the other requirements
of section 267(a)(2) are met, section
267(a)(2) does apply to defer deductions
for cost recovery, depreciation, or am-
ortization of an amount owed to a re-
lated person for interest or rent or for
the performance or nonperformance of
services, which amount the taxpayer
payor capitalized or treated as a de-
ferred expense (unless the taxpayer
payor elected to capitalize or defer the
amount and section 267(a)(2) would not
have deferred the deduction of such
amount if the taxpayer payor had not
so elected). Amounts owed for services
that may be subject to this provision
include, for example, amounts owed for
acquisition, development, or organiza-
tional services or for covenants not to
compete. In applying this rule, pay-
ments made between persons described
in any of the paragraphs of section
267(b) (as modified by section 267(e))
will be closely scrutinized to determine
whether they are made in respect of
capitalized costs (or costs treated as
deferred expenses) that are subject to
deferral under section 267(a)(2), or in
respect of other capitalized costs not so
subject.

Question 5: If a deduction in respect
of an otherwise deductible amount is
deferred by section 267(a)(2) and, prior
to the time the amount is includible in
the gross income of the person to
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whom payment is to be made, such per-
son and the payor taxpayer cease to be
persons specified in any of the para-
graphs of section 267(b) (as modified by
section 267(e)), is the deduction allow-
able as of the day on which the rela-
tionship ceases?

Answer 5: No. The deduction is not al-
lowable until the day as of which the
amount is includible in the gross in-
come of the person to whom payment
of the amount is made, even though
the relationship ceases to exist at an
earlier time.

Question 6: Do references in other sec-
tions to persons described in section
267(b) incorporate changes made to sec-
tion 267(b) by section 174 of the Tax Re-
form Act of 1984?

Answer 6: Yes. References in other
sections to persons described in section
267(b) take into account changes made
to section 267(b) by section 174 of the
Tax Reform Act of 1984 (without modi-
fication by section 267(e)(1)). For exam-
ple, a transfer after December 31, 1983
(the effective date of the new section
267(b)(3) relationship added by the Tax
Reform Act of 1984) of section 1245 class
property placed in service before Janu-
ary 1, 1981, from one corporation to an-
other corporation, 11 percent of the
stock of which is owned by the first
corporation, will not constitute recov-
ery property (as defined in section 168)
in the hands of the second corporation
by reason of section 168(e)(4) (A)(i) and
(D).

(c) Questions applying section 267(a) to
partnerships. The following questions
and answers deal with the application
of section 267(a) to partnerships:

Question 1: Does section 267(a) dis-
allow losses and defer otherwise de-
ductible amounts at the partnership
(entity) level?

Answer 1: Yes. If a loss realized by a
partnership from a sale or exchange of
property is disallowed under section
267(a)(1), that loss shall not enter into
the computation of the partnership’s
taxable income. If an amount that oth-
erwise would be deductible by a part-
nership is deferred by section 267(a)(2),
that amount shall not enter into the
computation of the partnership’s tax-
able income until the taxable year of
the partnership in which falls the day
on which the amount is includible in

the gross income of the person to
whom payment of the amount is made.

Question 2: Does section 267(a)(1) ever
apply to disallow a loss if the sale or
exchange giving rise to the loss is be-
tween two partnerships even though
the two partnerships are not persons
specified in any of the paragraphs of
section 267(b)?

Answer 2: Yes. If the other require-
ments of section 267(a)(1) are met, sec-
tion 267(a)(1) applies to such losses
arising as a result of transactions en-
tered into after December 31, 1984 be-
tween partnerships not described in
any of the paragraphs of section 267(b)
as follows, and § 1.267(b)–1(b) does not
apply. If the two partnerships have one
or more common partners (i.e., if any
person owns directly, indirectly, or
constructively any capital or profits
interest in each of such partnerships),
or if any partner in either partnership
and one or more partners in the other
partnership are persons specified in
any of the paragraphs of section 267(b)
(without modification by section
267(e)), a portion of the selling partner-
ship’s loss will be disallowed under sec-
tion 267(a)(1). The amount disallowed
under this rule is the greater of: (1) The
amount that would be disallowed if the
transaction giving rise to the loss had
occurred between the selling partner-
ship and the separate partners of the
purchasing partnership (in proportion
to their respective interests in the pur-
chasing partnership); or (2) the amount
that would be disallowed if such trans-
action had occurred between the sepa-
rate partners of the selling partnership
(in proportion to their respective inter-
ests in the selling partnership) and the
purchasing partnership. Notwith-
standing the general rule of this para-
graph (c) Answer 2, no disallowance
shall occur if the amount that would be
disallowed pursuant to the imme-
diately preceding sentence is less than
5 percent of the loss arising from the
sale or exchange.

Question 3: Does section 267(a)(2) ever
apply to defer an otherwise deductible
amount if the taxpayer payor is a part-
nership and the person to whom pay-
ment of such amount is to be made is
a partnership even though the two
partnerships are not persons specified
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in any of the paragraphs of section
267(b) (as modified by section 267(e))?

Answer 3: Yes. If the other require-
ments of section 267(a)(2) are met, sec-
tion 267(a)(2) applies to such amounts
arising as a result of transactions en-
tered into after December 31, 1984 be-
tween partnerships not described in
any of the paragraphs of section 267(b)
(as modified by section 267(e)) as fol-
lows, and § 1.267(b)–1(b) does not apply.
If the two partnerships have one or
more common partners (i.e., if any per-
son owns directly, indirectly, or con-
structively any capital or profits inter-
est in each of such partnerships), or if
any partner in either partnership and
one or more partners in the other part-
nership are persons specified in any of
the paragraphs of section 267(b) (with-
out modification by section 267(e)), a
portion of the payor partnership’s oth-
erwise allowable deduction will be de-
ferred under section 267(a)(2). The
amount deferred under this rule is the
greater of: (1) The amount that would
be deferred if the transaction giving
rise to the otherwise allowable deduc-
tion had occurred between the payor
partnership and the separate partners
of the payee partnership (in proportion
to their respective interests in the
payee partnership); or (2) the amount
that would be deferred if such trans-
action had occurred between the sepa-
rate partners of the payor partnership
(in proportion to their respective inter-
ests in the payor partnership) and the
payee partnership. Notwithstanding
the general rule of this paragraph (c)
Answer 3, no deferral shall occur if the
amount that would be deferred pursu-
ant to the immediately preceding sen-
tence is less than 5 percent of the oth-
erwise allowable deduction.

Example. On May 1, 1985, partnership AB
enters into a transaction whereby it accrues
an otherwise deductible amount to partner-
ship AC. AC is on the cash receipts and dis-
bursements method of accounting. A holds a
5 percent capital and profits interest in AB
and a 49 percent capital and profits interest
in AC, and A’s interest in each item of the
income, gain, loss, deduction, and credit of
each partnership is 5 percent and 49 percent,
respectively. B and C are not related. Not-
withstanding that AB and AC are not per-
sons specified in section 267(b), 49 percent of
the deduction in respect of such amount will
be deferred under section 267(a)(2). The result

would be the same if A held a 49 percent in-
terest in AB and a 5 percent interest in AC.
However, if A held more than 50 percent of
the capital or profits interest of either AB or
AC, the entire deduction in respect of such
amount would be deferred under section
267(a)(2).

Question 4: What does the phrase in-
curred at an annual rate not in excess of
12 percent mean as used in section
267(e)(5)(C)(ii)?

Answer 4: The phrase refers to inter-
est that accrues but is not includible in
the income of the person to whom pay-
ment is to be made during the taxable
year of the payor. Thus, in determining
whether the requirements of section
267(e)(5) (providing an exception to cer-
tain provisions of section 267 for cer-
tain expenses and interest of partner-
ships owning low income housing) are
met with respect to a transaction, the
requirement of section 267(e)(5)(C)(ii)
will be satisfied, even though the total
interest (both stated and unstated)
paid or accrued in any taxable year of
the payor taxpayer exceeds 12 percent,
if the interest in excess of 12 percent
per annum, compounded semi-annu-
ally, on the outstanding loan balance
(principal and accrued but unpaid in-
terest) is includible in the income of
the person to whom payment is to be
made no later than the last day of such
taxable year of the payor taxpayer.

(98 Stat. 704, 26 U.S.C. 267; 98 Stat. 589, 26
U.S.C. 706; 68A Stat. 367, 26 U.S.C. 1502; 68A
Stat. 917, 26 U.S.C. 7805)

[T.D. 7991, 49 FR 46995, Nov. 30, 1984]

§ 1.267(a)–3 Deduction of amounts
owed to related foreign persons.

(a) Purpose and scope. This section
provides rules under section 267(a) (2)
and (3) governing when an amount
owed to a related foreign person that is
otherwise deductible under Chapter 1
may be deducted. Paragraph (b) of this
section provides the general rules, and
paragraph (c) of this section provides
exceptions and special rules.

(b) Deduction of amount owed to re-
lated foreign person—(1) In general. Ex-
cept as provided in paragraph (c) of
this section, section 267(a)(3) requires a
taxpayer to use the cash method of ac-
counting with respect to the deduction
of amounts owed to a related foreign
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person. An amount that is owed to a re-
lated foreign person and that is other-
wise deductible under Chapter 1 thus
may not be deducted by the taxpayer
until such amount is paid to the re-
lated foreign person. For purposes of
this section, a related foreign person is
any person that is not a United States
person within the meaning of section
7701(a)(30), and that is related (within
the meaning of section 267(b)) to the
taxpayer at the close of the taxable
year in which the amount incurred by
the taxpayer would otherwise be de-
ductible. Section 267(f) defines con-
trolled group for purposes of section
267(b) without regard to the limitations
of section 1563(b). An amount is treated
as paid for purposes of this section if
the amount is considered paid for pur-
poses of section 1441 or section 1442 (in-
cluding an amount taken into account
pursuant to section 884(f)).

(2) Amounts covered. This section ap-
plies to otherwise deductible amounts
that are of a type described in section
871(a)(1) (A), (B) or (D), or in section
881(a) (1), (2) or (4). The rules of this
section also apply to interest that is
from sources outside the United States.
Amounts other than interest that are
from sources outside the United States,
and that are not income of a related
foreign person effectively connected
with the conduct by such related for-
eign person of a trade or business with-
in the United States, are not subject to
the rules of section 267(a) (2) or (3) or
this section. See paragraph (c) of this
section for rules governing the treat-
ment of amounts that are income of a
related foreign person effectively con-
nected with the conduct of a trade or
business within the United States by
such related foreign person.

(3) Change in method of accounting. A
taxpayer that uses a method of ac-
counting other than that required by
the rules of this section must change
its method of accounting to conform
its method to the rules of this section.
The taxpayer’s change in method must
be made pursuant to the rules of sec-
tion 446(e), the regulations thereunder,
and any applicable administrative pro-
cedures prescribed by the Commis-
sioner. Because the rules of this sec-
tion prescribe a method of accounting,
these rules apply in the determination

of taxpayer’s earnings and profits pur-
suant to § 1.1312–6(a).

(4) Examples. The provisions of this
paragraph (b) may be illustrated by the
following examples:

Example 1. (i) FC, a corporation incor-
porated in Country X, owns 100 percent of
the stock of C, a domestic corporation. C
uses the accrual method of accounting in
computing its income and deductions, and is
a calendar year taxpayer. In Year 1, C ac-
crues an amount owed to FC for interest. C
makes an actual payment of the amount
owed to FC in Year 2.

(ii) Regardless of its source, the interest
owed to FC is an amount to which this sec-
tion applies. Pursuant to the rules of this
paragraph (b), the amount owed to FC by C
will not be allowable as a deduction in Year
1. Section 267 does not preclude the deduc-
tion of this amount in Year 2.

Example 2. (i) RS, a domestic corporation,
is the sole shareholder of FSC, a foreign
sales corporation. Both RS and FSC use the
accrual method of accounting. In Year 1, RS
accrues $z owed to FSC for commissions
earned by FSC in Year 1. Pursuant to the
foreign sales company provisions, sections
921 through 927, a portion of this amount, $x,
is treated as effectively connected income of
FSC from sources outside the United States.
Accordingly, the rules of section 267(a)(3) and
paragraph (b) of this section do not apply.
See paragraph (c) of this section for the rules
governing the treatment of amounts that are
effectively connected income of FSC.

(ii) The remaining amount of the commis-
sion, $y, is classified as exempt foreign trade
income under section 923(a)(3) and is treated
as income of FSC from sources outside the
United States that is not effectively con-
nected income. This amount is one to which
the provisions of this section do not apply,
since it is an amount other than interest
from sources outside the United States and
is not effectively connected income. There-
fore, a deduction for $y is allowable to RS as
of the day on which it accrues the otherwise
deductible amount, without regard to sec-
tion 267 (a)(2) and (a)(3) and the regulations
thereunder.

(c) Exceptions and special rules—(1) Ef-
fectively connected income subject to
United States tax. The provisions of sec-
tion 267(a)(2) and the regulations there-
under, and not the provisions of para-
graph (b) of this section, apply to an
amount that is income of the related
foreign person that is effectively con-
nected with the conduct of a United
States trade or business of such related
foreign person. An amount described in
this paragraph (c)(1) thus is allowable
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as a deduction as of the day on which
the amount is includible in the gross
income of the related foreign person as
effectively connected income under
sections 872(a)(2) or 882(b) (or, if later,
as of the day on which the deduction
would be so allowable but for section
267(a)(2)). However, this paragraph
(c)(1) does not apply if the related for-
eign person is exempt from United
States income tax on the amount owed,
or is subject to a reduced rate of tax,
pursuant to a treaty obligation of the
United States (such as under an article
relating to the taxation of business
profits).

(2) Items exempt from tax by treaty. Ex-
cept with respect to interest, neither
paragraph (b) of this section nor sec-
tion 267 (a)(2) or (a)(3) applies to any
amount that is income of a related for-
eign person with respect to which the
related foreign person is exempt from
United States taxation on the amount
owed pursuant to a treaty obligation of
the United States (such as under an ar-
ticle relating to the taxation of busi-
ness profits). Interest that is effec-
tively connected income of the related
foreign person under sections 872(a)(2)
or 882(b) is an amount covered by para-
graph (c)(1) of this section. Interest
that is not effectively connected in-
come of the related foreign person is an
amount covered by paragraph (b) of
this section, regardless of whether the
related foreign person is exempt from
United States taxation on the amount
owed pursuant to a treaty obligation of
the United States.

(3) Items subject to reduced rate of tax
by treaty. Paragraph (b) of this section
applies to amounts that are income of
a related foreign person with respect to
which the related foreign person claims
a reduced rate of United States income
tax on the amount owed pursuant to a
treaty obligation of the United States
(such as under an article relating to
the taxation of royalties).

(4) Amounts owed to a foreign personal
holding company, controlled foreign cor-
poration, or passive foreign investment
company—(i) Foreign personal holding
companies. If an amount to which para-
graph (b) of this section otherwise ap-
plies is owed to a related foreign person
that is a foreign personal holding com-
pany within the meaning of section 552,

then the amount is allowable as a de-
duction as of the day on which the
amount is includible in the income of
the foreign personal holding company.
The day on which the amount is in-
cludible in income is determined with
reference to the method of accounting
under which the foreign personal hold-
ing company computes its taxable in-
come and earnings and profits for pur-
poses of sections 551 through 558. See
section 551(c) and the regulations
thereunder for the reporting require-
ments of the foreign personal holding
company provisions (sections 551
through 558).

(ii) Controlled foreign corporations. If
an amount to which paragraph (b) of
this section otherwise applies is owed
to a related foreign person that is a
controlled foreign corporation within
the meaning of section 957, then the
amount is allowable as a deduction as
of the day on which the amount is in-
cludible in the income of the controlled
foreign corporation. The day on which
the amount is includible in income is
determined with reference to the meth-
od of accounting under which the con-
trolled foreign corporation computes
its taxable income and earnings and
profits for purposes of sections 951
through 964. See section 6038 and the
regulations thereunder for the report-
ing requirements of the controlled for-
eign corporation provisions (sections
951 through 964).

(iii) Passive foreign investment compa-
nies. If an amount to which paragraph
(b) of this section otherwise applies is
owed to a related foreign person that is
a passive foreign investment company
within the meaning of section 1296,
then the amount is allowable as a de-
duction as of the day on which amount
is includible in the income of the pas-
sive foreign investment company. The
day on which the amount is includible
in income is determined with reference
to the method of accounting under
which the earnings and profits of the
passive foreign investment company
are computed for purposes of sections
1291 through 1297. See sections 1291
through 1297 and the regulations there-
under for the reporting requirements of
the passive foreign investment com-
pany provisions. This exception shall
apply, however, only if the person that
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owes the amount at issue has made and
has in effect an election pursuant to
section 1295 with respect to the passive
foreign investment company to which
the amount at issue is owed.

(iv) Examples. The rules of this para-
graph (c)(4) may be illustrated by the
following examples. Application of the
provisions of sections 951 through 964
are provided for illustration only, and
do not provide substantive rules con-
cerning the operation of those provi-
sions. The principles of these examples
apply equally to the provisions of para-
graphs (c)(4) (i) through (iii) of this sec-
tion.

Example 1. P, a domestic corporation, owns
100 percent of the total combined voting
power and value of the stock of both FC1 and
FC2. P is a calendar year taxpayer that uses
the accrual method of accounting in com-
puting its income and deductions. FC1 is in-
corporated in Country X, and FC2 is incor-
porated in Country Y. FC1 and FC2 are con-
trolled foreign corporations within the
meaning of section 957, and are both calendar
year taxpayers. FC1 computes its taxable in-
come and earnings and profits, for purposes
of sections 951 through 964, using the accrual
method of accounting, while FC2 uses the
cash method. In Year 1 FC1 has gross income
of $10,000 that is described in section 952 (a)
(‘‘subpart F income’’), and which includes in-
terest owed to FC1 by P that is described in
paragraph (b) of this section and that is oth-
erwise allowable as a deduction to P under
chapter 1. The interest owed to FC1 is allow-
able as a deduction to P in Year 1.

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 1 FC1 reports no
subpart F income because of the application
of section 954 (b)(3)(A) (the subpart F de
minimis rule). Because the amount owed to
FC1 by P is includible in FC1’s gross income
in Year 1, the interest owed to FC1 is allow-
able as a deduction to P in Year 1.

Example 3. The facts are the same as in Ex-
ample 1. In Year 1, FC1 accrues interest owed
to FC2 that would be allowable as a deduc-
tion by FC1 under chapter 1 if FC1 were a do-
mestic corporation. The interest owed to FC2
by FC1 is paid by FC1 in Year 2. Because FC2
uses the cash method of accounting in com-
puting its taxable income for purposes of
subpart F, the interest owed by FC1 is allow-
able as a deduction by FC1 in Year 2, and not
in Year 1.

(d) Effective date. The rules of this
section are effective with respect to in-
terest that is allowable as a deduction
under chapter 1 (without regard to the
rules of this section) in taxable years
beginning after December 31, 1983, but

are not effective with respect to inter-
est that is incurred with respect to in-
debtedness incurred on or before Sep-
tember 29, 1983, or incurred after that
date pursuant to a contract that was
binding on that date and at all times
thereafter (unless the indebtedness or
the contract was renegotiated, ex-
tended, renewed, or revised after that
date). The regulations in this section
issued under section 267 apply to all
other deductible amounts that are in-
curred after July 31, 1989, but do not
apply to amounts that are incurred
pursuant to a contract that was bind-
ing on September 29, 1983, and at all
times thereafter (unless the contract
was renegotiated, extended, renewed,
or revised after that date).

[T.D. 8465, 58 FR 237, Jan. 5, 1993]

§ 1.267(b)–1 Relationships.

(a) In general. (1) The persons referred
to in section 267(a) and § 1.267 (a)–1 are
specified in section 267(b).

(2) Under section 267(b)(3), it is not
necessary that either of the two cor-
porations be a personal holding com-
pany or a foreign personal holding
company for the taxable year in which
the sale or exchange occurs or in which
the expenses or interest are properly
accruable, but either one of them must
be such a company for the taxable year
next preceding the taxable year in
which the sale or exchange occurs or in
which the expenses or interest are ac-
crued.

(3) Under section 267(b)(9), the con-
trol of certain educational and chari-
table organizations exempt from tax
under section 501 includes any kind of
control, direct or indirect, by means of
which a person in fact controls such an
organization, whether or not the con-
trol is legally enforceable and regard-
less of the method by which the control
is exercised or exercisable. In the case
of an individual, control possessed by
the individual’s family, as defined in
section 267(c)(4) and paragraph (a)(4) of
§ 1.267 (c)–1, shall be taken into ac-
count.

(b) Partnerships. (1) Since section 267
does not include members of a partner-
ship and the partnership as related per-
sons, transactions between partners
and partnerships do not come within
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the scope of section 267. Such trans-
actions are governed by section 707 for
the purposes of which the partnership
is considered to be an entity separate
from the partners. See section 707 and
§ 1.707–1. Any transaction described in
section 267(a) between a partnership
and a person other than a partner shall
be considered as occurring between the
other person and the members of the
partnership separately. Therefore, if
the other person and a partner are
within any one of the relationships
specified in section 267(b), no deduc-
tions with respect to such transactions
between the other person and the part-
nership shall be allowed:

(i) To the related partner to the ex-
tent of his distributive share of part-
nership deductions for losses or unpaid
expenses or interest resulting from
such transactions, and

(ii) To the other person to the extent
the related partner acquires an interest
in any property sold to or exchanged
with the partnership by such other per-
son at a loss, or to the extent of the re-
lated partner’s distributive share of the
unpaid expenses or interest payable to
the partnership by the other person as
a result of such transaction.

(2) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, an equal partner in the ABC
partnership, personally owns all the stock of
M Corporation. B and C are not related to A.
The partnership and all the partners use an
accrual method of accounting, and are on a
calendar year. M Corporation uses the cash
receipts and disbursements method of ac-
counting and is also on a calendar year. Dur-
ing 1956 the partnership borrowed money
from M Corporation and also sold property
to M Corporation, sustaining a loss on the
sale. On December 31, 1956, the partnership
accrued its interest liability to the M Cor-
poration and on April 1, 1957 (more than 2 1/
2 months after the close of its taxable year),
it paid the M Corporation the amount of
such accrued interest. Applying the rules of
this paragraph, the transactions are consid-
ered as occurring between M Corporation and
the partners separately. The sale and inter-
est transactions considered as occurring be-
tween A and the M Corporation fall within
the scope of section 267 (a) and (b), but the
transactions considered as occurring be-
tween partners B and C and the M Corpora-
tion do not. The latter two partners may,
therefore, deduct their distributive shares of
partnership deductions for the loss and the

accrued interest. However, no deduction
shall be allowed to A for his distributive
shares of these partnership deductions. Fur-
thermore, A’s adjusted basis for his partner-
ship interest must be decreased by the
amount of his distributive share of such de-
ductions. See section 705(a)(2).

Example 2. Assume the same facts as in Ex-
ample (1) of this subparagraph except that
the partnership and all the partners use the
cash receipts and disbursements method of
accounting, and that M Corporation uses an
accrual method. Assume further, that during
1956 M Corporation borrowed money from the
partnership and that on a sale of property to
the partnership during that year M Corpora-
tion sustained a loss. On December 31, 1956,
the M Corporation accrued its interest liabil-
ity on the borrowed money and on April 1,
1957 (more than 2 1/2 months after the close
of its taxable year) it paid the accrued inter-
est to the partnership. The corporation’s de-
duction for the accrued interest is not al-
lowed to the extent of A’s distributive share
(one-third) of such interest income. M Cor-
poration’s deduction for the loss on the sale
of the property to the partnership is not al-
lowed to the extent of A’s one-third interest
in the purchased property.

§ 1.267(c)–1 Constructive ownership of
stock.

(a) In general. (1) The determination
of stock ownership for purposes of sec-
tion 267(b) shall be in accordance with
the rules in section 267(c).

(2) For an individual to be considered
under section 267(c)(2) as construc-
tively owning the stock of a corpora-
tion which is owned, directly or indi-
rectly, by or for members of his family
it is not necessary that he own stock in
the corporation either directly or indi-
rectly. On the other hand, for an indi-
vidual to be considered under section
267(c)(3) as owning the stock of a cor-
poration owned either actually, or con-
structively under section 267(c)(1), by
or for his partner, such individual must
himself actually own, or constructively
own under section 267(c)(1), stock of
such corporation.

(3) An individual’s constructive own-
ership, under section 267(c) (2) or (3), of
stock owned directly or indirectly by
or for a member of his family, or by or
for his partner, is not to be considered
as actual ownership of such stock, and
the individual’s constructive ownership
of the stock is not to be attributed to
another member of his family or to an-
other partner. However, an individual’s
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constructive ownership, under section
267(c)(1), of stock owned directly or in-
directly by or for a corporation, part-
nership, estate, or trust shall be con-
sidered as actual ownership of the
stock, and the individual’s ownership
may be attributed to a member of his
family or to his partner.

(4) The family of an individual shall
include only his brothers and sisters,
spouse, ancestors, and lineal descend-
ants. In determining whether any of
these relationships exist, full effect
shall be given to a legal adoption. The
term ancestors includes parents and
grandparents, and the term lineal de-
scendants includes children and grand-
children.

(b) Examples. The application of sec-
tion 267(c) may be illustrated by the
following examples:

Example 1. On July 1, 1957, A owned 75 per-
cent, and AW, his wife, owned 25 percent, of
the outstanding stock of the M Corporation.
The M Corporation in turn owned 80 percent
of the outstanding stock of the O Corpora-
tion. Under section 267(c)(1), A and AW are
each considered as owning an amount of the
O Corporation stock actually owned by M
Corporation in proportion to their respective
ownership of M Corporation stock. There-
fore, A constructively owns 60 percent (75
percent of 80 percent) of the O Corporation

stock and AW constructively owns 20 percent
(25 percent of 80 percent) of such stock.
Under the family ownership rule of section
267(c)(2), an individual is considered as con-
structively owning the stock actually owned
by his spouse. A and AW, therefore, are each
considered as constructively owning the M
Corporation stock actually owned by the
other. For the purpose of applying this fam-
ily ownership rule, A’s and AW’s construc-
tive ownership of O Corporation stock is con-
sidered as actual ownership under section
267(c)(5). Thus, A constructively owns the 20
percent of the O Corporation stock construc-
tively owned by AW, and AW constructively
owns the 60 percent of the O Corporation
stock constructively owned by A. In addi-
tion, the family ownership rule may be ap-
plied to make AWF, AW’s father, the con-
structive owner of the 25 percent of the M
Corporation stock actually owned by AW. As
noted above, AW’s constructive ownership of
20 percent of the O Corporation stock is con-
sidered as actual ownership for purposes of
applying the family ownership rule, and
AWF is thereby considered the constructive
owner of this stock also. However, AW’s con-
structive ownership of the stock construc-
tively and actually owned by A may not be
considered as actual ownership for the pur-
pose of again applying the family ownership
rule to make AWF the constructive owner of
these shares. The ownership of the stock in
the M and O Corporations may be tabulated
as follows:

Person

Stock ownership in M Corpora-
tion Total under

Section 267
(Percent)

Stock ownsership in O Corpora-
tion Total under

Section 267
(Percent)Actual (Per-

cent)
Constructive

(Percent)
Actual (Per-

cent)
Constructive

(Percent)

A .................................... 75 25 100 60
None 80

20

A W (A’s wife) ............... 25 75 100 20
None 80

60

A W F (AW’s father) ...... None 25 25 None 20 20
M Corporation ............... ........................ ........................ ........................ 80 None 80
O Corporation ................ None None None ........................ ........................ ........................

Assuming that the M Corporation and the O
Corporation make their income tax returns
for calendar years, and that there was no dis-
tribution in liquidation of the M or O Cor-
poration, and further assuming that other
corporation was a personal holding company
under section 542 for the calendar year 1956,
no deduction is allowable with respect to
losses from sales or exchanges of property
made on July 1, 1957, between the two cor-
porations. Moreover, whether or not either
corporation was a personal holding company,

no loss would be allowable on a sale or ex-
change between A or AW and either corpora-
tion. A deduction would be allowed, however,
for a loss sustained in an arm’s length sale
or exchange between A and AWF, and be-
tween AWF and the M or O Corporation.

Example 2. On June 15, 1957, all of the stock
of the N Corporation was owned in equal pro-
portions by A and his partner, AP. Except in
the case of distributions in liquidation by
the N Corporation, no deduction is allowable
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with respect to losses from sales or ex-
changes of property made on June 15, 1957,
between A and the N Corporation or AP and
the N Corporation since each partner is con-
sidered as owning the stock owned by the
other; therefore, each is considered as own-
ing more than 50 percent in value of the out-
standing stock of the N Corporation.

Example 3. On June 7, 1957, A owned no
stock in X Corporation, but his wife, AW,
owned 20 percent in value of the outstanding
stock of X, and A’s partner, AP, owned 60
percent in value of the outstanding stock of
X. The partnership firm of A and AP owned
no stock in X Corporation. The ownership of
AW’s stock is attributed to A, but not that
of AP since A does not own any X Corpora-
tion stock either actually, or constructively
under section 267(c)(1). A’s constructive own-
ership of AW’s stock is not the ownership re-
quired for the attribution of AP’s stock.
Therefore, deductions for losses from sales or
exchanges of property made on June 7, 1957,
between X Corporation and A or AW are al-
lowable since neither person owned more
than 50 percent in value of the outstanding
stock of X, but deductions for losses from
sales or exchanges between X Corporation
and AP would not be allowable by section
267(a) (except for distributions in liquidation
of X Corporation).

§ 1.267(d)–1 Amount of gain where loss
previously disallowed.

(a) General rule. (1) If a taxpayer ac-
quires property by purchase or ex-
change from a transferor who, on the
transaction, sustained a loss not allow-
able as a deduction by reason of section
267(a)(1) (or by reason of section 24(b) of
the Internal Revenue Code of 1939),
then any gain realized by the taxpayer
on a sale or other disposition of the
property after December 31, 1953, shall
be recognized only to the extent that
the gain exceeds the amount of such
loss as is properly allocable to the
property sold or otherwise disposed of
by the taxpayer.

(2) The general rule is also applicable
to a sale or other disposition of prop-
erty by a taxpayer when the basis of
such property in the taxpayer’s hands
is determined directly or indirectly by
reference to other property acquired by
the taxpayer from a transferor through
a sale or exchange in which a loss sus-
tained by the transferor was not allow-
able. Therefore, section 267(d) applies
to a sale or other disposition of prop-
erty after a series of transactions if the
basis of the property acquired in each
transaction is determined by reference

to the basis of the property trans-
ferred, and if the original property was
acquired in a transaction in which a
loss to a transferor was not allowable
by reason of section 267(a)(1) (or by rea-
son of section 24(b) of the Internal Rev-
enue Code of 1939).

(3) The benefit of the general rule is
available only to the original trans-
feree but does not apply to any original
transferee (e.g., a donee) who acquired
the property in any manner other than
by purchase or exchange.

(4) The application of the provisions
of this paragraph may be illustrated by
the following examples:

Example 1. H sells to his wife, W, for $500,
certain corporate stock with an adjusted
basis for determining loss to him of $800. The
loss of $300 is not allowable to H by reason of
section 267(a)(1) and paragraph (a) of § 1.267
(a)–1. W later sells this stock for $1,000. Al-
though W’s realized gain is $500 ($1,000 minus
$500, her basis), her recognized gain under
section 267(d) is only $200, the excess of the
realized gain of $500 over the loss of $300 not
allowable to H. In determining capital gain
or loss W’s holding period commences on the
date of the sale from H to W.

Example 2. Assume the same facts as in Ex-
ample (1) except that W later sells her stock
for $300 instead of $1,000. Her recognized loss
is $200 and not $500 since section 267(d) ap-
plies only to the nonrecognition of gain and
does not affect basis.

Example 3. Assume the same facts as in Ex-
ample (1) except that W transfers her stock
as a gift to X. The basis of the stock in the
hands of X for the purpose of determining
gain, under the provisions of section 1015, is
the same as W’s, or $500. If X later sells the
stock for $1,000 the entire $500 gain is taxed
to him.

Example 4. H sells to his wife, W, for $5,500,
farmland, with an adjusted basis for deter-
mining loss to him of $8,000. The loss of $2,500
is not allowable to H by reason of section
267(a)(1) and paragraph (a) of § 1.267 (a)–1. W
exchanges the farmland, held for investment
purposes, with S, an unrelated individual, for
two city lots, also held for investment pur-
poses. The basis of the city lots in the hands
of W ($5,500) is a substituted basis deter-
mined under section 1031(d) by reference to
the basis of the farmland. Later W sells the
city lots for $10,000. Although W’s realized
gain is $4,500 (10,000 minus $5,500), her recog-
nized gain under section 267(d) is only $2,000,
the excess of the realized gain of $4,500 over
the loss of $2,500 not allowable to H.

(b) Determination of basis and gain
with respect to divisible property—(1)
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Taxpayer’s basis. When the taxpayer ac-
quires divisible property or property
that consists of several items or classes
of items by a purchase or exchange on
which loss is not allowable to the
transferor, the basis in the taxpayer’s
hands of a particular part, item, or
class of such property shall be deter-
mined (if the taxpayer’s basis for that
part is not known) by allocating to the
particular part, item, or class a portion
of the taxpayer’s basis for the entire
property in the proportion that the fair
market value of the particular part,
item, or class bears to the fair market
value of the entire property at the time
of the taxpayer’s acquisition of the
property.

(2) Taxpayer’s recognized gain. Gain
realized by the taxpayer on sales or
other dispositions after December 31,
1953, of a part, item, or class of the
property shall be recognized only to
the extent that such gain exceeds the
amount of loss attributable to such
part, item, or class of property not al-
lowable to the taxpayer’s transferor on
the latter’s sale or exchange of such
property to the taxpayer.

(3) Transferor’s loss not allowable. (i)
The transferor’s loss on the sale or ex-
change of a part, item, or class of the
property to the taxpayer shall be the
excess of the transferor’s adjusted basis
for determining loss on the part, item,
or class of the property over the
amount realized by the transferor on
the sale or exchange of the part, item,
or class. The amount realized by the
transferor on the part, item, or class
shall be determined (if such amount is
not known) in the same manner that
the taxpayer’s basis for such part,
item, or class is determined. See sub-
paragraph (1) of this paragraph.

(ii) If the transferor’s basis for deter-
mining loss on the part, item, or class
cannot be determined, the transferor’s
loss on the particular part, item, or
class transferred to the taxpayer shall
be determined by allocating to the
part, item, or class a portion of his loss
on the entire property in the propor-
tion that the fair market value of such
part, item, or class bears to the fair
market value of the entire property on
the date of the taxpayer’s acquisition
of the entire property.

(4) Examples. The application of the
provisions of this paragraph may be il-
lustrated by the following examples:

Example 1. During 1953, H sold class A stock
which had cost him $1,100, and common
stock which had cost him $2,000, to his wife
W for a lump sum of $1,500. Under section
24(b)(1)(A) of the 1939 Code, the loss of $1,600
on the transaction was not allowable to H.
At the time the stocks were purchased by W,
the fair market value of class A stock was
$900 and the fair market value of common
stock was $600. In 1954, W sold the class A
stock for $2,500. W’s recognized gain is deter-
mined as follows:
Amount realized by W on sale of class A stock ... $2,500
Less: Basis allocated to class A stock—$900/

$1,500 × $1,500 ................................................. 900

Realized gain on transaction ................... 1,600
Less: Loss sustained by H on sale of class A

stock to W not allowable as a deduction:
Basis to H of class A stock ........ $1,100
Amount realized by H on class A

stock—$900/ $1,500 × $1,500 900

Unallowable loss to H on sale of class A
stock ..................................................... 200

Recognized gain on sale of class A stock by
W ................................................................. 1,400

Example 2. Assume the same facts as those
stated in Example (1) of this subparagraph ex-
cept that H originally purchased both classes
of stock for a lump sum of $3,100. The unal-
lowable loss to H on the sale of all the stock
to W is $1,600 ($3,100 minus $1,500). An exact
determination of the unallowable loss sus-
tained by H on sale to W of class A stock
cannot be made because H’s basis for class A
stock cannot be determined. Therefore, a de-
termination of the unallowable loss is made
by allocating to class A stock a portion of
H’s loss on the entire property transferred to
W in the proportion that the fair market
value of class A stock at the time acquired
by W ($900) bears to the fair market value of
both classes of stock at that time ($1,500).
The allocated portion is $900/$1,500 × $1,600, or
$960. W’s recognized gain is, therefore, $640
(W’s realized gain of $1,600 minus $960).

(c) Special rules. (1) Section 267(d)
does not affect the basis of property for
determining gain. Depreciation and
other items which depend on such basis
are also not affected.

(2) The provisions of section 267(d)
shall not apply if the loss sustained by
the transferor is not allowable to the
transferor as a deduction by reason of
section 1091, or section 118 of the Inter-
nal Revenue Code of 1939, which relate
to losses from wash sales of stock or
securities.
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(3) In determining the holding period
in the hands of the transferee of prop-
erty received in an exchange with a
transferor with respect to whom a loss
on the exchange is not allowable by
reason of section 267, section 1223(2)
does not apply to include the period
during which the property was held by
the transferor. In determining such
holding period, however, section 1223(1)
may apply to include the period during
which the transferee held the property
which he exchanged where, for exam-
ple, he exchanged a capital asset in a
transaction which, as to him, was non-
taxable under section 1031 and the
property received in the exchange has
the same basis as the property ex-
changed.

§ 1.267(d)–2 Effective date; taxable
years subject to the Internal Rev-
enue Code of 1939.

Pursuant to section 7851(a)(1)(C), the
regulations prescribed in § 1.267(d)–1, to
the extent that they relate to deter-
mination of gain resulting from the
sale or other disposition of property
after December 31, 1953, with respect to
which property a loss was not allow-
able to the transferor by reason of sec-
tion 267(a)(1) (or by reason of section
24(b) of the Internal Revenue Code of
1939), shall also apply to taxable years
beginning before January 1, 1954, and
ending after December 31, 1953, and tax-
able years beginning after December 31,
1953, and ending before August 17, 1954,
which years are subject to the Internal
Revenue Code of 1939.

§ 1.267(f)–1 Controlled groups.
(a) In general—(1) Purpose. This sec-

tion provides rules under section 267(f)
to defer losses and deductions from cer-
tain transactions between members of
a controlled group (intercompany
sales). The purpose of this section is to
prevent members of a controlled group
from taking into account a loss or de-
duction solely as the result of a trans-
fer of property between a selling mem-
ber (S) and a buying member (B).

(2) Application of consolidated return
principles. Under this section, S’s loss
or deduction from an intercompany
sale is taken into account under the
timing principles of § 1.1502–13 (inter-
company transactions between mem-

bers of a consolidated group), treating
the intercompany sale as an intercom-
pany transaction. For this purpose:

(i) The matching and acceleration
rules of § 1.1502–13 (c) and (d), the defi-
nitions and operating rules of § 1.1502–13
(b) and (j), and the simplifying rules of
§ 1.1502–13(e)(1) apply with the adjust-
ments in paragraphs (b) and (c) of this
section to reflect that this section—

(A) Applies on a controlled group
basis rather than consolidated group
basis; and

(B) Generally affects only the timing
of a loss or deduction, and not it’s at-
tributes (e.g., its source and character) or
the holding period of property.

(ii) The special rules under § 1.1502–
13(f) (stock of members) and (g) (obliga-
tions of members) apply under this sec-
tion only to the extent the transaction
is also an intercompany transaction to
which § 1.1502–13 applies.

(iii) Any election under § 1.1502–13 to
take items into account on a separate
entity basis does not apply under this
section. See § 1.1502–13(e)(3).

(3) Other law. The rules of this sec-
tion apply in addition to other applica-
ble law (including nonstatutory au-
thorities). For example, to the extent a
loss or deduction deferred under this
section is from a transaction that is
also an intercompany transaction
under § 1.1502–13(b)(1), attributes of the
loss or deduction are also subject to re-
characterization under § 1.1502–13. See
also, sections 269 (acquisitions to evade
or avoid income tax) and 482 (alloca-
tions among commonly controlled tax-
payers). Any loss or deduction taken
into account under this section can be
deferred, disallowed, or eliminated
under other applicable law. See, for ex-
ample, section 1091 (loss eliminated on
wash sale).

(b) Definitions and operating rules. The
definitions in § 1.1502–13(b) and the op-
erating rules of § 1.1502–13(j) apply
under this section with appropriate ad-
justments, including the following:

(1) Intercompany sale. An intercom-
pany sale is a sale, exchange, or other
transfer of property between members
of a controlled group, if it would be an
intercompany transaction under the
principles of § 1.1502–13, determined by
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treating the references to a consoli-
dated group as references to a con-
trolled group and by disregarding
whether any of the members join in fil-
ing consolidated returns.

(2) S’s losses or deductions. Except to
the extent the intercompany sale is
also an intercompany transaction to
which § 1.1502–13 applies, S’s losses or
deductions subject to this section are
determined on a separate entity basis.
For example, the principles of § 1.1502–
13(b)(2)(iii) (treating certain amounts
not yet recognized as items to be taken
into account) do not apply. A loss or
deduction is from an intercompany sale
whether it is directly or indirectly
from the intercompany sale.

(3) Controlled group; member. For pur-
poses of this section, a controlled
group is defined in section 267(f). Thus,
a controlled group includes a FSC (as
defined in section 922) and excluded
members under section 1563(b)(2), but
does not include a DISC (as defined in
section 992). Corporations remain mem-
bers of a controlled group as long as
they remain in a controlled group rela-
tionship with each other. For example,
corporations become nonmembers with
respect to each other when they cease
to be in a controlled group relationship
with each other, rather than by having
a separate return year (described in
§ 1.1502–13(j)(7)). Further, the principles
of § 1.1502–13(j)(6) (former common par-
ent treated as continuation of group)
apply to any corporation if, imme-
diately before it becomes a non-
member, it is both the selling member
and the owner of property with respect
to which a loss or deduction is deferred
(whether or not it becomes a member
of a different controlled group filing
consolidated or separate returns).
Thus, for example, if S and B merge to-
gether in a transaction described in
section 368(a)(1)(A), the surviving cor-
poration is treated as the successor to
the other corporation, and the con-
trolled group relationship is treated as
continuing.

(4) Consolidated taxable income. Ref-
erences to consolidated taxable income
(and consolidated tax liability) include
references to the combined taxable in-
come of the members (and their com-
bined tax liability). For corporations
filing separate returns, it ordinarily

will not be necessary to actually com-
bine their taxable incomes (and tax li-
abilities) because the taxable income
(and tax liability) of one corporation
does not affect the taxable income (or
tax liability) of another corporation.

(c) Matching and acceleration prin-
ciples of § 1.1502–13—(1) Adjustments to
the timing rules. Under this section, S’s
losses and deductions are deferred until
they are taken into account under the
timing principles of the matching and
acceleration rules of § 1.1502–13(c) and
(d) with appropriate adjustments. For
example, if S sells depreciable property
to B at a loss, S’s loss is deferred and
taken into account under the prin-
ciples of the matching rule of § 1.1502–
13(c) to reflect the difference between
B’s depreciation taken into account
with respect to the property and the
depreciation that B would take into ac-
count if S and B were divisions of a sin-
gle corporation; if S and B subse-
quently cease to be in a controlled
group relationship with each other, S’s
remaining loss is taken into account
under the principles of the acceleration
rule of § 1.1502–13(d). For purposes of
this section, the adjustments to
§ 1.1502–13 (c) and (d) include the fol-
lowing:

(i) Application on controlled group
basis. The matching and acceleration
rules apply on a controlled group basis,
rather than a consolidated group basis.
Thus if S and B are wholly-owned
members of a consolidated group and
21% of the stock of S is sold to an unre-
lated person, S’s loss continues to be
deferred under this section because S
and B continue to be members of a con-
trolled group even though S is no
longer a member of the consolidated
group. Similarly, S’s loss would con-
tinue to be deferred if S and B remain
in a controlled group relationship after
both corporations become nonmembers
of their former consolidated group.

(ii) Different taxable years. If S and B
have different taxable years, the tax-
able years that include a December 31
are treated as the same taxable years.
If S or B has a short taxable year that
does not include a December 31, the
short year is treated as part of the suc-
ceeding taxable year that does include
a December 31.
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(iii) Transfer to a section 267(b) or
707(b) related person. To the extent S’s
loss or deduction from an intercom-
pany sale of property is taken into ac-
count under this section as a result of
B’s transfer of the property to a non-
member that is a person related to any
member, immediately after the trans-
fer, under sections 267(b) or 707(b), or as
a result of S or B becoming a non-
member that is related to any member
under section 267(b), the loss or deduc-
tion is taken into account but allowed
only to the extent of any income or
gain taken into account as a result of
the transfer. The balance not allowed
is treated as a loss referred to in sec-
tion 267(d) if it is from a sale or ex-
change by B (rather than from a dis-
tribution).

(iv) B’s item is excluded from gross in-
come or noncapital and nondeductible. To
the extent S’s loss would be redeter-
mined to be a noncapital, nondeduct-
ible amount under the principles of
§ 1.1502–13 but is not redetermined be-
cause of paragraph (c)(2) of this sec-
tion, then, if paragraph (c)(1)(iii) of
this section does not apply, S’s loss
continues to be deferred and is not
taken into account until S and B are
no longer in a controlled group rela-
tionship. For example, if S sells all of
the stock of corporation T to B at a
loss and T subsequently liquidates into
B in a transaction qualifying under
section 332, S’s loss is deferred until S
and B (including their successors) are
no longer in a controlled group rela-
tionship. See § 1.1502–13(c)(6)(ii).

(v) Circularity of references. Ref-
erences to deferral or elimination
under the Internal Revenue Code or
regulations do not include references
to section 267(f) or this section. See,
e.g., § 1.1502–13(a)(4) (applicability of
other law).

(2) Attributes generally not affected.
The matching and acceleration rules
are not applied under this section to af-
fect the attributes of S’s intercompany
item, or cause it to be taken into ac-
count before it is taken into account
under S’s separate entity method of ac-
counting. However, the attributes of
S’s intercompany item may be redeter-
mined, or an item may be taken into
account earlier than under S’s separate
entity method of accounting, to the ex-

tent the transaction is also an inter-
company transaction to which § 1.1502–
13 applies. Similarly, except to the ex-
tent the transaction is also an inter-
company transaction to which § 1.1502–
13 applies, the matching and accelera-
tion rules do not apply to affect the
timing or attributes of B’s cor-
responding items.

(d) Intercompany sales of inventory in-
volving foreign persons—(1) General rule.
Section 267(a)(1) and this section do not
apply to an intercompany sale of prop-
erty that is inventory (within the
meaning of section 1221(1)) in the hands
of both S and B, if—

(i) The intercompany sale is in the
ordinary course of S’s trade or busi-
ness;

(ii) S or B is a foreign corporation;
and

(iii) Any income or loss realized on
the intercompany sale by S or B is not
income or loss that is recognized as ef-
fectively connected with the conduct of
a trade or business within the United
States within the meaning of section
864 (unless the income is exempt from
taxation pursuant to a treaty obliga-
tion of the United States).

(2) Intercompany sales involving related
partnerships. For purposes of paragraph
(d)(1) of this section, a partnership and
a foreign corporation described in sec-
tion 267(b)(10) are treated as members,
provided that the income or loss of the
foreign corporation is described in
paragraph (d)(1)(iii) of this section.

(3) Intercompany sales in ordinary
course. For purposes of this paragraph
(d), whether an intercompany sale is in
the ordinary course of business is de-
termined under all the facts and cir-
cumstances.

(e) Treatment of a creditor with respect
to a loan in nonfunctional currency. Sec-
tions 267(a)(1) and this section do not
apply to an exchange loss realized with
respect to a loan of nonfunctional cur-
rency if—

(1) The loss is realized by a member
with respect to nonfunctional currency
loaned to another member;

(2) The loan is described in § 1.988–
1(a)(2)(i);

(3) The loan is not in a
hyperinflationary currency as defined
in § 1.988–1(f); and
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(4) The transaction does not have as
a significant purpose the avoidance of
Federal income tax.

(f) Receivables. If S acquires a receiv-
able from the sale of goods or services
to a nonmember at a gain, and S sells
the receivable at fair market value to
B, any loss or deduction of S from its
sale to B is not deferred under this sec-
tion to the extent it does not exceed
S’s income or gain from the sale to the
nonmember that has been taken into
account at the time the receivable is
sold to B.

(g) Earnings and profits. A loss or de-
duction deferred under this section is
not reflected in S’s earnings and profits
before it is taken into account under
this section. See, e.g., §§ 1.312–6(a),
1.312–7, and 1.1502–33(c)(2).

(h) Anti-avoidance rule. If a trans-
action is engaged in or structured with
a principal purpose to avoid the pur-
poses of this section (including, for ex-
ample, by avoiding treatment as an
intercompany sale or by distorting the
timing of losses or deductions), adjust-
ments must be made to carry out the
purposes of this section.

(i) [Reserved]
(j) Examples. For purposes of the ex-

amples in this paragraph (j), unless
otherwise stated, corporation P owns
75% of the only class of stock of sub-
sidiaries S and B, X is a person unre-
lated to any member of the P con-
trolled group, the taxable year of all
persons is the calendar year, all per-
sons use the accrual method of ac-
counting, tax liabilities are dis-
regarded, the facts set forth the only
activity, and no member has a special
status. If a member acts as both a sell-
ing member and a buying member (e.g.,
with respect to different aspects of a
single transaction, or with respect to
related transactions), the member is
referred as to M (rather than as S or
B). This section is illustrated by the
following examples.

Example 1. Matching and acceleration rules.
(a) Facts. S holds land for investment with a
basis of $130. On January 1 of Year 1, S sells
the land to B for $100. On a separate entity
basis, S’s loss is long-term capital loss. B
holds the land for sale to customers in the
ordinary course of business. On July 1 of
Year 3, B sells the land to X for $110.

(b) Matching rule. Under paragraph (b)(1) of
this section, S’s sale of land to B is an inter-

company sale. Under paragraph (c)(1) of this
section, S’s $30 loss is taken into account
under the timing principles of the matching
rule of § 1.1502–13(c) to reflect the difference
for the year between B’s corresponding items
taken into account and the recomputed cor-
responding items. If S and B were divisions
of a single corporation and the intercompany
sale were a transfer between the divisions, B
would succeed to S’s $130 basis in the land
and would have a $20 loss from the sale to X
in Year 3. Consequently, S takes no loss into
account in Years 1 and 2, and takes the en-
tire $30 loss into account in Year 3 to reflect
the $30 difference in that year between the
$10 gain B takes into account and its $20 re-
computed loss. The attributes of S’s inter-
company items and B’s corresponding items
are determined on a separate entity basis.
Thus, S’s $30 loss is long-term capital loss
and B’s $10 gain is ordinary income.

(c) Acceleration resulting from sale of B stock.
The facts are the same as in paragraph (a) of
this Example 1, except that on July 1 of Year
3 P sells all of its B stock to X (rather than
B’s selling the land to X). Under paragraph
(c)(1) of this section, S’s $30 loss is taken
into account under the timing principles of
the acceleration rule of § 1.1502–13(d) imme-
diately before the effect of treating S and B
as divisions of a single corporation cannot be
produced. Because the effect cannot be pro-
duced once B becomes a nonmember, S takes
its $30 loss into account in Year 3 imme-
diately before B becomes a nonmember. S’s
loss is long-term capital loss.

(d) Subgroup principles applicable to sale of S
and B stock. The facts are the same as in
paragraph (a) of this Example 1, except that
on July 1 of Year 3 P sells all of its S and B
stock to X (rather than B’s selling the land
to X). Under paragraph (b)(3) of this section,
S and B are considered to remain members of
a controlled group as long as they remain in
a controlled group relationship with each
other (whether or not in the original con-
trolled group). P’s sale of their stock does
not affect the controlled group relationship
of S and B with each other. Thus, S’s loss is
not taken into account as a result of P’s sale
of the stock. Instead, S’s loss is taken into
account based on subsequent events (e.g., B’s
sale of the land to a nonmember).

Example 2. Distribution of loss property. (a)
Facts. S holds land with a basis of $130 and
value of $100. On January 1 of Year 1, S dis-
tributes the land to P in a transaction to
which section 311 applies. On July 1 of Year
3, P sells the land to X for $110.

(b) No loss taken into account. Under para-
graph (b)(2) of this section, because P and S
are not members of a consolidated group,
§ 1.1502–13(f)(2)(iii) does not apply to cause S
to recognize a $30 loss under the principles of
section 311(b). Thus, S has no loss to be
taken into account under this section. (If P
and S were members of a consolidated group,
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§ 1.1502–13(f)(2)(iii) would apply to S’s loss in
addition to the rules of this section, and the
loss would be taken into account in Year 3 as
a result of P’s sale to X.)

Example 3. Loss not yet taken into account
under separate entity accounting method. (a)
Facts. S holds land with a basis of $130. On
January 1 of Year 1, S sells the land to B at
a $30 loss but does not take into account the
loss under its separate entity method of ac-
counting until Year 4. On July 1 of Year 3, B
sells the land to X for $110.

(b) Timing. Under paragraph (b)(2) of this
section, S’s loss is determined on a separate
entity basis. Under paragraph (c)(1) of this
section, S’s loss is not taken into account
before it is taken into account under S’s sep-
arate entity method of accounting. Thus, al-
though B takes its corresponding gain into
account in Year 3, S has no loss to take into
account until Year 4. Once S’s loss is taken
into account in Year 4, it is not deferred
under this section because B’s corresponding
gain has already been taken into account. (If
S and B were members of a consolidated
group, S would be treated under § 1.1502–
13(b)(2)(iii) as taking the loss into account in
Year 3.)

Example 4. Consolidated groups. (a) Facts. P
owns all of the stock of S and B, and the P
group is a consolidated group. S holds land
for investment with a basis of $130. On Janu-
ary 1 of Year 1, S sells the land to B for $100.
B holds the land for sale to customers in the
ordinary course of business. On July 1 of
Year 3, P sells 25% of B’s stock to X. As a re-
sult of P’s sale, B becomes a nonmember of
the P consolidated group but S and B remain
in a controlled group relationship with each
other for purposes of section 267(f). Assume
that if S and B were divisions of a single cor-
poration, the items of S and B from the land
would be ordinary by reason of B’s activities.

(b) Timing and attributes. Under paragraph
(a)(3) of this section, S’s sale to B is subject
to both § 1.1502–13 and this section. Under
§ 1.1502–13, S’s loss is redetermined to be an
ordinary loss by reason of B’s activities.
Under paragraph (b)(3) of this section, be-
cause S and B remain in a controlled group
relationship with each other, the loss is not
taken into account under the acceleration
rule of § 1.1502–13(d) as modified by paragraph
(c) of this section. See § 1.1502–13(a)(4). Never-
theless, S’s loss is redetermined by § 1.1502–13
to be an ordinary loss, and the character of
the loss is not further redetermined under
this section. Thus, the loss continues to be
deferred under this section, and will be taken
into account as ordinary loss based on subse-
quent events (e.g., B’s sale of the land to a
nonmember).

(c) Resale to controlled group member. The
facts are the same as in paragraph (a) of this
Example 4, except that P owns 75% of X’s
stock, and B resells the land to X (rather
than P’s selling any B stock). The results for

S’s loss are the same as in paragraph (b) of
this Example 4. Under paragraph (b) of this
section, X is also in a controlled group rela-
tionship, and B’s sale to X is a second inter-
company sale. Thus, S’s loss continues to be
deferred and is taken into account under this
section as ordinary loss based on subsequent
events (e.g., X’s sale of the land to a non-
member).

Example 5. Intercompany sale followed by in-
stallment sale. (a) Facts. S holds land for in-
vestment with a basis of $130x. On January 1
of Year 1, S sells the land to B for $100x. B
holds the land for investment. On July 1 of
Year 3, B sells the land to X in exchange for
X’s $110x note. The note bears a market rate
of interest in excess of the applicable Fed-
eral rate, and provides for principal pay-
ments of $55x in Year 4 and $55x in Year 5.
Section 453A applies to X’s note.

(b) Timing and attributes. Under paragraph
(c) of this section, S’s $30x loss is taken into
account under the timing principles of the
matching rule of § 1.1502–13(c) to reflect the
difference in each year between B’s gain
taken into account and its recomputed loss.
Under section 453, B takes into account $5x
of gain in Year 4 and in Year 5. Therefore, S
takes $20x of its loss into account in Year 3
to reflect the $20x difference in that year be-
tween B’s $0 loss taken into account and its
$20x recomputed loss. In addition, S takes
$5x of its loss into account in Year 4 and in
Year 5 to reflect the $5x difference in each
year between B’s $5x gain taken into account
and its $0 recomputed gain. Although S
takes into account a loss and B takes into
account a gain, the attributes of B’s $10x
gain are determined on a separate entity
basis, and therefore the interest charge
under section 453A(c) applies to B’s $10x gain
on the installment sale beginning in Year 3.

Example 6. Section 721 transfer to a related
nonmember. (a) Facts. S owns land with a
basis of $130. On January 1 of Year 1, S sells
the land to B for $100. On July 1 of Year 3, B
transfers the land to a partnership in ex-
change for a 40% interest in capital and prof-
its in a transaction to which section 721 ap-
plies. P also owns a 25% interest in the cap-
ital and profits of the partnership.

(b) Timing. Under paragraph (c)(1)(iii) of
this section, because the partnership is a
nonmember that is a related person under
sections 267(b) and 707(b), S’s $30 loss is
taken into account in Year 3, but only to the
extent of any income or gain taken into ac-
count as a result of the transfer. Under sec-
tion 721, no gain or loss is taken into account
as a result of the transfer to the partnership,
and thus none of S’s loss is taken into ac-
count. Any subsequent gain recognized by
the partnership with respect to the property
is limited under section 267(d). (The results
would be the same if the P group were a con-
solidated group, and S’s sale to B were also
subject to § 1.1502–13.)
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Example 7. Receivables. (a) Controlled group.
S owns goods with a $60 basis. In Year 1, S
sells the goods to X for X’s $100 note. The
note bears a market rate of interest in ex-
cess of the applicable Federal rate, and pro-
vides for payment of principal in Year 5. S
takes into account $40 of income in Year 1
under its method of accounting. In Year 2,
the fair market value of X’s note falls to $90
due to an increase in prevailing market in-
terest rates, and S sells the note to B for its
$90 fair market value.

(b) Loss not deferred. Under paragraph (f) of
this section, S takes its $10 loss into account
in Year 2. (If the sale were not at fair market
value, paragraph (f) of this section would not
apply and none of S’s $10 loss would be taken
into account in Year 2.)

(c) Consolidated group. Assume instead that
P owns all of the stock of S and B, and the
P group is a consolidated group. In Year 1, S
sells to X goods having a basis of $90 for X’s
$100 note (bearing a market rate of interest
in excess of the applicable Federal rate, and
providing for payment of principal in Year
5), and S takes into account $10 of income in
Year 1. In Year 2, S sells the receivable to B
for its $85 fair market value. In Year 3, P
sells 25% of B’s stock to X. Although para-
graph (f) of this section provides that $10 of
S’s loss (i.e., the extent to which S’s $15 loss
does not exceed its $10 of income) is not de-
ferred under this section, S’s entire $15 loss
is subject to § 1.1502–13 and none of the loss is
taken into account in Year 2 under the
matching rule of § 1.1502–13(c). See paragraph
(a)(3) of this section (continued deferral
under § 1.1502–13). P’s sale of B stock results
in B becoming a nonmember of the P con-
solidated group in Year 3. Thus, S’s $15 loss
is taken into account in Year 3 under the ac-
celeration rule of § 1.1502–13(d). Nevertheless,
B remains in a controlled group relationship
with S and paragraph (f) of this section per-
mits only $10 of S’s loss to be taken into ac-
count in Year 3. See § 1.1502–13(a)(4) (contin-
ued deferral under section 267). The remain-
ing $5 of S’s loss continues to be deferred
under this section and taken into account
under this section based on subsequent
events (e.g., B’s collection of the note or P’s
sale of the remaining B stock to a non-
member).

Example 8. Selling member ceases to be a mem-
ber. (a) Facts. P owns all of the stock of S and
B, and the P group is a consolidated group. S
has several historic assets, including land
with a basis of $130 and value of $100. The
land is not essential to the operation of S’s
business. On January 1 of Year 1, S sells the
land to B for $100. On July 1 of Year 3, P
transfers all of S’s stock to newly formed X
in exchange for a 20% interest in X stock as
part of a transaction to which section 351 ap-
plies. Although X holds many other assets, a
principal purpose for P’s transfer is to accel-
erate taking S’s $30 loss into account. P has

no plan or intention to dispose of the X
stock.

(b) Timing. Under paragraph (c) of this sec-
tion, S’s $30 loss ordinarily is taken into ac-
count immediately before P’s transfer of the
S stock, under the timing principles of the
acceleration rule of § 1.1502–13(d). Although
taking S’s loss into account results in a $30
negative stock basis adjustment under
§ 1.1502–32, because P has no plan or intention
to dispose of its X stock, the negative adjust-
ment will not immediately affect taxable in-
come. P’s transfer accelerates a loss that
otherwise would be deferred, and an adjust-
ment under paragraph (h) of this section is
required. Thus, S’s loss is never taken into
account, and S’s stock basis and earnings
and profits are reduced by $30 under §§ 1.1502–
32 and 1.1502–33 immediately before P’s trans-
fer of the S stock.

(c) Nonhistoric assets. Assume instead
that, with a principal purpose to accelerate
taking into account any further loss that
may accrue in the value of the land without
disposing of the land outside of the con-
trolled group, P forms M with a $100 con-
tribution on January 1 of Year 1 and S sells
the land to M for $100. On December 1 of Year
1, when the value of the land has decreased
to $90, M sells the land to B for $90. On July
1 of Year 3, while B still owns the land, P
sells all of M’s stock to X and M becomes a
nonmember. Under paragraph (c) of this sec-
tion, M’s $10 loss ordinarily is taken into ac-
count under the timing principles of the ac-
celeration rule of § 1.1502–13(d) immediately
before M becomes a nonmember. (S’s $30 loss
is not taken into account under the timing
principles of § 1.1502–13(c) or § 1.1502–13(d) as a
result of M becoming a nonmember, but is
taken into account based on subsequent
events such as B’s sale of the land to a non-
member or P’s sale of the stock of S or B to
a nonmember.) The land is not an historic
asset of M and, although taking M’s loss into
account reduces P’s basis in the M stock
under § 1.1502–32, the negative adjustment
only eliminates the $10 duplicate stock loss.
Under paragraph (h) of this section, M’s loss
is never taken into account. M’s stock basis,
and the earnings and profits of M and P, are
reduced by $10 under §§ 1.1502–32 and 1.1502–33
immediately before P’s sale of the M stock.

(k) Cross-reference. For additional
rules applicable to the disposition or
deconsolidation of the stock of mem-
bers of consolidated groups, see
§§ 1.337(d)–1, 1.337(d)–2, 1.1502–13(f)(6),
and 1.1502–20.

(l) Effective dates—(1) In general. This
section applies with respect to trans-
actions occurring in S’s years begin-
ning on or after July 12, 1995. If both
this section and prior law apply to a
transaction, or neither applies, with
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the result that items are duplicated,
omitted, or eliminated in determining
taxable income (or tax liability), or
items are treated inconsistently, prior
law (and not this section) applies to
the transaction.

(2) Avoidance transactions. This para-
graph (l)(2) applies if a transaction is
engaged in or structured on or after
April 8, 1994, with a principal purpose
to avoid the rules of this section (and
instead to apply prior law). If this
paragraph (l)(2) applies, appropriate ad-
justments must be made in years be-
ginning on or after July 12, 1995, to pre-
vent the avoidance, duplication, omis-
sion, or elimination of any item (or tax
liability), or any other inconsistency
with the rules of this section.

(3) Prior law. For transactions occur-
ring in S’s years beginning before July
12, 1995 see the applicable regulations
issued under sections 267 and 1502. See,
e.g., §§ 1.267(f)–1, 1.267(f)–1T, 1.267(f)–2T,
1.267(f)–3, 1.1502–13, 1.1502–13T, 1.1502–14,
1.1502–14T, and 1.1502–31 (as contained
in the 26 CFR part 1 edition revised as
of April 1, 1995).

[T.D. 8597, 60 FR 36680, July 18, 1995, as
amended by T.D. 8660, 61 FR 10499, Mar. 14,
1996; 62 FR 12097, Mar. 14, 1997]

§ 1.268–1 Items attributable to an
unharvested crop sold with the
land.

In computing taxable income no de-
duction shall be allowed in respect of
items attributable to the production of
an unharvested crop which is sold, ex-
changed, or involuntarily converted
with the land and which is considered
as property used in the trade or busi-
ness under section 1231(b)(4). Such
items shall be so treated whether or
not the taxable year involved is that of
the sale, exchange, or conversion of
such crop and whether they are for ex-
penses, depreciation, or otherwise. If
the taxable year involved is not that of
the sale, exchange, or conversion of
such crop, a recomputation of the tax
liability for such year shall be made;
such recomputation should be in the
form of an ‘‘amended return’’ if nec-
essary. For the adjustments to basis as
a result of such disallowance, see sec-
tion 1016(a)(11) and the regulations
thereunder.

§ 1.269–1 Meaning and use of terms.

As used in section 269 and §§ 1.269–2
through 1.269–7:

(a) Allowance. The term allowance re-
fers to anything in the internal rev-
enue laws which has the effect of di-
minishing tax liability. The term in-
cludes, among other things, a deduc-
tion, a credit, an adjustment, an ex-
emption, or an exclusion.

(b) Evasion or avoidance. The phrase
evasion or avoidance is not limited to
cases involving criminal penalties, or
civil penalties for fraud.

(c) Control. The term control means
the ownership of stock possessing at
least 50 percent of the total combined
voting power of all classes of stock en-
titled to vote, or at least 50 percent of
the total value of shares of all classes
of stock of the corporation. For control
to be ‘‘acquired on or after October 8,
1940’’, it is not necessary that all of
such stock be acquired on or after Oc-
tober 8, 1940. Thus, if A, on October 7,
1940, and at all times thereafter, owns
40 percent of the stock of X Corpora-
tion and acquires on October 8, 1940, an
additional 10 percent of such stock, an
acquisition within the meaning of such
phrase is made by A on October 8, 1940.
Similarly, if B, on October 7, 1940, owns
certain assets and transfers on October
8, 1940, such assets to a newly organized
Y Corporation in exchange for all the
stock of Y Corporation, an acquisition
within the meaning of such phrase is
made by B on October 8, 1940. If, under
the facts stated in the preceding sen-
tence, B is a corporation, all of whose
stock is owned by Z Corporation, then
an acquisition within the meaning of
such phrase is also made by Z Corpora-
tion on October 8, 1940, as well as by
the shareholders of Z Corporation
taken as a group on such date, and by
any of such shareholders if such share-
holders as a group own 50 percent of
the stock of Z on such date.

(d) Person. The term person includes
an individual, a trust, an estate, a
partnership, an association, a company
or a corporation.

[T.D. 6595, 27 FR 3596, Apr. 14, 1962, as amend-
ed by T.D. 8388, 57 FR 345, Jan. 6, 1992]
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§ 1.269–2 Purpose and scope of section
269.

(a) General. Section 269 is designed to
prevent in the instances specified
therein the use of the sections of the
Internal Revenue Code providing de-
ductions, credits, or allowances in
evading or avoiding Federal income
tax. See § 1.269–3.

(b) Disallowance of deduction, credit, or
other allowance. Under the Code, an
amount otherwise constituting a de-
duction, credit, or other allowance be-
comes unavailable as such under cer-
tain circumstances. Characteristic of
such circumstances are those in which
the effect of the deduction, credit, or
other allowance would be to distort the
liability of the particular taxpayer
when the essential nature of the trans-
action or situation is examined in the
light of the basic purpose or plan which
the deduction, credit, or other allow-
ance was designed by the Congress to
effectuate. The distortion may be evi-
denced, for example, by the fact that
the transaction was not undertaken for
reasons germane to the conduct of the
business of the taxpayer, by the unreal
nature of the transaction such as its
sham character, or by the unreal or un-
reasonable relation which the deduc-
tion, credit, or other allowance bears
to the transaction. The principle of law
making an amount unavailable as a de-
duction, credit, or other allowance in
cases in which the effect of making an
amount so available would be to dis-
tort the liability of the taxpayer, has
been judicially recognized and applied
in several cases. Included in these cases
are Gregory v. Helvering (1935) (293 U.S.
465; Ct. D. 911, C.B. XIV–1, 193); Grif-
fiths v. Helvering (1939) (308 U.S. 355;
Ct. D. 1431, C.B. 1940–1, 136); Higgins v.
Smith (1940) (308 U.S. 473; Ct. D. 1434,
C.B. 1940–1, 127); and J. D. & A. B.
Spreckles Co. v. Commissioner (1940)
(41 B.T.A. 370). In order to give effect to
such principle, but not in limitation
thereof, several provisions of the Code,
for example, section 267 and section
270, specify with some particularity in-
stances in which disallowance of the
deduction, credit, or other allowance is
required. Section 269 is also included in
such provisions of the Code. The prin-
ciple of law and the particular sections
of the Code are not mutually exclusive

and in appropriate circumstances they
may operate together or they may op-
erate separately. See, for example,
§ 1.269–6.

[T.D. 6595, 27 FR 3596, Apr. 14, 1962]

§ 1.269–3 Instances in which section
269(a) disallows a deduction, credit,
or other allowance.

(a) Instances of disallowance. Section
269 specifies two instances in which a
deduction, credit, or other allowance is
to be disallowed. These instances, de-
scribed in paragraphs (1) and (2) of sec-
tion 269(a), are those in which:

(1) Any person or persons acquire, or
acquired on or after October 8, 1940, di-
rectly or indirectly, control of a cor-
poration, or

(2) Any corporation acquires, or ac-
quired on or after October 8, 1940, di-
rectly or indirectly, property of an-
other corporation (not controlled, di-
rectly or indirectly, immediately be-
fore such acquisition by such acquiring
corporation or its stockholders), the
basis of which property in the hands of
the acquiring corporation is deter-
mined by reference to the basis in the
hands of the transferor corporation.
In either instance the principal purpose
for which the acquisition was made
must have been the evasion or avoid-
ance of Federal income tax by securing
the benefit of a deduction, credit, or
other allowance which such person, or
persons, or corporation, would not oth-
erwise enjoy. If this requirement is sat-
isfied, it is immaterial by what method
or by what conjunction of events the
benefit was sought. Thus, an acquiring
person or corporation can secure the
benefit of a deduction, credit, or other
allowance within the meaning of sec-
tion 269 even though it is the acquired
corporation that is entitled to such de-
duction, credit, or other allowance in
the determination of its tax. If the pur-
pose to evade or avoid Federal income
tax exceeds in importance any other
purpose, it is the principal purpose.
This does not mean that only those ac-
quisitions fall within the provisions of
section 269 which would not have been
made if the evasion or avoidance pur-
pose was not present. The determina-
tion of the purpose for which an acqui-
sition was made requires a scrutiny of
the entire circumstances in which the
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transaction or course of conduct oc-
curred, in connection with the tax re-
sult claimed to arise therefrom.

(b) Acquisition of control; transactions
indicative of purpose to evade or avoid
tax. If the requisite acquisition of con-
trol within the meaning of paragraph
(1) of section 269(a) exists, the trans-
actions set forth in the following sub-
paragraphs are among those which, in
the absence of additional evidence to
the contrary, ordinarily are indicative
that the principal purpose for acquir-
ing control was evasion or avoidance of
Federal income tax:

(1) A corporation or other business
enterprise (or the interest controlling
such corporation or enterprise) with
large profits acquires control of a cor-
poration with current, past, or prospec-
tive credits, deductions, net operating
losses, or other allowances and the ac-
quisition is followed by such transfers
or other action as is necessary to bring
the deduction, credit, or other allow-
ance into conjunction with the income
(see further § 1.269–6). This subpara-
graph may be illustrated by the fol-
lowing example:

Example. Individual A acquires all of the
stock of L Corporation which has been en-
gaged in the business of operating retail drug
stores. At the time of the acquisition, L Cor-
poration has net operating loss carryovers
aggregating $100,000 and its net worth is
$100,000. After the acquisition, L Corporation
continues to engage in the business of oper-
ating retail drug stores but the profits at-
tributable to such business after the acquisi-
tion are not sufficient to absorb any substan-
tial portion of the net operating loss
carryovers. Shortly after the acquisition, in-
dividual A causes to be transferred to L Cor-
poration the assets of a hardware business
previously controlled by A which business
produces profits sufficient to absorb a sub-
stantial portion of L Corporation’s net oper-
ating loss carryovers. The transfer of the
profitable business, which has the effect of
using net operating loss carryovers to offset
gains of a business unrelated to that which
produced the losses, indicates that the prin-
cipal purpose for which the acquisition of
control was made is evasion or avoidance of
Federal income tax.

(2) A person or persons organize two
or more corporations instead of a sin-
gle corporation in order to secure the
benefit of multiple surtax exemptions
(see section 11(c)) or multiple min-

imum accumulated earnings credits
(see section 535(c)(2) and (3)).

(3) A person or persons with high
earning assets transfer them to a
newly organized controlled corporation
retaining assets producing net oper-
ating losses which are utilized in an at-
tempt to secure refunds.

(c) Acquisition of property; transactions
indicative of purpose to evade or avoid
tax. If the requisite acquisition of prop-
erty within the meaning of paragraph
(2) of section 269(a) exists, the trans-
actions set forth in the following sub-
paragraphs are among those which, in
the absence of additional evidence to
the contrary, ordinarily are indicative
that the principal purpose for acquir-
ing such property was evasion or avoid-
ance of Federal income tax:

(1) A corporation acquires property
having in its hands an aggregate carry-
over basis which is materially greater
than its aggregate fair market value at
the time of such acquisition and uti-
lizes the property to create tax-reduc-
ing losses or deductions.

(2) A subsidiary corporation, which
has sustained large net operating
losses in the operation of business X
and which has filed separate returns
for the taxable years in which the
losses were sustained, acquires high
earning assets, comprising business Y,
from its parent corporation. The acqui-
sition occurs at a time when the parent
would not succeed to the net operating
loss carryovers of the subsidiary if the
subsidiary were liquidated, and the
profits of business Y are sufficient to
offset a substantial portion of the net
operating loss carryovers attributable
to business X (see further Example (3) of
§ 1.269–6).

(d) Ownership changes to which section
382(l)(5) applies; transactions indicative of
purpose to evade or avoid tax—(1) In gen-
eral. Absent strong evidence to the con-
trary, a requisite acquisition of control
or property in connection with an own-
ership change to which section 382(l)(5)
applies is considered to be made for the
principal purpose of evasion or avoid-
ance of Federal income tax unless the
corporation carries on more than an in-
significant amount of an active trade
or business during and subsequent to
the title 11 or similar case (as defined
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in section 382(l)(5)(G)). The determina-
tion of whether the corporation carries
on more than an insignificant amount
of an active trade or business is made
without regard to the continuity of
business enterprise set forth in § 1.368–
1(d). The determination is based on all
the facts and circumstances, including,
for example, the amount of business as-
sets that continue to be used, or the
number of employees in the work force
who continue employment, in an active
trade or business (although not nec-
essarily the historic trade or business).
Where the corporation continues to
utilize a significant amount of its busi-
ness assets or work force, the require-
ment of carrying on more than an in-
significant amount of an active trade
or business may be met even though all
trade or business activities tempo-
rarily cease for a period of time in
order to address business exigencies.

(2) Effective date. The presumption
under paragraph (d) of this section ap-
plies to acquisitions of control or prop-
erty effected pursuant to a plan of re-
organization confirmed by a court in a
title 11 or similar case (within the
meaning of section 368(a)(3)(A)) after
August 14, 1990.

(e) Relationship of section 269 to 11
U.S.C. 1129(d). In determining for pur-
poses of section 269 of the Internal Rev-
enue Code whether an acquisition pur-
suant to a plan of reorganization in a
case under title 11 of the United States
Code was made for the principal pur-
pose of evasion or avoidance of Federal
income tax, the fact that a govern-
mental unit did not seek a determina-
tion under 11 U.S.C. 1129(d) is not taken
into account and any determination by
a court under 11 U.S.C. 1129(d) that the
principal purpose of the plan is not
avoidance of taxes is not controlling.

[T.D. 6595, 27 FR 3596, Apr. 14, 1962, as amend-
ed by T.D. 8388, 57 FR 345, Jan. 6, 1992]

§ 1.269–4 Power of district director to
allocate deduction, credit, or allow-
ance in part.

The district director is authorized by
section 269(b) to allow a part of the
amount disallowed by section 269(a),
but he may allow such part only if and
to the extent that he determines that
the amount allowed will not result in
the evasion or avoidance of Federal in-

come tax for which the acquisition was
made. The district director is also au-
thorized to use other methods to give
effect to part of the amount disallowed
under section 269(a), but only to such
extent as he determines will not result
in the evasion or avoidance of Federal
income tax for which the acquisition
was made. Whenever appropriate to
give proper effect to the deduction,
credit, or other allowance, or such part
of it which may be allowed, this au-
thority includes the distribution, ap-
portionment, or allocation of both the
gross income and the deductions, cred-
its, or other allowances the benefit of
which was sought, between or among
the corporations, or properties, or
parts thereof, involved, and includes
the disallowance of any such deduc-
tion, credit, or other allowance to any
of the taxpayers involved.

[T.D. 6595, 27 FR 3597, Apr. 14, 1962]

§ 1.269–5 Time of acquisition of con-
trol.

(a) In general. For purposes of section
269, an acquisition of control occurs
when one or more persons acquire ben-
eficial ownership of stock possessing at
least 50 percent of the total combined
voting power of all classes of stock en-
titled to vote or at least 50 percent of
the total value of share of all classes of
stock of the corporation.

(b) Application of general rule to cer-
tain creditor acquisitions. (1) For pur-
poses of section 269, creditors of an in-
solvent or bankrupt corporation (by
themselves or in conjunction with
other persons) acquire control of the
corporation when they acquire bene-
ficial ownership of the requisite
amount of stock. Although insolvency
or bankruptcy may cause the interests
of creditors to predominate as a prac-
tical matter, creditor interests do not
constitute beneficial ownership of the
corporation’s stock. Solely for pur-
poses of section 269, creditors of a
bankrupt corporation are treated as ac-
quiring beneficial ownership of stock of
the corporation no earlier than the
time a bankruptcy court confirms a
plan of reorganization.

(2) The provisions of this section are
illustrated by the following example.
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Example. Corporation L files a petition
under chapter 11 of the Bankruptcy Code on
January 5, 1987. A creditors’ committee is
formed. On February 22, 1987, and upon the
request of the creditors, the bankruptcy
court removes the debtor-in-possession from
business management and operations and ap-
points a trustee. The trustee consults regu-
larly with the creditors’ committee in for-
mulating both short-term and long-term
management decisions. After three years,
the creditors approve a plan of reorganiza-
tion in which the outstanding stock of Cor-
poration L is canceled and its creditors re-
ceive shares of stock constituting all of the
outstanding shares. The bankruptcy court
confirms the plan of reorganization on
March 23, 1990, and the plan is put into effect
on May 25, 1990. For purposes of section 269,
the creditors acquired control of Corporation
L than March 23, 1990. Similarly, the deter-
mination of whether the creditors acquired
control of Corporation L no earlier with the
principal purpose of evasion or avoidance of
Federal income tax is made by reference to
the creditors’ purposes as of no earlier than
March 23, 1990.

[T.D. 8388, 57 FR 346, Jan. 6, 1992]

§ 1.269–6 Relationship of section 269 to
section 382 before the Tax Reform
Act of 1986.

Section 269 and §§ 1.269–1 through
1.269–5 may be applied to disallow a net
operating loss carryover even though
such carryover is not disallowed (in
whole or in part) under section 382 and
the regulations thereunder. This sec-
tion may be illustrated by the fol-
lowing examples:

Example 1. L Corporation has computed its
taxable income on a calendar year basis and
has sustained heavy net operating losses for
a number of years. Assume that A purchases
all of the stock of L Corporation on Decem-
ber 31, 1955, for the principal purpose of uti-
lizing its net operating loss carryovers by
changing its business to a profitable new
business. Assume further that A makes no
attempt to revitalize the business of L Cor-
poration during the calendar year 1956 and
that during January 1957 the business is
changed to an entirely new and profitable
business. The carryovers will be disallowed
under the provisions of section 269(a) with-
out regard to the application of section 382.

Example 2. L Corporation has sustained
heavy net operating losses for a number of
years. In a merger under State law, P Cor-
poration acquires all of the assets of L Cor-
poration for the principal purpose of uti-
lizing the net operating loss carryovers of L
Corporation against the profits of P Corpora-

tion’s business. As a result of the merger, the
former stockholders of L Corporation own,
immediately after the merger, 12 percent of
the fair market value of the outstanding
stock of P Corporation. If the merger quali-
fies as a reorganization to which section
381(a) applies, the entire net operating loss
carryovers will be disallowed under the pro-
visions of section 269(a) without regard to
the application of section 382.

Example 3. L Corporation has been sus-
taining net operating losses for a number of
years. P Corporation, a profitable corpora-
tion, on December 31, 1955, acquires all the
stock of L Corporation for the purpose of
continuing and improving the operation of L
Corporation’s business. Under the provisions
of sections 334(b)(2) and 381(a)(1), P Corpora-
tion would not succeed to L Corporation’s
net operating loss carryovers if L Corpora-
tion were liquidated pursuant to a plan of
liquidation adopted within two years after
the date of the acquisition. During 1956, P
Corporation transfers a profitable business
to L Corporation for the principal purpose of
using the profits of such business to absorb
the net operating loss carryovers of L Cor-
poration. The transfer is such as to cause the
basis of the transferred assets in the hands of
L Corporation to be determined by reference
to their basis in the hands of P Corporation.
L Corporation’s net operating loss
carryovers will be disallowed under the pro-
visions of section 269(a) without regard to
the application of section 382.

[T.D. 6595, 27 FR 3597, Apr. 14, 1962, as amend-
ed by T.D. 8388, 57 FR 346, Jan. 6, 1992]

§ 1.269–7 Relationship of section 269 to
sections 382 and 383 after the Tax
Reform Act of 1986.

Section 269 and §§ 1.269–1 through
1.269–5 may be applied to disallow a de-
duction, credit, or other allowance not-
withstanding that the utilization or
amount of a deduction, credit, or other
allowance is limited or reduced under
section 382 or 383 and the regulations
thereunder. However, the fact that the
amount of taxable income or tax that
may be offset by a deduction, credit, or
other allowance is limited under sec-
tion 382(a) or 383 and the regulations
thereunder is relevant to the deter-
mination of whether the principal pur-
pose of an acquisition is the evasion or
avoidance of Federal income tax.

[T.D. 8388, 57 FR 346, Jan. 6, 1992]

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00517 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



522

26 CFR Ch. I (4–1–99 Edition)§ 1.270–1

§ 1.270–1 Limitation on deductions al-
lowable to individuals in certain
cases.

(a) Recomputation of taxable income.
(1) Under certain circumstances, sec-
tion 270 limits the deductions (other
than certain deductions described in
subsection (b) thereof) attributable to
a trade or business carried on by an in-
dividual which are otherwise allowable
to such individual under the provisions
of chapter 1 of the Code or the cor-
responding provisions of prior revenue
laws. If, in each of five consecutive tax-
able years (including at least one tax-
able year beginning after December 31,
1953, and ending after August 16, 1954),
the deductions attributable to a trade
or business carried on by an individual
(other than the specially treated de-
ductions described in paragraph (b) of
this section) exceed the gross income
derived from such trade or business by
more than $50,000, the taxable income
computed under section 63 (or the net
income computed under the cor-
responding provisions of prior revenue
laws) of such individual shall be recom-
puted for each of such taxable years.

(2) In recomputing the taxable in-
come (or the net income, in the case of
taxable years which are otherwise sub-
ject to the Internal Revenue Code of
1939) for each of the five taxable years,
the deductions (other than the spe-
cially treated deductions described in
paragraph (b) of this section with the
exception of the net operating loss de-
duction) attributable to the trade or
business carried on by the individual
shall be allowed only to the extent of
(i) the gross income derived from such
trade or business, plus (ii) $50,000. The
specially treated deductions described
in paragraph (b) of this section (other
than the net operating loss deduction)
shall each be allowed in full. The net
operating loss deduction, to the extent
attributable to such trade or business,
shall be disallowed in its entirety.
Thus, a carryover or a carryback of a
net operating loss so attributable, ei-
ther from a year within the period of
five consecutive taxable years or from
a taxable year outside of such period,
shall be ignored in making the re-
computation of taxable income or net
income, as the case may be.

(3) The limitations on deductions
provided by section 270 are also appli-
cable in determining under section 172,
or the corresponding provisions of prior
revenue laws, the amount of any net
operating loss carryover or carryback
from any year which falls within the
provisions of section 270 to any year
which does not fall within such provi-
sions. Also, in determining under sec-
tion 172, or the corresponding provi-
sions of prior revenue laws, the amount
of any net operating loss carryover
from a year which falls within the pro-
visions of section 270 to a year which
does not fall within such provisions,
the amount of net operating loss is to
be reduced by the taxable income or
net income, as the case may be (com-
puted as provided in § 1.172–5, or 26 CFR
(1939) 39.122–4(c) (Regulations 118), as
the case may be and, in the case of any
taxable year which falls within the pro-
visions of section 270, determined after
the application of section 270), of any
taxable year preceding or succeeding
the taxable year of the net operating
loss to which such loss must first be
carried back or carried over under the
provisions of section 172(b), or the cor-
responding provisions of prior revenue
laws, even though the net operating
loss deduction is not an allowable de-
duction for such preceding or suc-
ceeding taxable year.

(4) If an individual carries on several
trades or businesses, the deductions at-
tributable to such trades or businesses
and the gross income derived therefrom
shall not be aggregated in determining
whether the deductions (other than the
specially treated deductions) exceed
the gross income derived from such
trades or businesses by more than
$50,000 in any taxable year. For the
purposes of section 270, each trade or
business shall be considered separately.
However, where a particular business
of an individual is conducted in one or
more forms such as a partnership, joint
venture, or individual proprietorship,
the individual’s share of the profits and
losses from each business unit must be
aggregated to determine the applica-
bility of section 270. See paragraphs
(a)(8)(ii) and (b) of § 1.702–1, relating to
applicability of section 270 to a part-
ner. Where it is established that for tax
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purposes a husband and wife are part-
ners in the same trade or business or
that each is participating independ-
ently of the other in the same trade or
business with his and her own money,
the husband’s gross income and deduc-
tions from that trade or business shall
be considered separately from the
wife’s gross income and deductions
from that trade or business even
though they file a joint return. Where
a taxpayer is engaged in a trade or
business in a community property
State under circumstances such that
the income therefrom is considered to
be community income, the taxpayer
and his spouse are treated for purposes
of section 270 as two individuals en-
gaged separately in the same trade or
business and the gross income and de-
ductions attributable to the trade or
business are allocated one-half to the
taxpayer and one-half to the spouse.
Where several business activities ema-
nate from a single commodity, such as
oil or gas or a tract of land, it does not
necessarily follow that such activities
are one business for the purposes of
section 270. However, in order to be
treated separately, it must be estab-
lished that such business activities are
actually conducted separately and are
not closely interrelated with each
other. For the purposes of section 270,
the trade or business carried on by an
individual must be the same in each of
the five consecutive years in which the
deductions (other than the specially
treated deductions) exceed the gross in-
come derived from such trade or busi-
ness by more than $50,000.

(5) For the purposes of section 270, a
taxable year may be part of two or
more periods of five consecutive tax-
able years. Thus, if the deductions
(other than the specially treated de-
ductions) attributable to a trade or
business carried on by an individual ex-
ceed the gross income therefrom by
more than $50,000 for each of six con-
secutive taxable years, the fifth year of
such six consecutive taxable years
shall be considered to be a part both of
a five-year period beginning with the
first and ending with the fifth taxable
year and of a five-year period begin-
ning with the second and ending with
the sixth taxable year.

(6) For the purposes of section 270, a
short taxable year required to effect a
change in accounting period con-
stitutes a taxable year. In determining
the applicability of section 270 in the
case of a short taxable year, items of
income and deduction are not
annualized.

(b) Specially treated deductions. (1) For
the purposes of section 270 and para-
graph (a) of this section, the specially
treated deductions are:

(i) Taxes,
(ii) Interest,
(iii) Casualty and abandonment

losses connected with a trade or busi-
ness deductible under section 165(c)(1)
or the corresponding provisions of prior
revenue laws,

(iv) Losses and expenses of the trade
or business of farming which are di-
rectly attributable to drought,

(v) The net operating loss deduction
allowed by section 172, or the cor-
responding provisions of prior revenue
laws, and

(vi) Expenditures as to which a tax-
payer is given the option, under law or
regulations, either (a) to deduct as ex-
penses when incurred, or (b) to defer or
capitalize.

(2) For the purpose of subparagraph
(1)(iv) of this paragraph, an individual
is engaged in the ‘‘trade or business of
farming’’ if he cultivates, operates, or
manages a farm for gain or profit, ei-
ther as owner or tenant. An individual
who receives a rental (either in cash or
in kind) which is based upon farm pro-
duction is engaged in the trade or busi-
ness of farming. However, an individual
who receives a fixed rental (without
reference to production) is engaged in
the trade or business of farming only if
he participates to a material extent in
the operation or management of the
farm. An individual engaged in forestry
or the growing of timber is not thereby
engaged in the trade or business of
farming. An individual cultivating or
operating a farm for recreation or
pleasure rather than a profit is not en-
gaged in the trade or business of farm-
ing. The term farm is used in its ordi-
narily accepted sense and includes
stock, dairy, poultry, fruit, crop, and
truck farms, and also plantations,
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ranches, ranges, and orchards. An indi-
vidual is engaged in the trade or busi-
ness of farming if he is a member of a
partnership engaged in the trade or
business of farming.

(3) In order for losses and expenses of
the trade or business of farming to
qualify as specially treated deductions
under subparagraph (1)(iv) of this para-
graph such losses and expenses must be
directly attributable to drought condi-
tions and not to other causes such as
faulty management or unfavorable
market conditions. In general, the fol-
lowing are the types of losses and ex-
penses which, if otherwise deductible,
may qualify as specially treated deduc-
tions under subparagraph (1)(iv) of this
paragraph:

(i) Losses for damages to or destruc-
tion of property as a result of drought
conditions, if such property is used in
the trade or business of farming or is
purchased for resale in the trade or
business of farming;

(ii) Expenses directly related to rais-
ing crops or livestock which are de-
stroyed or damaged by drought. In-
cluded in this category are, for exam-
ple, payments for labor, fertilizer, and
feed used in raising such crops or live-
stock. If such crops or livestock to
which the expenditures relate are only
partially destroyed or damaged by
drought then only a proportionate part
of the expenditures is regarded as spe-
cially treated deductions; and

(iii) Expenses which would not have
been incurred in the absence of drought
conditions, such as expenses for pro-
curing pasture or additional supplies of
water or feed.

(4) The expenditures referred to in
subparagraph (1)(vi) of this paragraph
include, but are not limited to, intan-
gible drilling and development costs in
the case of oil and gas wells as provided
in section 263(c) and the regulations
thereunder, and expenditures for the
development of a mine or other natural
deposit (other than an oil or gas well)
as provided in section 616 and the regu-
lations thereunder.

(5) The provisions of section 270(b) do
not operate to make an expenditure a
deductible item if it is not otherwise
deductible under the law applicable to
the particular year in which it was in-
curred. Thus, for example, if it is nec-

essary, pursuant to the provisions of
section 270, to recompute the taxable
or net income of an individual for the
taxable years 1950 through 1954, the in-
dividual in making the recomputation
may not deduct expenditures paid or
incurred in the years 1950 through 1953
which must be capitalized under the
law applicable to those years, even
though the expenditures are deductible
under the Code.

(c) Applicability to taxable years other-
wise subject to the Internal Revenue Code
of 1939. The net income of a taxable
year otherwise subject to the Internal
Revenue Code of 1939 shall be recom-
puted pursuant to section 270 if (i) such
taxable year is included in a period of
five consecutive taxable years which
includes at least one taxable year be-
ginning after December 31, 1953, and
ending after August 16, 1954, and (ii)
the deductions (other than the spe-
cially treated deductions specified in
section 270(b)) for each taxable year in
such five-year period exceed the $50,000
limitation specified in section 270. As
described in paragraph (a)(5) of this
section, a taxable year may be part of
two or more periods of five consecutive
taxable years, one meeting the require-
ments for recomputation pursuant to
section 130 of the Internal Revenue
Code of 1939 and the other meeting the
requirements for recomputation pursu-
ant to section 270 of the Internal Rev-
enue Code of 1954, then the recomputa-
tion for such taxable year shall be
made pursuant to section 270. For ex-
ample, if a calendar year taxpayer sus-
tains a loss from a trade or business for
each of the years 1949 through 1954, the
years 1950, 1951, 1952, and 1953 may be a
part of two such periods of five con-
secutive taxable years. If, however, a
taxable year is part of a period of five
consecutive taxable years which meets
the requirements for recomputation
pursuant to section 130 of the Internal
Revenue Code of 1939, but is not part of
a period which meets the requirements
for recomputation, pursuant to section
270, then a recomputation of net in-
come for such taxable year must be
made pursuant to section 130.

(d) Redetermination of tax. The tax im-
posed by Chapter 1 of the Code, or by
the corresponding provisions of prior
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revenue laws, for each of the five con-
secutive taxable years specified in
paragraph (a) of this section shall be
redetermined upon the basis of the tax-
able income or net income of the indi-
vidual, as the case may be, recomputed
in the manner described in paragraph
(a) of this section. If the assessment of
a deficiency is prevented (except for
the provisions of Part II (section 1311
and following), Subchapter Q, Chapter
1 of the Code, relating to the effect of
limitations and other provisions in in-
come tax cases) by the operation of any
provision of law (e.g., sections 6501 and
6502, or the corresponding provisions of
prior revenue laws, relating to the pe-
riod of limitations upon assessment
and collection) except section 7122, or
the corresponding provisions of prior
revenue laws, relating to compromises,
or by any rule of law (e.g., res judi-
cata), then the excess of the tax for
such year as recomputed over the tax
previously determined for such year
shall be considered a deficiency for the
purposes of section 270. The term tax
previously determined shall have the
same meaning as that assigned to such
term by section 1314(a). See § 1.1314 (a)–
1.

(e) Assessment of tax. Any amount de-
termined as a deficiency in the manner
described in paragraph (d) of this sec-
tion in respect of any taxable year of
the five consecutive taxable years spec-
ified in paragraph (a) of this section
may be assessed and collected as if on
the date of the expiration of the period
of limitation for the assessment of a
deficiency for the fifth taxable year of
such five consecutive taxable years,
one year remained before the expira-
tion of the period of limitation upon
assessment for the taxable year in re-
spect of which the deficiency is deter-
mined. If the taxable year is one in re-
spect of which an assessment could be
made without regard to section 270, the
amount of the actual deficiency as de-
fined in section 6211(a) (whether it is
greater than, equal to, or less than the
deficiency determined under section
270(c)) shall be assessed and collected.
However, if the assessment of a defi-
ciency for such taxable year would be
prevented by any provision of law (e.g.,
the period of limitation upon the as-
sessment of tax) except section 7122, or

the corresponding provision of prior
revenue laws, relating to compromises,
or by the operation of any rule of law
(e.g., res judicata), then the excess of
the tax recomputed as described in
paragraph (d) of this section over the
tax previously determined may be as-
sessed and collected even though in
fact there is no actual deficiency, as
defined in section 6211(a), in respect of
the given taxable year.

(f) Effective date; cross reference. The
provisions of section 270 and this sec-
tion apply to taxable years beginning
before January 1, 1970. Thus, for in-
stance, if the taxpayer had a profit of
$2,000 attributable to a trade or busi-
ness in 1965, section 270 and this section
would not apply to the taxable years
1966 through 1970, even though he had
losses of more than $50,000 in each of
the 5 years ending with 1970. For provi-
sions relating to activities not engaged
in for profit applicable to taxable years
beginning after December 31, 1969, see
section 183 and the regulations there-
under.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7198,
37 FR 13685, July 13, 1972]

§ 1.271–1 Debts owed by political par-
ties.

(a) General rule. In the case of a tax-
payer other than a bank (as defined in
section 581 and the regulations there-
under), no deduction shall be allowed
under section 166 (relating to bad
debts) or section 165(g) (relating to
worthlessness of securities) by reason
of the worthlessness of any debt, re-
gardless of how it arose, owed by a po-
litical party. For example, it is imma-
terial that the debt may have arisen as
a result of services rendered or goods
sold or that the taxpayer included the
amount of the debt in income. In the
case of a bank, no deduction shall be
allowed unless, under the facts and cir-
cumstances, it appears that the bad
debt was incurred to or purchased by,
or the worthless security was acquired
by, the taxpayer in accordance with its
usual commercial practices. Thus, if a
bank makes a loan to a political party
not in accordance with its usual com-
mercial practices but solely because
the president of the bank has been ac-
tive in the party no bad debt deduction
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will be allowed with respect to the
loan.

(b) Definitions—(1) Political party. For
purposes of this section and § 1.276–1,
the term political party means a polit-
ical party (as commonly understood), a
National, State, or local committee
thereof, or any committee, association,
or organization, whether incorporated
or not, which accepts contributions (as
defined in subparagraph (2) of this
paragraph) or makes expenditures (as
defined in subparagraph (3) of this
paragraph) for the purpose of influ-
encing or attempting to influence the
election of presidential or vice-presi-
dential electors, or the selection, nomi-
nation, or election of any individual to
any Federal, State, or local elective
public office, whether or not such indi-
vidual or electors are selected, nomi-
nated, or elected. Accordingly, a polit-
ical party includes a committee or
other group which accepts contribu-
tions or makes expenditures for the
purpose of promoting the nomination
of an individual for an elective public
office in a primary election, or in any
convention, meeting, or caucus of a po-
litical party. It is immaterial whether
the contributions or expenditures are
accepted or made directly or indi-
rectly. Thus, for example, a committee
or other group, is considered to be a po-
litical party, if, although it does not
expend any funds, it turns funds over
to another organization, which does ex-
pend funds for the purpose of attempt-
ing to influence the nomination of an
individual for an elective public office.
An organization which engages in ac-
tivities which are truly nonpartisan in
nature will not be considered a polit-
ical party merely because it conducts
activities with respect to an election
campaign if, under all the facts and cir-
cumstances, it is clear that its efforts
are not directed to the election of the
candidates of any particular party or
parties or to the selection, nomination
or election of any particular candidate.
For example, a committee or group
will not be treated as a political party
if it is organized merely to inform the
electorate as to the identity and expe-
rience of all candidates involved, to
present on a nonpreferential basis the
issues or views of the parties or can-
didates as described by the parties or

candidates, or to provide a forum in
which the candidates are freely invited
on a nonpreferential basis to discuss or
debate the issues.

(2) Contributions. For purposes of this
section and § 1.276–1, the term contribu-
tions includes a gift, subscription, loan,
advance, or deposit, of money or any-
thing of value, and includes a contract,
promise, or agreement to make a con-
tribution, whether or not legally en-
forceable.

(3) Expenditures. For purposes of this
section and § 1.276–1, the term expendi-
tures includes a payment, distribution,
loan, advance, deposit, or gift, of
money or anything of value, and in-
cludes a contract, promise, or agree-
ment to make an expenditure, whether
or not legally enforceable.

[T.D. 6996, 34 FR 832, Jan. 18, 1969]

§ 1.272–1 Expenditures relating to dis-
posal of coal or domestic iron ore.

(a) Introduction. Section 272 provides
special treatment for certain expendi-
tures paid or incurred by a taxpayer in
connection with a contract (hereafter
sometimes referred to as a ‘‘coal roy-
alty contract’’ or ‘‘iron ore royalty
contract’’) for the disposal of coal or
iron ore the gain or loss from which is
treated under section 631(c) as a sec-
tion 1231 gain or loss on the sale of coal
or iron ore. See paragraph (e) of § 1.631–
3 for special rules relating to iron ore.
The expenditures covered by section
272 are those which are attributable to
the making and administering of such
a contract or to the preservation of the
economic interest retained under the
contract. For examples of such expend-
itures, see paragraph (d) of this sec-
tion. For a taxable year in which gross
royalty income is realized under the
contract of disposal, such expenditures
shall not be allowed as a deduction. In-
stead, they are to be added to the ad-
justed depletion basis of the coal or
iron ore disposed of in the taxable year
in computing gain or loss under section
631(c). However, where no gross royalty
income is realized under the contract
of disposal in a particular taxable year,
such expenditure shall be treated with-
out regard to section 272.

(b) In general. (1) Where the disposal
of coal or iron ore is covered by section
631(c), the provisions of section 272 and
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this section shall be applicable for a
taxable year in which there is income
under the contract of disposal. (For
purposes of section 272 and this section,
the term income means gross amounts
received or accrued which are royalties
or bonuses in connection with a con-
tract to which section 631(c) applies.)
All expenditures paid or incurred by
the taxpayer during the taxable year
which are attributable to the making
and administering of the contract dis-
posing of the coal or iron ore and all
expenditures paid or incurred during
the taxable year in order to preserve
the owner’s economic interest retained
under the contract shall be disallowed
as deductions in computing taxable in-
come for the taxable year. The sum of
such expenditures and the adjusted de-
pletion basis of the coal or iron ore dis-
posed of in the taxable year shall be
used in determining the amount of gain
or loss with respect to the disposal. See
§ 1.631–3. For special rule in case of loss,
see paragraph (c) of this section. Sec-
tion 272 and this section do not apply
to capital expenditures, and such ex-
penditures are not taken into account
in computing gain or loss under section
631(c) except to the extent they are
properly part of the depletable basis of
the coal or iron ore.

(2) The expenditures covered under
section 272 and this section are dis-
allowed as a deduction only with re-
spect to a taxable year in which in-
come is realized under the coal royalty
contract (or iron ore royalty contract)
to which such expenditures are attrib-
utable. Where no income is realized
under the contract in a taxable year,
these expenditures shall be deducted as
expenses for the production of income,
or as a business expense, or they may
be treated under section 266 (relating
to taxes and carrying charges) if appli-
cable.

(3) The provisions of section 272 and
this section apply to a taxable year in
which income from the disposal by the
owner of coal or iron ore held by him
for more than 1 year (6 months for tax-
able years beginning before 1977; 9
months for taxable years beginning in
1977) is subject to the provisions of sec-
tion 631(c) even though the actual min-
ing of coal or iron ore under the coal
royalty contract (or iron ore royalty

contract) does not take place during
the taxable year. Where the right
under the contract to mine coal or iron
ore for which advance payment has
been made expires, terminates, or is
abandoned before the coal or iron ore is
mined, and paragraph (c) of § 1.631–3 re-
quires the owner to recompute his tax
with respect to such payment, the re-
computation must be made without ap-
plying the provisions of section 272 and
this section.

(c) Losses. If, in any taxable year, the
expenditures referred to in section 272
and this section plus the adjusted de-
pletion basis (as defined in paragraph
(b)(2) of § 1.631–3) of the coal or iron ore
disposed of during the taxable year ex-
ceed the amount realized under the
contract which is subject to section
631(c) during the taxable year, such ex-
cess shall be considered under section
1231 as a loss from the sale of property
used in the trade or business and, to
the extent not availed of as a reduction
of gain under that section, shall be a
loss deductible under section 165(a) (re-
lating to the deduction of losses gen-
erally).

(d) Examples of expenditures. (1) The
expenditures referred to in section 272
include, but are not limited to, the fol-
lowing items, if such items are attrib-
utable to the making or administering
of the contract or preserving the eco-
nomic interest therein: Ad valorem
taxes imposed by State or local au-
thorities, costs of fire protection, costs
of insurance (other than liability insur-
ance), costs incurred in administering
the contract (including costs of book-
keeping and technical supervision), in-
terest on loans, expenses of flood con-
trol, legal and technical expenses, and
expenses of measuring and checking
quantities of coal or iron ore disposed
of under the contract. Whether the in-
terest on loans is attributable to the
making or administering of the con-
tract or preserving the economic inter-
est therein will depend upon the use to
which the borrowed monies are put.

(2) Any expenditure referred to in
this section which is applicable to
more than one coal royalty contract or
iron ore royalty contract shall be rea-
sonably apportioned to each of such
contracts. Furthermore, if an expendi-
ture applies only in part to the making
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or administering of the contract or the
preservation of the economic interest,
then only such part shall be treated
under section 272. The apportionment
of the expenditure shall be made on a
reasonable basis. For example, where a
taxpayer has other income (such as in-
come from oil or gas royalties, rentals,
right of way fees, interest, or divi-
dends) as well as income under section
631(c), and where the salaries of some
of its employees or other expenses re-
late to both classes of income, such ex-
penses shall be allocated reasonably
between the income subject to section
631(c) and the other income. Where a
taxpayer has more than one coal roy-
alty contract or iron ore royalty con-
tract, expenditures under this section
relating to a contract from which no
income has been received in the tax-
able year may not be allocated to in-
come from another contract from
which income has been received in the
taxable year.

(3) The taxpayer may have expenses
which are not attributable even partly
to making and administering a coal
royalty contract or iron ore royalty
contract or to the preservation of the
economic interest retained under the
contract and, accordingly, are not in-
cluded in the expenditures described in
section 272. These include such items
as ad valorem taxes imposed by State
or local authorities on property not
covered by the contract, salaries,
wages, or other expenses entirely inci-
dent to the ownership and protection of
such property and depreciation of im-
provements thereon, fire insurance on
such property, charitable contribu-
tions, and similar expenses unrelated
to the making or to the administering
of coal royalty contracts or iron ore
royalty contracts or preserving the
taxpayer’s economic interest retained
therein.

(e) Nonapplication of section. For pur-
poses of section 543, the provisions of
section 272 shall have no application.
For example, the taxpayer may, for the
purposes of section 543(a)(3)(C) or the
corresponding provisions of prior in-
come tax laws, include in the sum of
the deductions which are allowable
under section 162 an amount paid to an
attorney as compensation for legal
services rendered in connection with

the making of a coal royalty contract
or iron ore royalty contract (assuming
the expenditure otherwise qualifies
under section 162 as an ordinary and
necessary expense incurred in the tax-
payer’s trade or business), even though
such expenditure is disallowed as a de-
duction under section 272.

[T.D. 6841, 30 FR 9304, July 27, 1965, as amend-
ed by T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§ 1.273–1 Life or terminable interests.
Amounts paid as income to the hold-

er of a life or a terminable interest ac-
quired by gift, bequest, or inheritance
shall not be subject to any deduction
for shrinkage (whether called by depre-
ciation or any other name) in the value
of such interest due to the lapse of
time. In other words, the holder of such
an interest so acquired may not set up
the value of the expected future pay-
ments as corpus or principal and claim
deduction for shrinkage or exhaustion
thereof due to the passage of time. For
the treatment generally of distribu-
tions to beneficiaries of an estate or
trust, see Subparts A, B, C, and D (sec-
tion 641 and following), Subchapter J,
Chapter 1 of the Code, and the regula-
tions thereunder. For basis of property
acquired from a decedent and by gifts
and transfers in trust, see sections 1014
and 1015, and the regulations there-
under.

§ 1.274–1 Disallowance of certain en-
tertainment, gift and travel ex-
penses.

Section 274 disallows in whole, or in
part, certain expenditures for enter-
tainment, gifts and travel which would
otherwise be allowable under Chapter 1
of the Code. The requirements imposed
by section 274 are in addition to the re-
quirements for deductibility imposed
by other provisions of the Code. If a de-
duction is claimed for an expenditure
for entertainment, gifts, or travel, the
taxpayer must first establish that it is
otherwise allowable as a deduction
under Chapter 1 of the Code before the
provisions of section 274 become appli-
cable. An expenditure for entertain-
ment, to the extent it is lavish or ex-
travagant, shall not be allowable as a
deduction. The taxpayer should then
substantiate such an expenditure in ac-
cordance with the rules under section
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274(d). See § 1.274–5. Section 274 is a dis-
allowance provision exclusively, and
does not make deductible any expense
which is disallowed under any other
provision of the Code. Similarly, sec-
tion 274 does not affect the
includability of an item in, or the ex-
cludability of an item from, the gross
income of any taxpayer. For specific
provisions with respect to the deduct-
ibility of expenditures: for an activity
of a type generally considered to con-
stitute entertainment, amusement, or
recreation, and for a facility used in
connection with such an activity, as
well as certain travel expenses of a
spouse, etc., see § 1.274–2; for expenses
for gifts, see § 1.274–3; for expenses for
foreign travel, see § 1.274–4; for expendi-
tures deductible without regard to
business activity, see § 1.274–6; and for
treatment of personal portion of enter-
tainment facility, see § 1.274–7.

[T.D. 6659, 28 FR 6499, June 25, 1963, as
amended by T.D. 8666, 61 FR 27006, May 30,
1996]

§ 1.274–2 Disallowance of deductions
for certain expenses for entertain-
ment, amusement, recreation, or
travel.

(a) General rules—(1) Entertainment ac-
tivity. Except as provided in this sec-
tion, no deduction otherwise allowable
under Chapter 1 of the Code shall be al-
lowed for any expenditure with respect
to entertainment unless the taxpayer
establishes:

(i) That the expenditure was directly
related to the active conduct of the
taxpayer’s trade or business, or

(ii) In the case of an expenditure di-
rectly preceding or following a sub-
stantial and bona fide business discus-
sion (including business meetings at a
convention or otherwise), that the ex-
penditure was associated with the ac-
tive conduct of the taxpayer’s trade or
business.
Such deduction shall not exceed the
portion of the expenditure directly re-
lated to (or in the case of an expendi-
ture described in subdivision (ii) of this
subparagraph, the portion of the ex-
penditure associated with) the active
conduct of the taxpayer’s trade or busi-
ness.

(2) Entertainment facilities—(i) Expend-
itures paid or incurred after December 31,

1978, and not with respect to a club. Ex-
cept as provided in this section with re-
spect to a club, no deduction otherwise
allowable under chapter 1 of the Code
shall be allowed for any expenditure
paid or incurred after December 31,
1978, with respect to a facility used in
connection with entertainment.

(ii) Expenditures paid or incurred be-
fore January 1, 1979, with respect to en-
tertainment facilities, or paid or incurred
before January 1, 1994, with respect to
clubs—(a) Requirements for deduction.
Except as provided in this section, no
deduction otherwise allowable under
chapter 1 of the Internal Revenue Code
shall be allowed for any expenditure
paid or incurred before January 1, 1979,
with respect to a facility used in con-
nection with entertainment, or for any
expenditure paid or incurred before
January 1, 1994, with respect to a club
used in connection with entertainment,
unless the taxpayer establishes—

(1) That the facility or club was used
primarily for the furtherance of the
taxpayer’s trade or business; and

(2) That the expenditure was directly
related to the active conduct of that
trade or business.

(b) Amount of deduction. The deduc-
tion allowable under paragraph
(a)(2)(ii)(a) of this section shall not ex-
ceed the portion of the expenditure di-
rectly related to the active conduct of
the taxpayer’s trade or business.

(iii) Expenditures paid or incurred after
December 31, 1993, with respect to a club—
(a) In general. No deduction otherwise
allowable under chapter 1 of the Inter-
nal Revenue Code shall be allowed for
amounts paid or incurred after Decem-
ber 31, 1993, for membership in any club
organized for business, pleasure, recre-
ation, or other social purpose. The pur-
poses and activities of a club, and not
its name, determine whether it is orga-
nized for business, pleasure, recreation,
or other social purpose. Clubs orga-
nized for business, pleasure, recreation,
or other social purpose include any
membership organization if a principal
purpose of the organization is to con-
duct entertainment activities for mem-
bers of the organization or their guests
or to provide members or their guests
with access to entertainment facilities
within the meaning of paragraph (e)(2)
of this section. Clubs organized for
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business, pleasure, recreation, or other
social purpose include, but are not lim-
ited to, country clubs, golf and athletic
clubs, airline clubs, hotel clubs, and
clubs operated to provide meals under
circumstances generally considered to
be conducive to business discussion.

(b) Exceptions. Unless a principal pur-
pose of the organization is to conduct
entertainment activities for members
or their guests or to provide members
or their guests with access to enter-
tainment facilities, business leagues,
trade associations, chambers of com-
merce, boards of trade, real estate
boards, professional organizations
(such as bar associations and medical
associations), and civic or public serv-
ice organizations will not be treated as
clubs organized for business, pleasure,
recreation, or other social purpose.

(3) Cross references. For definition of
the term entertainment, see paragraph
(b)(1) of this section. For the disallow-
ance of deductions for the cost of ad-
mission to a dinner or program any
part of the proceeds of which inures to
the use of a political party or political
candidate, and cost of admission to an
inaugural event or similar event iden-
tified with any political party or polit-
ical candidate, see § 1.276–1. For rules
and definitions with respect to:

(i) ‘‘Directly related entertainment’’,
see paragraph (c) of this section,

(ii) ‘‘Associated entertainment’’, see
paragraph (d) of this section,

(iii) ‘‘Expenditures paid or incurred
before January 1, 1979, with respect to
entertainment facilities or before Jan-
uary 1, 1994, with respect to clubs’’, see
paragraph (e) of this section, and

(iv) ‘‘Specific exceptions’’ to the dis-
allowance rules of this section, see
paragraph (f) of this section.

(b) Definitions—(1) Entertainment de-
fined—(i) In general. For purposes of
this section, the term entertainment
means any activity which is of a type
generally considered to constitute en-
tertainment, amusement, or recre-
ation, such as entertaining at night
clubs, cocktail lounges, theaters, coun-
try clubs, golf and athletic clubs,
sporting events, and on hunting, fish-
ing, vacation and similar trips, includ-
ing such activity relating solely to the
taxpayer or the taxpayer’s family. The
term entertainment may include an ac-

tivity, the cost of which is claimed as
a business expense by the taxpayer,
which satisfies the personal, living, or
family needs of any individual, such as
providing food and beverages, a hotel
suite, or an automobile to a business
customer or his family. The term enter-
tainment does not include activities
which, although satisfying personal,
living, or family needs of an individual,
are clearly not regarded as consti-
tuting entertainment, such as (a) sup-
per money provided by an employer to
his employee working overtime, (b) a
hotel room maintained by an employer
for lodging of his employees while in
business travel status, or (c) an auto-
mobile used in the active conduct of
trade or business even though used for
routine personal purposes such as com-
muting to and from work. On the other
hand, the providing of a hotel room or
an automobile by an employer to his
employee who is on vacation would
constitute entertainment of the em-
ployee.

(ii) Objective test. An objective test
shall be used to determine whether an
activity is of a type generally consid-
ered to constitute entertainment.
Thus, if an activity is generally consid-
ered to be entertainment, it will con-
stitute entertainment for purposes of
this section and section 274(a) regard-
less of whether the expenditure can
also be described otherwise, and even
though the expenditure relates to the
taxpayer alone. This objective test pre-
cludes arguments such as that enter-
tainment means only entertainment of
others or that an expenditure for enter-
tainment should be characterized as an
expenditure for advertising or public
relations. However, in applying this
test the taxpayer’s trade or business
shall be considered. Thus, although at-
tending a theatrical performance
would generally be considered enter-
tainment, it would not be so considered
in the case of a professional theater
critic, attending in his professional ca-
pacity. Similarly, if a manufacturer of
dresses conducts a fashion show to in-
troduce his products to a group of store
buyers, the show would not be gen-
erally considered to constitute enter-
tainment. However, if an appliance dis-
tributor conducts a fashion show for
the wives of his retailers, the fashion
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show would be generally considered to
constitute entertainment.

(iii) Special definitional rules—(a) In
general. Except as otherwise provided
in (b) or (c) of this subdivision, any ex-
penditure which might generally be
considered either for a gift or enter-
tainment, or considered either for trav-
el or entertainment, shall be consid-
ered an expenditure for entertainment
rather than for a gift or travel.

(b) Expenditures deemed gifts. An ex-
penditure described in (a) of this sub-
division shall be deemed for a gift to
which this section does not apply if it
is:

(1) An expenditure for packaged food
or beverages transferred directly or in-
directly to another person intended for
consumption at a later time.

(2) An expenditure for tickets of ad-
mission to a place of entertainment
transferred to another person if the
taxpayer does not accompany the re-
cipient to the entertainment unless the
taxpayer treats the expenditure as en-
tertainment. The taxpayer may change
his treatment of such an expenditure
as either a gift or entertainment at
any time within the period prescribed
for assessment of tax as provided in
section 6501 of the Code and the regula-
tions thereunder.

(3) Such other specific classes of ex-
penditure generally considered to be
for a gift as the Commissioner, in his
discretion, may prescribe.

(c) Expenditures deemed travel. An ex-
penditure described in (a) of this sub-
division shall be deemed for travel to
which this section does not apply if it
is:

(1) With respect to a transportation
type facility (such as an automobile or
an airplane), even though used on other
occasions in connection with an activ-
ity of a type generally considered to
constitute entertainment, to the ex-
tent the facility is used in pursuit of a
trade or business for purposes of trans-
portation not in connection with enter-
tainment. See also paragraph
(e)(3)(iii)(b) of this section for provi-
sions covering nonentertainment ex-
penditures with respect to such facili-
ties.

(2) Such other specific classes of ex-
penditure generally considered to be

for travel as the Commissioner, in his
discretion, may prescribe.

(2) Other definitions—(i) Expenditure.
The term expenditure as used in this
section shall include expenses paid or
incurred for goods, services, facilities,
and items (including items such as
losses and depreciation).

(ii) Expenses for production of income.
For purposes of this section, any ref-
erence to trade or business shall include
any activity described in section 212.

(iii) Business associate. The term busi-
ness associate as used in this section
means a person with whom the tax-
payer could reasonably expect to en-
gage or deal in the active conduct of
the taxpayer’s trade or business such
as the taxpayer’s customer, client, sup-
plier, employee, agent, partner, or pro-
fessional adviser, whether established
or prospective.

(c) Directly related entertainment—(1)
In general. Except as otherwise pro-
vided in paragraph (d) of this section
(relating to associated entertainment)
or under paragraph (f) of this section
(relating to business meals and other
specific exceptions), no deduction shall
be allowed for any expenditure for en-
tertainment unless the taxpayer estab-
lishes that the expenditure was di-
rectly related to the active conduct of
his trade or business within the mean-
ing of this paragraph.

(2) Directly related entertainment de-
fined. Any expenditure for entertain-
ment, if it is otherwise allowable as a
deduction under chapter 1 of the Code,
shall be considered directly related to
the active conduct of the taxpayer’s
trade or business if it meets the re-
quirements of any one of subpara-
graphs (3), (4), (5), or (6) of this para-
graph.

(3) Directly related in general. Except
as provided in subparagraph (7) of this
paragraph, an expenditure for enter-
tainment shall be considered directly
related to the active conduct of the
taxpayer’s trade or business if it is es-
tablished that it meets all of the re-
quirements of subdivisions (i), (ii), (iii)
and (iv) of this subparagraph.

(i) At the time the taxpayer made the
entertainment expenditure (or com-
mitted himself to make the expendi-
ture), the taxpayer had more than a
general expectation of deriving some
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income or other specific trade or busi-
ness benefit (other than the goodwill of
the person or persons entertained) at
some indefinite future time from the
making of the expenditure. A taxpayer,
however, shall not be required to show
that income or other business benefit
actually resulted from each and every
expenditure for which a deduction is
claimed.

(ii) During the entertainment period
to which the expenditure related, the
taxpayer actively engaged in a business
meeting, negotiation, discussion, or
other bona fide business transaction,
other than entertainment, for the pur-
pose of obtaining such income or other
specific trade or business benefit (or, at
the time the taxpayer made the ex-
penditure or committed himself to the
expenditure, it was reasonable for the
taxpayer to expect that he would have
done so, although such was not the
case solely for reasons beyond the tax-
payer’s control).

(iii) In light of all the facts and cir-
cumstances of the case, the principal
character or aspect of the combined
business and entertainment to which
the expenditure related was the active
conduct of the taxpayer’s trade or busi-
ness (or at the time the taxpayer made
the expenditure or committed himself
to the expenditure, it was reasonable
for the taxpayer to expect that the ac-
tive conduct of trade or business would
have been the principal character or
aspect of the entertainment, although
such was not the case solely for rea-
sons beyond the taxpayer’s control). It
is not necessary that more time be de-
voted to business than to entertain-
ment to meet this requirement. The ac-
tive conduct of trade or business is
considered not to be the principal char-
acter or aspect of combined business
and entertainment activity on hunting
or fishing trips or on yachts and other
pleasure boats unless the taxpayer
clearly establishes to the contrary.

(iv) The expenditure was allocable to
the taxpayer and a person or persons
with whom the taxpayer engaged in the
active conduct of trade or business dur-
ing the entertainment or with whom
the taxpayer establishes he would have
engaged in such active conduct of trade
or business if it were not for cir-
cumstances beyond the taxpayer’s con-

trol. For expenditures closely con-
nected with directly related entertain-
ment, see paragraph (d)(4) of this sec-
tion.

(4) Expenditures in clear business set-
ting. An expenditure for entertainment
shall be considered directly related to
the active conduct of the taxpayer’s
trade or business if it is established
that the expenditure was for entertain-
ment occurring in a clear business set-
ting directly in furtherance of the tax-
payer’s trade or business. Generally,
entertainment shall not be considered
to have occurred in a clear business
setting unless the taxpayer clearly es-
tablishes that any recipient of the en-
tertainment would have reasonably
known that the taxpayer had no sig-
nificant motive, in incurring the ex-
penditure, other than directly fur-
thering his trade or business. Objective
rather than subjective standards will
be determinative. Thus, entertainment
which occurred under any cir-
cumstances described in subparagraph
(7)(ii) of this paragraph ordinarily will
not be considered as occurring in a
clear business setting. Such entertain-
ment will generally be considered to be
socially rather than commercially mo-
tivated. Expenditures made for the fur-
therance of a taxpayer’s trade or busi-
ness in providing a ‘‘hospitality room’’
at a convention (described in paragraph
(d)(3)(i)(b) of this section) at which
goodwill is created through display or
discussion of the taxpayer’s products,
will, however, be treated as directly re-
lated. In addition, entertainment of a
clear business nature which occurred
under circumstances where there was
no meaningful personal or social rela-
tionship between the taxpayer and the
recipients of the entertainment may be
considered to have occurred in a clear
business setting. For example, enter-
tainment of business representatives
and civic leaders at the opening of a
new hotel or theatrical production,
where the clear purpose of the taxpayer
is to obtain business publicity rather
than to create or maintain the good-
will of the recipients of the entertain-
ment, would generally be considered to
be in a clear business setting. Also, en-
tertainment which has the principal ef-
fect of a price rebate in connection
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with the sale of the taxpayer’s prod-
ucts generally will be considered to
have occurred in a clear business set-
ting. Such would be the case, for exam-
ple, if a taxpayer owning a hotel were
to provide occasional free dinners at
the hotel for a customer who patron-
ized the hotel.

(5) Expenditures for services performed.
An expenditure shall be considered di-
rectly related to the active conduct of
the taxpayer’s trade or business if it is
established that the expenditure was
made directly or indirectly by the tax-
payer for the benefit of an individual
(other than an employee), and if such
expenditure was in the nature of com-
pensation for services rendered or was
paid as a prize or award which is re-
quired to be included in gross income
under section 74 and the regulations
thereunder. For example, if a manufac-
turer of products provides a vacation
trip for retailers of his products who
exceed sales quotas as a prize or award
which is includible in gross income, the
expenditure will be considered directly
related to the active conduct of the
taxpayer’s trade or business.

(6) Club dues, etc., allocable to business
meals. An expenditure shall be consid-
ered directly related to the active con-
duct of the taxpayer’s trade or business
if it is established that the expenditure
was with respect to a facility (as de-
scribed in paragraph (e) of this section)
used by the taxpayer for the furnishing
of food or beverages under cir-
cumstances described in paragraph
(f)(2)(i) of this section (relating to busi-
ness meals and similar expenditures),
to the extent allocable to the fur-
nishing of such food or beverages. This
paragraph (c)(6) applies to club dues
paid or incurred before January 1, 1987.

(7) Expenditures generally considered
not directly related. Expenditures for en-
tertainment, even if connected with
the taxpayer’s trade or business, will
generally be considered not directly re-
lated to the active conduct of the tax-
payer’s trade or business, if the enter-
tainment occurred under cir-
cumstances where there was little or
no possibility of engaging in the active
conduct of trade or business. The fol-
lowing circumstances will generally be
considered circumstances where there
was little or no possibility of engaging

in the active conduct of a trade or busi-
ness:

(i) The taxpayer was not present;
(ii) The distractions were substan-

tial, such as:
(a) A meeting or discussion at night

clubs, theaters, and sporting events, or
during essentially social gatherings
such as cocktail parties, or

(b) A meeting or discussion, if the
taxpayer meets with a group which in-
cludes persons other than business as-
sociates, at places such as cocktail
lounges, country clubs, golf and ath-
letic clubs, or at vacation resorts.

An expenditure for entertainment in
any such case is considered not to be
directly related to the active conduct
of the taxpayer’s trade or business un-
less the taxpayer clearly establishes to
the contrary.

(d) Associated entertainment—(1) In
general. Except as provided in para-
graph (f) of this section (relating to
business meals and other specific ex-
ceptions) and subparagraph (4) of this
paragraph (relating to expenditures
closely connected with directly related
entertainment), any expenditure for
entertainment which is not directly re-
lated to the active conduct of the tax-
payer’s trade or business will not be al-
lowable as a deduction unless:

(i) It was associated with the active
conduct of trade or business as defined
in subparagraph (2) of this paragraph,
and

(ii) The entertainment directly pre-
ceded or followed a substantial and
bona fide business discussion as defined
in subparagraph (3) of this paragraph.

(2) Associated entertainment defined.
Generally, any expenditure for enter-
tainment, if it is otherwise allowable
under Chapter 1 of the Code, shall be
considered associated with the active
conduct of the taxpayer’s trade or busi-
ness if the taxpayer establishes that he
had a clear business purpose in making
the expenditure, such as to obtain new
business or to encourage the continu-
ation of an existing business relation-
ship. However, any portion of an ex-
penditure allocable to a person who
was not closely connected with a per-
son who engaged in the substantial and
bona fide business discussion (as de-
fined in subparagraph (3)(i) of this
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paragraph) shall not be considered as-
sociated with the active conduct of the
taxpayer’s trade or business. The por-
tion of an expenditure allocable to the
spouse of a person who engaged in the
discussion will, if it is otherwise allow-
able under chapter 1 of the Code, be
considered associated with the active
conduct of the taxpayer’s trade or busi-
ness.

(3) Directly preceding or following a
substantial and bona fide business discus-
sion defined—(i) Substantial and bona
fide business discussion—(a) In general.
Whether any meeting, negotiation or
discussion constitutes a ‘‘substantial
and bona fide business discussion’’
within the meaning of this section de-
pends upon the facts and circumstances
of each case. It must be established,
however, that the taxpayer actively en-
gaged in a business meeting, negotia-
tion, discussion, or other bona fide
business transaction, other than enter-
tainment, for the purpose of obtaining
income or other specific trade or busi-
ness benefit. In addition, it must be es-
tablished that such a business meeting,
negotiation, discussion, or transaction
was substantial in relation to the en-
tertainment. This requirement will be
satisfied if the principal character or
aspect of the combined entertainment
and business activity was the active
conduct of business. However, it is not
necessary that more time be devoted to
business than to entertainment to
meet this requirement.

(b) Meetings at conventions, etc. Any
meeting officially scheduled in connec-
tion with a program at a convention or
similar general assembly, or at a bona
fide trade or business meeting spon-
sored and conducted by business or pro-
fessional organizations, shall be consid-
ered to constitute a substantial and
bona fide business discussion within
the meaning of this section provided:

(1) Expenses necessary to taxpayer’s at-
tendance. The expenses necessary to
the attendance of the taxpayer at the
convention, general assembly, or trade
or business meeting, were ordinary and
necessary within the meaning of sec-
tion 162 or 212;

(2) Convention program. The organiza-
tion which sponsored the convention,
or trade or business meeting had sched-
uled a program of business activities

(including committee meetings or pres-
entation of lectures, panel discussions,
display of products, or other similar
activities), and that such program was
the principal activity of the conven-
tion, general assembly, or trade or
business meeting.

(ii) Directly preceding or following. En-
tertainment which occurs on the same
day as a substantial and bona fide busi-
ness discussion (as defined in subdivi-
sion (i) of this subparagraph) will be
considered to directly precede or follow
such discussion. If the entertainment
and the business discussion do not
occur on the same day, the facts and
circumstances of each case are to be
considered, including the place, date
and duration of the business discus-
sion, whether the taxpayer or his busi-
ness associates are from out of town,
and, if so, the date of arrival and depar-
ture, and the reasons the entertain-
ment did not take place on the day of
the business discussion. For example, if
a group of business associates comes
from out of town to the taxpayer’s
place of business to hold a substantial
business discussion, the entertainment
of such business guests and their wives
on the evening prior to, or on the
evening of the day following, the busi-
ness discussion would generally be re-
garded as directly preceding or fol-
lowing such discussion.

(4) Expenses closely connected with di-
rectly related entertainment. If any por-
tion of an expenditure meets the re-
quirements of paragraph (c)(3) of this
section (relating to directly related en-
tertainment in general), the remaining
portion of the expenditure, if it is oth-
erwise allowable under Chapter 1 of the
Code, shall be considered associated
with the active conduct of the tax-
payer’s trade or business to the extent
allocable to a person or persons closely
connected with a person referred to in
paragraph (c)(3)(iv) of this section. The
spouse of a person referred to in para-
graph(c)(3)(iv) of this section will be
considered closely connected to such a
person for purposes of this subpara-
graph. Thus, if a taxpayer and his wife
entertain a business customer and the
customer’s wife under circumstances
where the entertainment of the cus-
tomer is considered directly related to
the active conduct of the taxpayer’s
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trade or business (within the meaning
of paragraph (c)(3) of this section) the
portion of the expenditure allocable to
both wives will be considered associ-
ated with the active conduct of the
taxpayer’s trade or business under this
subparagraph.

(e) Expenditures paid or incurred before
January 1, 1979, with respect to entertain-
ment facilities or before January 1, 1994,
with respect to clubs—(1) In general. Any
expenditure paid or incurred before
January 1, 1979, with respect to a facil-
ity, or paid or incurred before January
1, 1994, with respect to a club, used in
connection with entertainment shall
not be allowed as a deduction except to
the extent it meets the requirements of
paragraph (a)(2)(ii) of this section.

(2) Facilities used in connection with
entertainment—(i) In general. Any item
of personal or real property owned,
rented, or used by a taxpayer shall (un-
less otherwise provided under the rules
of subdivision (ii) of this subparagraph)
be considered to constitute a facility
used in connection with entertainment
if it is used during the taxable year for,
or in connection with, entertainment
(as defined in paragraph (b)(1) of this
section). Examples of facilities which
might be used for, or in connection
with, entertainment include yachts,
hunting lodges, fishing camps, swim-
ming pools, tennis courts, bowling
alleys, automobiles, airplanes, apart-
ments, hotel suites, and homes in vaca-
tion resorts.

(ii) Facilities used incidentally for en-
tertainment. A facility used only inci-
dentally during a taxable year in con-
nection with entertainment, if such use
is insubstantial, will not be considered
a ‘‘facility used in connection with en-
tertainment’’ for purposes of this sec-
tion or for purposes of the record-
keeping requirements of section 274(d).
See § 1.274–5(c)(6)(iii).

(3) Expenditures with respect to a facil-
ity used in connection with entertain-
ment—(i) In general. The phrase expendi-
tures with respect to a facility used in
connection with entertainment includes
depreciation and operating costs, such
as rent and utility charges (for exam-
ple, water or electricity), expenses for
the maintenance, preservation or pro-
tection of a facility (for example, re-
pairs, painting, insurance charges), and

salaries or expenses for subsistence
paid to caretakers or watchmen. In ad-
dition, the phrase includes losses real-
ized on the sale or other disposition of
a facility.

(ii) Club dues—(a) Club dues paid or in-
curred before January 1, 1994. Dues or
fees paid before January 1, 1994, to any
social, athletic, or sporting club or or-
ganization are considered expenditures
with respect to a facility used in con-
nection with entertainment. The pur-
poses and activities of a club or organi-
zation, and not its name, determine its
character. Generally, the phrase social,
athletic, or sporting club or organization
has the same meaning for purposes of
this section as that phrase had in sec-
tion 4241 and the regulations there-
under, relating to the excise tax on
club dues, prior to the repeal of section
4241 by section 301 of Public Law 89–44.
However, for purposes of this section
only, clubs operated solely to provide
lunches under circumstances of a type
generally considered to be conducive to
business discussion, within the mean-
ing of paragraph (f)(2)(i) of this section,
will not be considered social clubs.

(b) Club dues paid or incurred after De-
cember 31, 1993. See paragraph (a)(2)(iii)
of this section with reference to the
disallowance of deductions for club
dues paid or incurred after December
31, 1993.

(iii) Expenditures not with respect to a
facility. The following expenditures
shall not be considered to constitute
expenditures with respect to a facility
used in connection with entertainment:

(a) Out of pocket expenditures. Ex-
penses (exclusive of operating costs and
other expenses referred to in subdivi-
sion (i) of this subparagraph) incurred
at the time of an entertainment activ-
ity, even though in connection with
the use of facility for entertainment
purposes, such as expenses for food and
beverages, or expenses for catering, or
expenses for gasoline and fishing bait
consumed on a fishing trip;

(b) Non-entertainment expenditures.
Expenses or items attributable to the
use of a facility for other than enter-
tainment purposes such as expenses for
an automobile when not used for enter-
tainment; and

(c) Expenditures otherwise deductible.
Expenses allowable as a deduction
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without regard to their connection
with a taxpayer’s trade or business
such as taxes, interest, and casualty
losses. The provisions of this subdivi-
sion shall be applied in the case of a
taxpayer which is not an individual as
if it were an individual. See also § 1.274–
6.

(iv) Cross reference. For other rules
with respect to treatment of certain
expenditures for entertainment-type
facilities, see § 1.274–7.

(4) Determination of primary use—(i) In
general. A facility used in connection
with entertainment shall be considered
as used primarily for the furtherance of
the taxpayer’s trade or business only if
it is established that the primary use
of the facility during the taxable year
was for purposes considered ordinary
and necessary within the meaning of
sections 162 and 212 and the regulations
thereunder. All of the facts and cir-
cumstances of each case shall be con-
sidered in determining the primary use
of a facility. Generally, it is the actual
use of the facility which establishes
the deductibility of expenditures with
respect to the facility; not its avail-
ability for use and not the taxpayer’s
principal purpose in acquiring the fa-
cility. Objective rather than subjective
standards will be determinative. If
membership entitles the member’s en-
tire family to use of a facility, such as
a country club, their use will be consid-
ered in determining whether business
use of the facility exceeds personal use.
The factors to be considered include
the nature of each use, the frequency
and duration of use for business pur-
poses as compared with other purposes,
and the amount of expenditures in-
curred during use for business com-
pared with amount of expenditures in-
curred during use for other purposes.
No single standard of comparison, or
quantitative measurement, as to the
significance of any such factor, how-
ever, is necessarily appropriate for all
classes or types of facilities. For exam-
ple, an appropriate standard for deter-
mining the primary use of a country
club during a taxable year will not nec-
essarily be appropriate for determining
the primary use of an airplane. How-
ever, a taxpayer shall be deemed to
have established that a facility was
used primarily for the furtherance of

his trade or business if he establishes
such primary use in accordance with
subdivision (ii) or (iii) of this subpara-
graph. Subdivisions (ii) and (iii) of this
subparagraph shall not preclude a tax-
payer from otherwise establishing the
primary use of a facility under the gen-
eral provisions of this subdivision.

(ii) Certain transportation facilities. A
taxpayer shall be deemed to have es-
tablished that a facility of a type de-
scribed in this subdivision was used
primarily for the furtherance of his
trade or business if:

(a) Automobiles. In the case of an
automobile, the taxpayer establishes
that more than 50 percent of mileage
driven during the taxable year was in
connection with travel considered to be
ordinary and necessary within the
meaning of section 162 or 212 and the
regulations thereunder.

(b) Airplanes. In the case of an air-
plane, the taxpayer establishes that
more than 50 percent of hours flown
during the taxable year was in connec-
tion with travel considered to be ordi-
nary and necessary within the meaning
of section 162 or 212 and the regulations
thereunder.

(iii) Entertainment facilities in general.
A taxpayer shall be deemed to have es-
tablished that:

(a) A facility used in connection with
entertainment, such as a yacht or
other pleasure boat, hunting lodge,
fishing camp, summer home or vaca-
tion cottage, hotel suite, country club,
golf club or similar social, athletic, or
sporting club or organization, bowling
alley, tennis court, or swimming pool,
or,

(b) A facility for employees not fall-
ing within the scope of section 274(e) (2)
or (5) was used primarily for the fur-
therance of his trade or business if he
establishes that more than 50 percent
of the total calendar days of use of the
facility by, or under authority of, the
taxpayer during the taxable year were
days of business use. Any use of a facil-
ity (of a type described in this subdivi-
sion) during one calendar day shall be
considered to constitute a ‘‘day of busi-
ness use’’ if the primary use of the fa-
cility on such day was ordinary and
necessary within the meaning of sec-
tion 162 or 212 and the regulations
thereunder. For the purposes of this
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subdivision, a facility shall be deemed
to have been primarily used for such
pruposes on any one calendar day if the
facility was used for the conduct of a
substantial and bona fide business dis-
cussion (as defined in paragraph
(d)(3)(i) of this section) notwith-
standing that the facility may also
have been used on the same day for
personal or family use by the taxpayer
or any member of the taxpayer’s fam-
ily not involving entertainment of oth-
ers by, or under the authority of, the
taxpayer.

(f) Specific exceptions to application of
this section—(1) In general. The provi-
sions of paragraphs (a) through (e) of
this section (imposing limitations on
deductions for entertainment expenses)
are not applicable in the case of ex-
penditures set forth in subparagraph (2)
of this paragraph. Such expenditures
are deductible to the extent allowable
under chapter 1 of the Code. This para-
graph shall not be construed to affect
the allowability or nonallowability of a
deduction under section 162 or 212 and
the regulations thereunder. The fact
that an expenditure is not covered by a
specific exception provided for in this
paragraph shall not be determinative
of the allowability or nonallowability
of the expenditure under paragraphs (a)
through (e) of this section. Expendi-
tures described in subparagraph (2) of
this paragraph are subject to the sub-
stantiation requirements of section
274(d) to the extent provided in § 1.274–
5.

(2) Exceptions. The expenditures re-
ferred to in subparagraph (1) of this
paragraph are set forth in subdivisions
(i) through (ix) of this subparagraph.

(i) Business meals and similar expendi-
tures paid or incurred before January 1,
1987—(a) In general. Any expenditure
for food or beverages furnished to an
individual under circumstances of a
type generally considered conducive to
business discussion (taking into ac-
count the surroundings in which fur-
nished, the taxpayer’s trade, business,
or income-producing activity, and the
relationship to such trade, business or
activity of the persons to whom the
food or beverages are furnished) is not
subject to the limitations on allow-
ability of deductions provided for in
paragraphs (a) through (e) of this sec-

tion. There is no requirement that
business actually be discussed for this
exception to apply.

(b) Surroundings. The surroundings in
which the food or beverages are fur-
nished must be such as would provide
an atmosphere where there are no sub-
stantial distractions to discussion.
This exception applies primarily to ex-
penditures for meals and beverages
served during the course of a breakfast,
lunch or dinner meeting of the tax-
payer and his business associates at a
restaurant, hotel dining room, eating
club or similar place not involving dis-
tracting influences such as a floor
show. This exception also applies to ex-
penditures for beverages served apart
from meals if the expenditure is in-
curred in surroundings similarly con-
ducive to business discussion, such as
an expenditure for beverages served
during the meeting of the taxpayer and
his business associates at a cocktail
lounge or hotel bar not involving dis-
tracting influences such as a floor
show. This exception may also apply to
expenditures for meals or beverages
served in the taxpayer’s residence on a
clear showing that the expenditure was
commercially rather than socially mo-
tivated. However, this exception, gen-
erally, is not applicable to any expend-
iture for meals or beverages furnished
in circumstances where there are
major distractions not conducive to
business discussion, such as at night
clubs, sporting events, large cocktail
parties, sizeable social gatherings, or
other major distracting influences.

(c) Taxpayer’s trade or business and re-
lationship of persons entertained. The
taxpayer’s trade, business, or income-
producing activity and the relationship
of the persons to whom the food or bev-
erages are served to such trade, busi-
ness or activity must be such as will
reasonably indicate that the food or
beverages were furnished for the pri-
mary purpose of furthering the tax-
payer’s trade or business and did not
primarily serve a social or personal
purpose. Such a business purpose would
be indicated, for example, if a salesman
employed by a manufacturing supply
company meets for lunch during a nor-
mal business day with a purchasing
agent for a manufacturer which is a
prospective customer. Such a purpose
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would also be indicated if a life insur-
ance agent meets for lunch during a
normal business day with a client.

(d) Business programs. Expenditures
for business luncheons or dinners
which are part of a business program,
or banquets officially sponsored by
business or professional associations,
will be regarded as expenditures to
which the exception of this subdivision
(i) applies. In the case of such a busi-
ness luncheon or dinner it is not al-
ways necessary that the taxpayer at-
tend the luncheon or dinner himself.
For example, if a dental equipment
supplier purchased a table at a dental
association banquet for dentists who
are actual or prospective customers for
his equipment, the cost of the table
would not be disallowed under this sec-
tion. See also paragraph (c)(4) of this
section relating to expenditures made
in a clear business setting.

(ii) Food and beverages for employees.
Any expenditure by a taxpayer for food
and beverages (or for use of a facility
in connection therewith) furnished on
the taxpayer’s business premises pri-
marily for his employees is not subject
to the limitations on allowability of
deductions provided for in paragraphs
(a) through (e) of this section. This ex-
ception applies not only to expendi-
tures for food or beverages furnished in
a typical company cafeteria or an exec-
utive dining room, but also to expendi-
tures with respect to the operation of
such facilities. This exception applies
even though guests are occasionally
served in the cafeteria or dining room.

(iii) Certain entertainment and travel
expenses treated as compensation—(A) In
general. Any expenditure by a taxpayer
for entertainment (or for use of a facil-
ity in connection therewith) or for
travel described in section 274(m)(3), if
an employee is the recipient of the en-
tertainment or travel, is not subject to
the limitations on allowability of de-
ductions provided for in paragraphs (a)
through (e) of this section to the ex-
tent that the expenditure is treated by
the taxpayer—

(1) On the taxpayer’s income tax re-
turn as originally filed, as compensa-
tion paid to the employee; and

(2) As wages to the employee for pur-
poses of withholding under chapter 24

(relating to collection of income tax at
source on wages).

(B) Expenses includible in income of
persons who are not employees. Any ex-
penditure by a taxpayer for entertain-
ment (or for use of a facility in connec-
tion therewith), or for travel described
in section 274(m)(3), is not subject to
the limitations on allowability of de-
ductions provided for in paragraphs (a)
through (e) of this section to the ex-
tent the expenditure is includible in
gross income as compensation for serv-
ices rendered, or as a prize or award
under section 74, by a recipient of the
expenditure who is not an employee of
the taxpayer. The preceding sentence
shall not apply to any amount paid or
incurred by the taxpayer if such
amount is required to be included (or
would be so required except that the
amount is less that $600) in any infor-
mation return filed by such taxpayer
under part III of subchapter A of chap-
ter 61 and is not so included. See sec-
tion 274(e)(9).

(C) Example. The following example
illustrates the provisions this para-
graph (f):

Example. If an employer rewards the em-
ployee (and the employee’s spouse) with an
expense paid vacation trip, the expense is de-
ductible by the employer (if otherwise allow-
able under section 162 and the regulations
thereunder) to the extent the employer
treats the expenses as compensation and as
wages. On the other hand, if a taxpayer owns
a yacht which the taxpayer uses for the en-
tertainment of business customers, the por-
tion of salary paid to employee members of
the crew which is allocable to use of the
yacht for entertainment purposes (even
though treated on the taxpayer’s tax return
as compensation and treated as wages for
withholding tax purposes) would not come
within this exception since the members of
the crew were not recipients of the enter-
tainment. If an expenditure of a type de-
scribed in this subdivision properly con-
stitutes a dividend paid to a shareholder or if
it constitutes unreasonable compensation
paid to an employee, nothing in this excep-
tion prevents disallowance of the expendi-
ture to the taxpayer under other provisions
of the Internal Revenue Code.

(iv) Reimbursed entertainment ex-
penses—(a) Introductory. In the case of
any expenditure for entertainment paid
or incurred by one person in connec-
tion with the performance by him of
services for another person (whether or
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not such other person is an employer)
under a reimbursement or other ex-
pense allowance arrangement, the limi-
tations on allowability of deductions
provided for in paragraphs (a) through
(e) of this section shall be applied only
once, either (1) to the person who
makes the expenditure or (2) to the
person who actually bears the expense,
but not to both. For purposes of this
subdivision (iv), the term reimbursement
or other expense allowance arrangement
has the same meaning as it has in sec-
tion 62(2)(A), but without regard to
whether the taxpayer is the employee
of a person for whom services are per-
formed. If an expenditure of a type de-
scribed in this subdivision properly
constitutes a dividend paid to a share-
holder, unreasonable compensation
paid to an employee, or a personal, liv-
ing or family expense, nothing in this
exception prevents disallowance of the
expenditure to the taxpayer under
other provisions of the Code.

(b) Reimbursement arrangements be-
tween employee and employer. In the
case of an expenditure for entertain-
ment paid or incurred by an employee
under a reimbursement or other ex-
pense allowance arrangement with his
employer, the limitations on deduc-
tions provided for in paragraphs (a)
through (e) of this section shall not
apply:

(1) Employees. To the employee except
to the extent his employer has treated
the expenditure on the employer’s in-
come tax return as originally filed as
compensation paid to the employee and
as wages to such employee for purposes
of withholding under Chapter 24 (relat-
ing to collection of income tax at
source on wages).

(2) Employers. To the employer to the
extent he has treated the expenditure
as compensation and wages paid to an
employee in the manner provided in
(b)(1) of this subdivision.

(c) Reimbursement arrangements be-
tween independent contractors and clients
or customers. In the case of an expendi-
ture for entertainment paid or incurred
by one person (hereinafter termed
‘‘independent contractor’’) under a re-
imbursement or other expense allow-
ance arrangement with another person
other than an employer (hereinafter

termed ‘‘client or customer’’), the limi-
tations on deductions provided for in
paragraphs (a) through (e) of this sec-
tion shall not apply:

(1) Independent contractors. To the
independent contractor to the extent
he accounts to his client or customer
within the meaning of section 274(d)
and the regulations thereunder. See
§ 1.274–5.

(2) Clients or customers. To the client
or customer if the expenditure is dis-
allowed to the independent contractor
under paragraphs (a) through (e) of this
section.

(v) Recreational expenses for employees
generally. Any expenditure by a tax-
payer for a recreational, social, or
similar activity (or for use of a facility
in connection therewith), primarily for
the benefit of his employees generally,
is not subject to the limitations on al-
lowability of deductions provided for in
paragraphs (a) through (e) of this sec-
tion. This exception applies only to ex-
penditures made primarily for the ben-
efit of employees of the taxpayer other
than employees who are officers, share-
holders on other owners who own a 10-
percent or greater interest in the busi-
ness, or other highly compensated em-
ployees. For purposes of the preceding
sentence, an employee shall be treated
as owning any interest owned by a
member of his family (within the
meaning of section 267(c)(4) and the
regulations thereunder). Ordinarily,
this exception applies to usual em-
ployee benefit programs such as ex-
penses of a taxpayer (a) in holding
Christmas parties, annual picnics, or
summer outings, for his employees gen-
erally, or (b) of maintaining a swim-
ming pool, baseball diamond, bowling
alley, or golf course available to his
employees generally. Any expenditure
for an activity which is made under
circumstances which discriminate in
favor of employees who are officers,
shareholders or other owners, or highly
compensated employees shall not be
considered made primarily for the ben-
efit of employees generally. On the
other hand, an expenditure for an ac-
tivity will not be considered outside of
this exception merely because, due to
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the large number of employees in-
volved, the activity is intended to ben-
efit only a limited number of such em-
ployees at one time, provided the ac-
tivity does not discriminate in favor of
officers, shareholders, other owners, or
highly compensated employees.

(vi) Employee, stockholder, etc., busi-
ness meetings. Any expenditure by a
taxpayer for entertainment which is di-
rectly related to bona fide business
meetings of the taxpayer’s employees,
stockholders, agents, or directors held
principally for discussion of trade or
business is not subject to the limita-
tions on allowability of deductions pro-
vided for in paragraphs (a) through (e)
of this section. For purposes of this ex-
ception, a partnership is to be consid-
ered a taxpayer and a member of a
partnership is to be considered an
agent. For example, an expenditure by
a taxpayer to furnish refreshments to
his employees at a bona fide meeting,
sponsored by the taxpayer for the prin-
cipal purpose of instructing them with
respect to a new procedure for con-
ducting his business, would be within
the provisions of this exception. A
similar expenditure made at a bona
fide meeting of stockholders of the tax-
payer for the election of directors and
discussion of corporate affairs would
also be within the provisions of this ex-
ception. While this exception will
apply to bona fide business meetings
even though some social activities are
provided, it will not apply to meetings
which are primarily for social or non-
business purposes rather than for the
transaction of the taxpayer’s business.
A meeting under circumstances where
there was little or no possibility of en-
gaging in the active conduct of trade or
business (as described in paragraph
(c)(7) of this section) generally will not
be considered a business meeting for
purposes of this subdivision. This ex-
ception will not apply to a meeting or
convention of employees or agents, or
similar meeting for directors, partners
or others for the principal purpose of
rewarding them for their services to
the taxpayer. However, such a meeting
or convention of employees might
come within the scope of subdivisions
(iii) or (v) of this subparagraph.

(vii) Meetings of business leagues, etc.
Any expenditure for entertainment di-

rectly related and necessary to attend-
ance at bona fide business meetings or
conventions of organizations exempt
from taxation under section 501(c)(6) of
the Code, such as business leagues,
chambers of commerce, real estate
boards, boards of trade, and certain
professional associations, is not subject
to the limitations on allowability of
deductions provided in paragraphs (a)
through (e) of this section.

(viii) Items available to the public. Any
expenditure by a taxpayer for enter-
tainment (or for a facility in connec-
tion therewith) to the extent the enter-
tainment is made available to the gen-
eral public is not subject to the limita-
tions on allowability of deductions pro-
vided for in paragraphs (a) through (e)
of this section. Expenditures for enter-
tainment of the general public by
means of television, radio, newspapers
and the like, will come within this ex-
ception, as will expenditures for dis-
tributing samples to the general pub-
lic. Similarly, expenditures for main-
taining private parks, golf courses and
similar facilities, to the extent that
they are available for public use, will
come within this exception. For exam-
ple, if a corporation maintains a swim-
ming pool which it makes available for
a period of time each week to children
participating in a local public rec-
reational program, the portion of the
expense relating to such public use of
the pool will come within this excep-
tion.

(ix) Entertainment sold to customers.
Any expenditure by a taxpayer for en-
tertainment (or for use of a facility in
connection therewith) to the extent
the entertainment is sold to customers
in a bona fide transaction for an ade-
quate and full consideration in money
or money’s worth is not subject to the
limitations on allowability of deduc-
tions provided for in paragraphs (a)
through (e) of this section. Thus, the
cost of producing night club entertain-
ment (such as salaries paid to employ-
ees of night clubs and amounts paid to
performers) for sale to customers or
the cost of operating a pleasure cruise
ship as a business will come within this
exception.

(g) Additional provisions of section
274—travel of spouse, dependent or others.
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Section 274(m)(3) provides that no de-
duction shall be allowed under this
chapter (except section 217) for travel
expenses paid or incurred with respect
to a spouse, dependent, or other indi-
vidual accompanying the taxpayer (or
an officer or employee of the taxpayer)
on business travel, unless certain con-
ditions are met. As provided in section
274(m)(3), the term other individual does
not include a business associate (as de-
fined in paragraph (b)(2)(iii) of this sec-
tion) who otherwise meets the require-
ments of sections 274(m)(3)(B) and (C).

[T.D. 6659, 28 FR 6499, June 25, 1963, as
amended by T.D. 6996, 34 FR 835, Jan. 18, 1969;
T.D. 8051, 50 FR 36576, Sept. 9, 1985; T.D. 8601,
60 FR 36994, July 19, 1995; T.D. 8666, 61 FR
27006, May 30, 1996]

§ 1.274–3 Disallowance of deduction
for gifts.

(a) In general. No deduction shall be
allowed under section 162 or 212 for any
expense for a gift made directly or in-
directly by a taxpayer to any indi-
vidual to the extent that such expense,
when added to prior expenses of the
taxpayer for gifts made to such indi-
vidual during the taxpayer’s taxable
year, exceeds $25.

(b) Gift defined—(1) In general. Except
as provided in subparagraph (2) of this
paragraph the term gift, for purposes of
this section, means any item exclud-
able from the gross income of the re-
cipient under section 102 which is not
excludable from his gross income under
any other provision of chapter 1 of the
Code. Thus, a payment by an employer
to a deceased employee’s widow is not
a gift, for purposes of this section, to
the extent the payment constitutes an
employee’s death benefit excludable by
the recipient under section 101(b).
Similarly, a scholarship which is ex-
cludable from a recipient’s gross in-
come under section 117, and a prize or
award which is excludable from a re-
cipient’s gross income under section
74(b), are not subject to the provisions
of this section.

(2) Items not treated as gifts. The term
gift, for purposes of this section, does
not include the following:

(i) An item having a cost to the tax-
payer not in excess of $4.00 on which
the name of the taxpayer is clearly and
permanently imprinted and which is

one of a number of identical items dis-
tributed generally by such a taxpayer.

(ii) A sign, display rack, or other pro-
motional material to be used on the
business premises of the recipient, or

(iii) In the case of a taxable year of a
taxpayer ending on or after August 13,
1981, an item of tangible personal prop-
erty which is awarded before January
1, 1987, to an employee of the taxpayer
by reason of the employee’s length of
service (including an award upon re-
tirement), productivity, or safety
achievement, but only to the extent
that—

(A) The cost of the item to the tax-
payer does not exceed $400; or

(B) The item is a qualified plan award
(as defined in paragraph (d) of this sec-
tion); or

(iv) In the case of a taxable year of a
taxpayer ending before August 13, 1981,
an item of tangible personal property
having a cost to the taxpayer not in ex-
cess of $100 which is awarded to an em-
ployee of the taxpayer by reason of the
employee’s length of service (including
an award upon retirement) or safety
achievement.
For purposes of paragraphs (b)(2) (iii)
and (iv) of this section, the term tan-
gible personal property does not include
cash or any gift certificate other than
a nonnegotiable gift certificate confer-
ring only the right to receive tangible
personal property. Thus, for example, if
a nonnegotiable gift certificate entitles
an employee to choose between select-
ing an item of merchandise or receiv-
ing cash or reducing the balance due on
his account with the issuer of the gift
certificate, the gift certificate is not
tangible personal property for purposes
of this section. To the extent that an
item is not treated as a gift for pur-
poses of this section, the deductibility
of the expense of the item is not gov-
erned by this section, and the taxpayer
need not take such item into account
in determining whether the $25 limita-
tion on gifts to any individual has been
exceeded. For example, if an employee
receives by reason of his length of serv-
ice a gift of an item of tangible per-
sonal property that costs the employer
$450, the deductibility of only $50 ($450
minus $400) is governed by this section,
and the employer takes the $50 into ac-
count for purposes of the $25 limitation
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on gifts to that employee. The fact
that an item is wholly or partially ex-
cepted from the applicability of this
section has no effect in determining
whether the value of the item is includ-
ible in the gross income of the recipi-
ent. For rules relating to the taxability
to the recipient of any item described
in this subparagraph, see sections 61,
74, and 102 and the regulations there-
under. For rules relating to the deduct-
ibility of employee achievement
awards awarded after December 31,
1986, see section 274 (j).

(c) Expense for a gift. For purposes of
this section, the term expense for a gift
means the cost of the gift to the tax-
payer, other than incidental costs such
as for customary engraving on jewelry,
or for packaging, insurance, and mail-
ing or other delivery. A related cost
will be considered ‘‘incidental’’ only if
it does not add substantial value to the
gift. Although the cost of customary
gift wrapping will be considered an in-
cidental cost, the purchase of an orna-
mental basket for packaging fruit will
not be considered an incidental cost of
packaging if the basket has a value
which is substantial in relation to the
value of the fruit.

(d) Qualified plan award—(1) In gen-
eral. Except as provided in subpara-
graph (2) of this paragraph the term
qualified plan award, for purposes of
this section, means an item of tangible
personal property that is awarded to an
employee by reason of the employee’s
length of service (including retire-
ment), productivity, or safety achieve-
ment, and that is awarded pursuant to
a permanent, written award plan or
program of the taxpayer that does not
discriminate as to eligibility or bene-
fits in favor of employees who are offi-
cers, shareholders, or highly com-
pensated employees. The ‘‘perma-
nency’’ of an award plan shall be deter-
mined from all the facts and cir-
cumstances of the particular case, in-
cluding the taxpayer’s ability to con-
tinue to make the awards as required
by the award plan. Although the tax-
payer may reserve the right to change
or to terminate an award plan, the ac-
tual termination of the award plan for
any reason other than business neces-
sity within a few years after it has
taken effect may be evidence that the

award plan from its inception was not
a ‘‘permanent’’ award plan. Whether or
not an award plan is discriminatory
shall be determined from all the facts
and circumstances of the particular
case. An award plan may fail to qualify
because it is discriminatory in its ac-
tual operation even though the written
provisions of the award plan are not
discriminatory.

(2) Items not treated as qualified plan
awards. The term qualified plan award,
for purposes of this section, does not
include an item qualifying under para-
graph (d)(1) of this section to the ex-
tent that the cost of the item exceeds
$1,600. In addition, that term does not
include any items qualifying under
paragraph (d)(1) of this section if the
average cost of all items (whether or
not tangible personal property) award-
ed during the taxable year by the tax-
payer under any plan described in para-
graph (d)(1) of this section exceeds $400.
The average cost of those items shall
be computed by dividing (i) the sum of
the costs for those items (including
amounts in excess of the $1,600 limita-
tion) by (ii) the total number of those
items.

(e) Gifts made indirectly to an indi-
vidual—(1) Gift to spouse or member of
family. If a taxpayer makes a gift to
the wife of a man who has a business
connection with the taxpayer, the gift
generally will be considered as made
indirectly to the husband. However, if
the wife has a bona fide business con-
nection with the taxpayer independ-
ently of her relationship to her hus-
band, a gift to her generally will not be
considered as made indirectly to her
husband unless the gift is intended for
his eventual use or benefit. Thus, if a
taxpayer makes a gift to a wife who is
engaged with her husband in the active
conduct of a partnership business, the
gift to the wife will not be considered
an indirect gift to her husband unless
it is intended for his eventual use or
benefit. The same rules apply to gifts
to any other member of the family of
an individual who has a business con-
nection with the taxpayer.

(2) Gift to corporation or other business
entity. If a taxpayer makes a gift to a
corporation or other business entity in-
tended for the eventual personal use or
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benefit of an individual who is an em-
ployee, stockholder, or other owner of
the corporation or business entity, the
gift generally will be considered as
made indirectly to such individual.
Thus, if a taxpayer provides theater
tickets to a closely held corporation
for eventual use by any one of the
stockholders of the corporation, and if
such tickets are gifts, the gifts will be
considered as made indirectly to the
individual who eventually uses such
ticket. On the other hand, a gift to a
business organization of property to be
used in connection with the business of
the organization (for example, a tech-
nical manual) will not be considered as
a gift to an individual, even though, in
practice, the book will be used prin-
cipally by a readily identifiable indi-
vidual employee. A gift for the even-
tual personal use or benefit of some un-
designated member of a large group of
individuals generally will not be con-
sidered as made indirectly to the indi-
vidual who eventually uses, or benefits
from, such gifts unless, under the cir-
cumstances of the case, it is reasonably
practicable for the taxpayer to ascer-
tain the ultimate recipient of the gift.
Thus, if a taxpayer provides several
baseball tickets to a corporation for
the eventual use by any one of a large
number of employees or customers of
the corporation, and if such tickets are
gifts, the gifts generally will not be
treated as made indirectly to the indi-
viduals who use such tickets.

(f) Special rules—(1) Partnership. In
the case of a gift by a partnership, the
$25 annual limitation contained in
paragraph (a) of this section shall
apply to the partnership as well as to
each member of the partnership. Thus,
in the case of a gift made by a partner
with respect to the business of the
partnership, the $25 limitation will be
applied at the partnership level as well
as at the level of the individual part-
ner. Consequently, deductions for gifts
made with respect to partnership busi-
ness will not exceed $25 annually for
each recipient, regardless of the num-
ber of partners.

(2) Husband and wife. For purposes of
applying the $25 annual limitation con-
tained in paragraph (a) of this section,
a husband and wife shall be treated as
one taxpayer. Thus, in the case of gifts

to an individual by a husband and wife,
the spouses will be treated as one
donor; and they are limited to a deduc-
tion of $25 annually for each recipient.
This rule applies regardless of whether
the husband and wife file a joint return
or whether the husband and wife make
separate gifts to an individual with re-
spect to separate businesses. Since the
term taxpayer in paragraph (a) of this
section refers only to the donor of a
gift, this special rule does not apply to
treat a husband and wife as one indi-
vidual where each is a recipient of a
gift. See paragraph (e)(1) of this sec-
tion.

(g) Cross reference. For rules with re-
spect to whether this section or § 1.274–
2 applies, see § 1.274–2(b)(1) (iii).

[T.D. 6659, 28 FR 6505, June 25, 1963, as
amended by T.D. 8230, 53 FR 36451, Sept. 20,
1988]

§ 1.274–4 Disallowance of certain for-
eign travel expenses.

(a) Introductory. Section 274(c) and
this section impose certain restrictions
on the deductibility of travel expenses
incurred in the case of an individual
who, while traveling outside the United
States away from home in the pursuit
of trade or business (hereinafter
termed ‘‘business activity’’), engages in
substantial personal activity not at-
tributable to such trade or business
(hereinafter termed ‘‘nonbusiness ac-
tivity’’). Section 274(c) and this section
are limited in their application to indi-
viduals (whether or not an employee or
other person traveling under a reim-
bursement or other expense allowance
arrangement) who engage in nonbusi-
ness activity while traveling outside
the United States away from home,
and do not impose restrictions on the
deductibility of travel expenses in-
curred by an employer or client under
an advance, reimbursement, or other
arrangement with the individual who
engages in nonbusiness activity. For
purposes of this section, the term
United States includes only the States
and the District of Columbia, and any
reference to ‘‘trade or business’’ or
‘‘business activity’’ includes any activ-
ity described in section 212. For rules
governing the determination of travel
outside the United States away from
home, see paragraph (e) of this section.
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For rules governing the disallowance of
travel expense to which this section ap-
plies, see paragraph (f) of this section.

(b) Limitations on application of sec-
tion. The restrictions on deductibility
of travel expenses contained in para-
graph (f) of this section are applicable
only if:

(1) The travel expense is otherwise
deductible under section 162 or 212 and
the regulations thereunder,

(2) The travel expense is for travel
outside the United States away from
home which exceeds 1 week (as deter-
mined under paragraph (c) of this sec-
tion), and

(3) The time outside the United
States away from home attributable to
nonbusiness activity (as determined
under paragraph (d) of this section)
constitutes 25 percent or more of the
total time on such travel.

(c) Travel in excess of 1 week. This sec-
tion does not apply to an expense of
travel unless the expense is for travel
outside the United States away from
home which exceeds 1 week. For pur-
poses of this section, 1 week means 7
consecutive days. The day in which
travel outside the United States away
from home begins shall not be consid-
ered, but the day in which such travel
ends shall be considered, in deter-
mining whether a taxpayer is outside
the United States away from home for
more than 7 consecutive days. For ex-
ample, if a taxpayer departs on travel
outside the United States away from
home on a Wednesday morning and
ends such travel the following Wednes-
day evening, he shall be considered as
being outside the United States away
from home only 7 consecutive days. In
such a case, this section would not
apply because the taxpayer was not
outside the United States away from
home for more than 7 consecutive days.
However, if the taxpayer travels out-
side the United States away from home
for more than 7 consecutive days, both
the day such travel begins and the day
such travel ends shall be considered a
‘‘business day’’ or a ‘‘nonbusiness day’’,
as the case may be, for purposes of de-
termining whether nonbusiness activ-
ity constituted 25 percent or more of
travel time under paragraph (d) of this
section and for purposes of allocating
expenses under paragraph (f) of this

section. For purposes of determining
whether travel is outside the United
States away from home, see paragraph
(e) of this section.

(d) Nonbusiness activity constituting 25
percent or more of travel time—(1) In gen-
eral. This section does not apply to any
expense of travel outside the United
States away from home unless the por-
tion of time outside the United States
away from home attributable to non-
business activity constitutes 25 percent
or more of the total time on such trav-
el.

(2) Allocation on per day basis. The
total time traveling outside the United
States away from home will be allo-
cated on a day-by-day basis to (i) days
of business activity or (ii) days of non-
business activity (hereinafter termed
‘‘business days’’ or ‘‘nonbusiness days’’
respectively) unless the taxpayer es-
tablishes that a different method of al-
location more clearly reflects the por-
tion of time outside the United States
away from home which is attributable
to nonbusiness activity. For purposes
of this section, a day spent outside the
United States away from home shall be
deemed entirely a business day even
though spent only in part on business
activity if the taxpayer establishes:

(i) Transportation days. That on such
day the taxpayer was traveling to or
returning from a destination outside
the United States away from home in
the pursuit of trade or business. How-
ever, if for purposes of engaging in non-
business activity, the taxpayer while
traveling outside the United States
away from home does not travel by a
reasonably direct route, only that
number of days shall be considered
business days as would be required for
the taxpayer, using the same mode of
transportation, to travel to or return
from the same destination by a reason-
ably direct route. Also, if, while so
traveling, the taxpayer interrupts the
normal course of travel by engaging in
substantial diversions for nonbusiness
reasons of his own choosing, only that
number of days shall be considered
business days as equals the number of
days required for the taxpayer, using
the same mode of transportation, to
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travel to or return from the same des-
tination without engaging in such di-
version. For example, if a taxpayer re-
siding in New York departs on an
evening on a direct flight to Quebec for
a business meeting to be held in Quebec
the next morning, for purposes of de-
termining whether nonbusiness activ-
ity constituted 25 percent or more of
his travel time, the entire day of his
departure shall be considered a busi-
ness day. On the other hand, if a tax-
payer travels by automobile from New
York to Quebec to attend a business
meeting and while en route spends 2
days in Ottawa and 1 day in Montreal
on nonbusiness activities of his per-
sonal choice, only that number of days
outside the United States shall be con-
sidered business days as would have
been required for the taxpayer to drive
by a reasonably direct route to Quebec,
taking into account normal periods for
rest and meals.

(ii) Presence required. That on such
day his presence outside the United
States away from home was required at
a particular place for a specific and
bona fide business purpose. For exam-
ple, if a taxpayer is instructed by his
employer to attend a specific business
meeting, the day of the meeting shall
be considered a business day even
though, because of the scheduled
length of the meeting, the taxpayer
spends more time during normal work-
ing hours of the day on nonbusiness ac-
tivity than on business activity.

(iii) Days primarily business. That dur-
ing hours normally considered to be ap-
propriate for business activity, his
principal activity on such day was the
pursuit of trade or business.

(iv) Circumstances beyond control.
That on such day he was prevented
from engaging in the conduct of trade
or business as his principal activity
due to circumstances beyond his con-
trol.

(v) Weekends, holidays, etc. That such
day was a Saturday, Sunday, legal hol-
iday, or other reasonably necessary
standby day which intervened during
that course of the taxpayer’s trade or
business while outside the United
States away from home which the tax-
payer endeavored to conduct with rea-
sonable dispatch. For example, if a tax-
payer travels from New York to Lon-

don to take part in business negotia-
tions beginning on a Wednesday and
concluding on the following Tuesday,
the intervening Saturday and Sunday
shall be considered business days
whether or not business is conducted
on either of such days. Similarly, if in
the above case the meetings which con-
cluded on Tuesday evening were fol-
lowed by business meetings with an-
other business group in London on the
immediately succeeding Thursday and
Friday, the intervening Wednesday will
be deemed a business day. However, if
at the conclusion of the business meet-
ings on Friday, the taxpayer stays in
London for an additional week for per-
sonal purposes, the Saturday and Sun-
day following the conclusion of the
business meeting will not be considered
business days.

(e) Domestic travel excluded—(1) In
general. For purposes of this section,
travel outside the United States away
from home does not include any travel
from one point in the United States to
another point in the United States.
However, travel which is not from one
point in the United States to another
point in the United States shall be con-
sidered travel outside the United
States. If a taxpayer travels from a
place within the United States to a
place outside the United States, the
portion, if any, of such travel which is
from one point in the United States to
another point in the United States is
to be disregarded for purposes of deter-
mining:

(i) Whether the taxpayer’s travel out-
side the United States away from home
exceeds 1 week (see paragraph (c) of
this section),

(ii) Whether the time outside the
United States away from home attrib-
utable to nonbusiness activity con-
stitutes 25 percent or more of the total
time on such travel (see paragraph (d)
of this section), or

(iii) The amount of travel expense
subject to the allocation rules of this
section (see paragraph (f) of this sec-
tion).

(2) Determination of travel from one
point in the United States to another
point in the United States. In the case of
the following means of transportation,
travel from one point in the United
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States to another point in the United
States shall be determined as follows:

(i) Travel by public transportation. In
the case of travel by public transpor-
tation, any place in the United States
at which the vehicle makes a scheduled
stop for the purpose of adding or dis-
charging passengers shall be considered
a point in the United States.

(ii) Travel by private automobile. In the
case of travel by private automobile,
any such travel which is within the
United States shall be considered trav-
el from one point in the United States
to another point in the United States.

(iii) Travel by private airplane. In the
case of travel by private airplane, any
flight, whether or not constituting the
entire trip, where both the takeoff and
the landing are within the United
States shall be considered travel from
one point in the United States to an-
other point in the United States.

(3) Examples. The provisions of sub-
paragraph (2) may be illustrated by the
following examples:

Example 1. Taxpayer A flies from Los Ange-
les to Puerto Rico with a brief scheduled
stopover in Miami for the purpose of adding
and discharging passengers and A returns by
airplane nonstop to Los Angeles. The travel
from Los Angeles to Miami is considered
travel from one point in the United States to
another point in the United States. The trav-
el from Miami to Puerto Rico and from Puer-
to Rico to Los Angeles is not considered
travel from one point in the United States to
another point in the United States and, thus,
is considered to be travel outside the United
States away from home.

Example 2. Taxpayer B travels by train
from New York to Montreal. The travel from
New York to the last place in the United
States where the train is stopped for the pur-
pose of adding or discharging passengers is
considered to be travel from one point in the
United States to another point in the United
States.

Example 3. Taxpayer C travels by auto-
mobile from Tulsa to Mexico City and back.
All travel in the United States is considered
to be travel from one point in the United
States to another point in the United States.

Example 4. Taxpayer D flies nonstop from
Seattle to Juneau. Although the flight
passes over Canada, the trip is considered to
be travel from one point in the United States
to another point in the United States.

Example 5. If in Example (4) above, the air-
plane makes a scheduled landing in Van-
couver, the time spent in traveling from Se-
attle to Juneau is considered to be travel
outside the United States away from home.

However, the time spent in Juneau is not
considered to be travel outside the United
States away from home.

(f) Application of disallowance rules—
(1) In general. In the case of expense for
travel outside the United States away
from home by an individual to which
this section applies, except as other-
wise provided in subparagraph (4) or (5)
of this paragraph, no deduction shall be
allowed for that amount of travel ex-
pense specified in subparagraph (2) or
(3) of this paragraph (whichever is ap-
plicable) which is obtained by multi-
plying the total of such travel expense
by a fraction:

(i) The numerator of which is the
number of nonbusiness days during
such travel, and

(ii) The denominator of which is the
total number of business days and non-
business days during such travel.

For determination of ‘‘business days’’
and ‘‘nonbusiness days’’, see paragraph
(d)(2) of this section.

(2) Nonbusiness activity at, near, or be-
yond business destination. If the place at
which the individual engages in non-
business activity (hereinafter termed
‘‘nonbusiness destination’’) is at, near,
or beyond the place to which he travels
in the pursuit of a trade or business
(hereinafter termed ‘‘business destina-
tion’’), the amount of travel expense
referred to in subparagraph (1) of this
paragraph shall be the amount of trav-
el expense, otherwise allowable as a de-
duction under section 162 or section
212, which would have been incurred in
traveling from the place where travel
outside the United States away from
home begins to the business destina-
tion, and returning. Thus, if the indi-
vidual travels from New York to Lon-
don on business, and then takes a vaca-
tion in Paris before returning to New
York, the amount of the travel expense
subject to allocation is the expense
which would have been incurred in
traveling from New York to London
and returning.

(3) Nonbusiness activity on the route to
or from business destination. If the non-
business destination is on the route to
or from the business destination, the
amount of the travel expense referred
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to in subparagraph (1) of this para-
graph shall be the amount of travel ex-
pense, otherwise allowable as a deduc-
tion under section 162 or 212, which
would have been incurred in traveling
from the place where travel outside the
United States away from home begins
to the nonbusiness destination and re-
turning. Thus, if the individual travels
on business from Chicago to Rio de Ja-
neiro, Brazil with a scheduled stop in
New York for the purpose of adding and
discharging passengers, and while en
route stops in Caracas, Venezuela for a
vacation and returns to Chicago from
Rio de Janeiro with another scheduled
stop in New York for the purpose of
adding and discharging passengers, the
amount of travel expense subject to al-
location is the expense which would
have been incurred in traveling from
New York to Caracas and returning.

(4) Other allocation method. If a tax-
payer establishes that a method other
than allocation on a day-by-day basis
(as determined under paragraph (d)(2)
of this section) more clearly reflects
the portion of time outside the United
States away from home which is at-
tributable to nonbusiness activity, the
amount of travel expense for which no
deduction shall be allowed shall be de-
termined by such other method.

(5) Travel expense deemed entirely allo-
cable to business activity. Expenses of
travel shall be considered allocable in
full to business activity, and no por-
tion of such expense shall be subject to
disallowance under this section, if in-
curred under circumstances provided
for in subdivision (i) or (ii) of this sub-
paragraph.

(i) Lack of control over travel. Ex-
penses of travel otherwise deductible
under section 162 or 212 shall be consid-
ered fully allocable to business activity
if, considering all the facts and cir-
cumstances, the individual incurring
such expenses did not have substantial
control over the arranging of the busi-
ness trip. A person who is required to
travel to a business destination will
not be considered to have substantial
control over the arranging of the busi-
ness trip merely because he has control
over the timing of the trip. Any indi-
vidual who travels on behalf of his em-
ployer under a reimbursement or other
expense allowance arrangement shall

be considered not to have had substan-
tial control over the arranging of his
business trip, provided the employee is
not:

(a) A managing executive of the em-
ployer for whom he is traveling (and
for this purpose the term managing ex-
ecutive includes only an employee who,
by reason of his authority and respon-
sibility, is authorized, without effec-
tive veto procedures, to decide upon
the necessity for his business trip), or

(b) Related to his employer within
the meaning of section 267(b) but for
this purpose the percentage referred to
in section 267(b)(2) shall be 10 percent.

(ii) Lack of major consideration to ob-
tain a vacation. Any expense of travel,
which qualifies for deduction under
section 162 or 212, shall be considered
fully allocable to business activity if
the individual incurring such expenses
can establish that, considering all the
facts and circumstances, he did not
have a major consideration, in deter-
mining to make the trip, of obtaining a
personal vacation or holiday. If such a
major consideration were present, the
provisions of subparagraphs (1) through
(4) of this paragraph shall apply. How-
ever, if the trip were primarily per-
sonal in nature, the traveling expenses
to and from the destination are not de-
ductible even though the taxpayer en-
gages in business activities while at
such destination. See paragraph (b) of
§ 1.162–2.

(g) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. Individual A flew from New
York to Paris where he conducted business
for 1 day. He spent the next 2 days sight-
seeing in Paris and then flew back to New
York. The entire trip, including 2 days for
travel en route, took 5 days. Since the time
outside the United States away from home
during the trip did not exceed 1 week, the
disallowance rules of this section do not
apply.

Example 2. Individual B flew from Tampa to
Honolulu (from one point in the United
States to another point in the United States)
for a business meeting which lasted 3 days
and for personal matters which took 10 days.
He then flew to Melbourne, Australia where
he conducted business for 2 days and went
sightseeing for 1 day. Immediately there-
after he flew back to Tampa, with a sched-
uled landing in Honolulu for the purpose of
adding and discharging passengers. Although
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the trip exceeded 1 week, the time spent out-
side the United States away from home, in-
cluding 2 days for traveling from Honolulu to
Melbourne and return, was 5 days. Since the
time outside the United States away from
home during the trip did not exceed 1 week,
the disallowance rules of this section do not
apply.

Example 3. Individual C flew from Los An-
geles to New York where he spent 5 days. He
then flew to Brussels where he spent 14 days
on business and 5 days on personal matters.
He then flew back to Los Angeles by way of
New York. The entire trip, including 4 days
for travel en route, took 28 days. However,
the 2 days spent traveling from Los Angeles
to New York and return, and the 5 days spent
in New York are not considered travel out-
side the United States away from home and,
thus, are disregarded for purposes of this sec-
tion. Although the time spent outside the
United States away from home exceeded 1
week, the time outside the United States
away from home attributable to nonbusiness
activities (5 days out of 21) was less than 25
percent of the total time outside the United
States away from home during the trip.
Therefore, the disallowance rules of this sec-
tion do not apply.

Example 4. D, an employee of Y Company,
who is neither a managing executive of, nor
related to, Y Company within the meaning of
paragraph (f)(5)(i) of this section, traveled
outside the United States away from home
on behalf of his employer and was reim-
bursed by Y for his traveling expense to and
from the business destination. The trip took
more than a week and D took advantage of
the opportunity to enjoy a personal vacation
which exceeded 25 percent of the total time
on the trip. Since D, traveling under a reim-
bursement arrangement, is not a managing
executive of, or related to, Y Company, he is
not considered to have substantial control
over the arranging of the business trip, and
the travel expenses shall be considered fully
allocable to business activity.

Example 5. E, a managing executive and
principal shareholder of X Company, travels
from New York to Stockholm, Sweden, to at-
tend a series of business meetings. At the
conclusion of the series of meetings, which
last 1 week, E spends 1 week on a personal
vacation in Stockholm. If E establishes ei-
ther that he did not have substantial control
over the arranging of the trip or that a
major consideration in his determining to
make the trip was not to provide an oppor-
tunity for taking a personal vacation, the
entire travel expense to and from Stockholm
shall be considered fully allocable to busi-
ness activity.

Example 6. F, a self-employed professional
man, flew from New York to Copenhagen,
Denmark, to attend a convention sponsored
by a professional society. The trip lasted 3
weeks, of which 2 weeks were spent on vaca-

tion in Europe. F generally would be re-
garded as having substantial control over ar-
ranging this business trip. Unless F can es-
tablish that obtaining a vacation was not a
major consideration in determining to make
the trip, the disallowance rules of this sec-
tion apply.

Example 7. Taxpayer G flew from Chicago
to New York where he spent 6 days on busi-
ness. He then flew to London where he con-
ducted business for 2 days. G then flew to
Paris for a 5 day vacation after which he flew
back to Chicago, with a scheduled landing in
New York for the purpose of adding and dis-
charging passengers. G would not have made
the trip except for the business he had to
conduct in London. The travel outside the
United States away from home, including 2
days for travel en route, exceeded a week and
the time devoted to nonbusiness activities
was not less than 25 percent of the total time
on such travel. The 2 days spent traveling
from Chicago to New York and return, and
the 6 days spent in New York are disregarded
for purposes of determining whether the
travel outside the United States away from
home exceeded a week and whether the time
devoted to nonbusiness activities was less
than 25 percent of the total time outside the
United States away from home. If G is un-
able to establish either that he did not have
substantial control over the arranging of the
business trip or that an opportunity for tak-
ing a personal vacation was not a major con-
sideration in his determining to make the
trip, 5/9ths (5 days devoted to nonbusiness ac-
tivities out of a total 9 days outside the
United States away from home on the trip)
of the expenses attributable to transpor-
tation and food from New York to London
and from London to New York will be dis-
allowed (unless G establishes that a different
method of allocation more clearly reflects
the portion of time outside the United States
away from home which is attributable to
nonbusiness activity).

(h) Cross reference. For rules with re-
spect to whether an expense is travel
or entertainment, see paragraph
(b)(1)(iii) of § 1.274–2.

[T.D. 6758, 29 FR 12768, Sept. 10, 1964]

§ 1.274–5T Substantiation require-
ments (temporary).

(a) In general. For taxable years be-
ginning on or after January 1, 1986, no
deduction or credit shall be allowed
with respect to—

(1) Traveling away from home (in-
cluding meals and lodging),
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(2) Any activity which is of a type
generally considered to constitute en-
tertainment, amusement, or recre-
ation, or with respect to a facility used
in connection with such an activity, in-
cluding the items specified in section
274(e),

(3) Gifts defined in section 274(b), or
(4) Any listed property (as defined in

section 280F(d)(4) and § 1.280F–6T(b)),
unless the taxpayer substantiates each
element of the expenditure or use (as
described in paragraph (b) of this sec-
tion) in the manner provided in para-
graph (c) of this section. This limita-
tion supersedes the doctrine found in
Cohan v. Commissioner, 39 F. 2d 540 (2d
Cir. 1930). The decision held that, where
the evidence indicated a taxpayer in-
curred deductible travel or entertain-
ment expenses but the exact amount
could not be determined, the court
should make a close approximation and
not disallow the deduction entirely.
Section 274(d) contemplates that no de-
duction or credit shall be allowed a
taxpayer on the basis of such approxi-
mations or unsupported testimony of
the taxpayer. For purposes of this sec-
tion, the term entertainment means en-
tertainment, amusement, or recre-
ation, and use of a facility therefor;
and the term expenditure includes ex-
penses and items (including items such
as losses and depreciation).

(b) Elements of an expenditure or use—
(1) In general. Section 274(d) and this
section contemplate that no deduction
or credit shall be allowed for travel, en-
tertainment, a gift, or with respect to
listed property unless the taxpayer
substantiates the requisite elements of
each expenditure or use as set forth in
this paragraph (b).

(2) Travel away from home. The ele-
ments to be provided with respect to an
expenditure for travel away from home
are—

(i) Amount. Amount of each separate
expenditure for traveling away from
home, such as cost of transportation or
lodging, except that the daily cost of
the traveler’s own breakfast, lunch,
and dinner and of expenditures inci-
dental to such travel may be aggre-
gated, if set forth in reasonable cat-
egories, such as for meals, for gasoline
and oil, and for taxi fares;

(ii) Time. Dates of departure and re-
turn for each trip away from home, and
number of days away from home spent
on business;

(iii) Place. Destinations or locality of
travel, described by name of city or
town or other similar designation; and

(iv) Business purpose. Business reason
for travel or nature of the business
benefit derived or expected to be de-
rived as a result of travel.

(3) Entertainment in general. The ele-
ments to be proved with respect to an
expenditure for entertainment are—

(i) Amount. Amount of each separate
expenditure for entertainment, except
that such incidental items as taxi fares
or telephone calls may be aggregated
on a daily basis;

(ii) Time. Date of entertainment;
(iii) Place. Name, if any, address or

location, and destination of type of en-
tertainment, such as dinner or theater,
if such information is not apparent
from the designation of the place;

(iv) Business purpose. Business reason
for the entertainment or nature of
business benefit derived or expected to
be derived as a result of the entertain-
ment and, except in the case of busi-
ness meals described in section
274(e)(1), the nature of any business dis-
cussion or activity;

(v) Business relationship. Occupation
or other information relating to the
person or persons entertained, includ-
ing name, title, or other designation,
sufficient to establish business rela-
tionship to the taxpayer.

(4) Entertainment directly preceding or
following a substantial and bona fide
business discussion. If a taxpayer claims
a deduction for entertainment directly
preceding or following a substantial
and bona fide business discussion on
the ground that such entertainment
was associated with the active conduct
of the taxpayer’s trade or business, the
elements to be proved with respect to
such expenditure, in addition to those
enumerated in paragraph (b)(3) (i), (ii),
(iii), and (v) of this section are—

(i) Time. Date and duration of busi-
ness discussion;

(ii) Place. Place of business discus-
sion;

(iii) Business purpose. Nature of busi-
ness discussion, and business reason for
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the entertainment or nature of busi-
ness benefit derived or expected to be
derived as the result of the entertain-
ment.

(iv) Business relationship. Identifica-
tion of those persons entertained who
participated in the business discussion.

(5) Gifts. The elements to be proved
with respect to an expenditure for a
gift are—

(i) Amount. Cost of the gift to the
taxpayer;

(ii) Time. Date of the gift;
(iii) Description. Description of the

gift;
(iv) Business purpose. Business reason

for the gift or nature of business ben-
efit derived or expected to be derived
as a result of the gift; and

(v) Business relationship. Occupation
or other information relating to the re-
cipient of the gift, including name,
title, or other designation, sufficient to
establish business relationship to the
taxpayer.

(6) Listed property. The elements to be
proved with respect to any listed prop-
erty are—

(i) Amount—(A) Expenditures. The
amount of each separate expenditure
with respect to an item of listed prop-
erty, such as the cost of acquisition,
the cost of capital improvements, lease
payments, the cost of maintenance and
repairs, or other expenditures, and

(B) Uses. The amount of each busi-
ness/investment use (as defined in
§ 1.280F–6T (d)(3) and (e)), based on the
appropriate measure (i.e., mileage for
automobiles and other means of trans-
portation and time for other listed
property, unless the Commissioner ap-
proves an alternative method), and the
total use of the listed property for the
taxable period.

(ii) Time. Date of the expenditure or
use with respect to listed property, and

(iii) Business or investment purpose.
The business purpose for an expendi-
ture or use with respect to any listed
property (see § 1.274–5T(c)(6)(i) (B) and
(C) for special rules for the aggregation
of expenditures and business use and
§ 1.280F–6T(d)(2) for the distinction be-
tween qualified business use and busi-
ness/investment use).
See also § 1.274–5T(e) relating to the
substantiation of business use of em-
ployer-provided listed property and

§ 1.274–6T for special rules for substan-
tiating the business/investment use of
certain types of listed property.

(c) Rules of substantiation—(1) In gen-
eral. Except as otherwise provided in
this section and § 1.274–6T, a taxpayer
must substantiate each element of an
expenditure or use (described in para-
graph (b) of this section) by adequate
records or by sufficient evidence cor-
roborating his own statement. Section
274(d) contemplates that a taxpayer
will maintain and produce such sub-
stantiation as will constitute proof of
each expenditure or use referred to in
section 274. Written evidence has con-
siderably more probative value than
oral evidence alone. In addition, the
probative value of written evidence is
greater the closer in time it relates to
the expenditure or use. A contempora-
neous log is not required, but a record
of the elements of an expenditure or of
a business use of listed property made
at or near the time of the expenditure
or use, supported by sufficient docu-
mentary evidence, has a high degree of
credibility not present with respect to
a statement prepared subsequent there-
to when generally there is a lack of ac-
curate recall. Thus, the corroborative
evidence required to support a state-
ment not make at or near the time of
the expenditure or use must have a
high degree of probative value to ele-
vate such statement and evidence to
the level of credibility reflected by a
record made at or near the time of the
expenditure or use supported by suffi-
cient documentary evidence. The sub-
stantiation requirements of section
274(d) are designed to encourage tax-
payers to maintain the records, to-
gether with documentary evidence, as
provided in paragraph (c)(2) of this sec-
tion.

(2) Substantiation by adequate
records—(i) In general. To meet the
‘‘adequate records’’ requirements of
section 274(d), a taxpayer shall main-
tain an account book, diary, log, state-
ment of expense, trip sheets, or similar
record (as provided in paragraph
(c)(2)(ii) of this section), and documen-
tary evidence (as provided in paragraph
(c)(2)(iii) of this section) which, in com-
bination, are sufficient to establish
each element of an expenditure or use
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specified in paragraph (b) of this sec-
tion. It is not necessary to record in-
formation in an account book, diary,
log, statement of expense, trip sheet,
or similar record which duplicates in-
formation reflected on a receipt so long
as the account book, etc. and receipt
complement each other in an orderly
manner.

(ii) Account book, diary, etc. An ac-
count book, diary, log, statement of ex-
pense, trip sheet, or similar record
must be prepared or maintained in
such manner that each recording of an
element of an expenditure or use is
made at or near the time of the expend-
iture or use.

(A) Made at or near the time of the ex-
penditure or use. For purposes of this
section, the phrase made at or near the
time of the expenditure or use means the
element of an expenditure or use are
recorded at a time when, in relation to
the use or making of an expenditure,
the taxpayer has full present knowl-
edge of each element of the expendi-
ture or use, such as the amount, time,
place, and business purpose of the ex-
penditure and business relationship. An
expense account statement which is a
transcription of an account book,
diary, log, or similar record prepared
or maintained in accordance with the
provisions of this paragraph (c)(2)(ii)
shall be considered a record prepared or
maintained in the manner prescribed in
the preceding sentence if such expense
account statement is submitted by an
employee to his employer or by an
independent contractor to his client or
customer in the regular course of good
business practice. For example, a log
maintained on a weekly basis, which
accounts for use during the week, shall
be considered a record made at or near
the time of such use.

(B) Substantiation of business purpose.
In order to constitute an adequate
record of business purpose within the
meaning of section 274(d) and this para-
graph (c)(2), a written statement of
business purpose generally is required.
However, the degree of substantiation
necessary to establish business purpose
will vary depending upon the facts and
circumstances of each case. Where the
business purpose is evident from the
surrounding facts and circumstances, a
written explanation of such business

purpose will not be required. For exam-
ple, in the case of a salesman calling on
customers on an established sales
route, a written explanation of the
business purpose of such travel ordi-
narily will not be required. Similarly,
in the case of a business meal described
in section 274(e)(1), if the business pur-
pose of such meal is evident from the
business relationship to the taxpayer
of the persons entertained and other
surrounding circumstances, a written
explanation of such business purpose
will not be required.

(C) Substantiation of business use of
listed property—(1) Degree of substan-
tiation. In order to constitute an ade-
quate record (within the meaning of
section 274(d) and this paragraph
(c)(2)(ii)), which substantiates business/
investment use of listed property (as
defined in § 1.280F–6T(d)(3)), the record
must contain sufficient information as
to each element of every business/in-
vestment use. However, the level of de-
tail required in an adequate record to
substantiate business/investment use
may vary depending upon the facts and
circumstances. For example, a tax-
payer who uses a truck for both busi-
ness and personal purposes and whose
only business use of a truck is to make
deliveries to customers on an estab-
lished route may satisfy the adequate
record requirement by recording the
total number miles driven during the
taxable year, the length of the delivery
route once, and the date of each trip at
or near the time of the trips. Alter-
natively, the taxpayer may establish
the date of each trip with a receipt,
record of delivery, or other documen-
tary evidence.

(2) Written record. Generally, an ade-
quate record must be written. However,
a record of the business use of listed
property, such as a computer or auto-
mobile, prepared in a computer mem-
ory device with the aid of a logging
program will constitute an adequate
record.

(D) Confidential information. If any in-
formation relating to the elements of
an expenditure or use, such as place,
business purpose, or business relation-
ship, is of a confidential nature, such
information need not be set forth in
the account book, diary, log, statement
of expense, trip sheet, or similar

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00547 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



552

26 CFR Ch. I (4–1–99 Edition)§ 1.274–5T

record, provided such information is re-
corded at or near the time of the ex-
penditure or use and is elsewhere avail-
able to the district director to substan-
tiate such element of the expenditure
or use.

(iii) Documentary evidence. Documen-
tary evidence, such as receipts, paid
bills, or similar evidence sufficient to
support an expenditure shall be re-
quired for—

(A) Any expenditure for lodging while
traveling away from home, and

(B) Any other expenditure of $75 or
more ($25 or more for expenditures in-
curred before October 1, 1995) except,
for transportation charges, documen-
tary evidence will not be required if
not readily available, provided, how-
ever, that the Commissioner, in his dis-
cretion, may prescribe rules waiving
such requirements in circumstances
where he determines it is impracti-
cable for such documentary evidence to
be required. Ordinarily, documentary
evidence will be considered adequate to
support an expenditure if it includes
sufficient information to establish the
amount, date, place, and the essential
character of the expenditure. For ex-
ample, a hotel receipt is sufficient to
support expenditures for business trav-
el if it contains the following: name,
location, date, and separate amounts
for charges such as for lodging, meals,
and telephone. Similarly, a restaurant
receipt is sufficient to support an ex-
penditure for a business meal if it con-
tains the following: name and location
of the restaurant, the date and amount
of the expenditure, the number of peo-
ple served, and, if a charge is made for
an item other than meals and bev-
erages, an indication that such is the
case. A document may be indicative of
only one (or part of one) element of an
expenditure. Thus, a cancelled check
together with a bill from the payee, or-
dinarily would establish the element of
cost. In contrast, a cancelled check
drawn payable to a named payee would
not by itself support a business expend-
iture without other evidence showing
that the check was used for a certain
business purpose.

(iv) Retention of written evidence. The
Commissioner may, in his discretion,
prescribe rules under which an em-
ployer may dispose of the adequate

records and documentary evidence sub-
mitted to him by employees who are
required to, and do, make an adequate
accounting to the employer (within the
meaning of paragraph (f)(4) of this sec-
tion) if the employer maintains ade-
quate accounting procedures with re-
spect to such employees (within the
meaning of paragraph (f)(5) of this sec-
tion.

(v) Substantial compliance. If a tax-
payer has not fully substantiated a
particular element of an expenditure or
use, but the taxpayer establishes to the
satisfaction of the district director
that he has substantially complied
with the ‘‘adequate records’’ require-
ments of this paragraph (c)(2) with re-
spect to the expenditure or use, the
taxpayer may be permitted to establish
such element by evidence which the
district director shall deem adequate.

(3) Substantiation by other sufficient
evidence—(i) In general. If a taxpayer
fails to establish to the satisfaction of
the district director that he has sub-
stantially complied with the ‘‘adequate
records’’ requirements of paragraph
(c)(2) of this section with respect to an
element of an expenditure or use, then,
except as otherwise provided in this
paragraph, the taxpayer must establish
such element—

(A) By his own statement, whether
written or oral, containing specific in-
formation in detail as to such element;
and

(B) By other corrobative evidence
sufficient to establish such element.
If such element is the description of a
gift, or the cost or amount, time, place,
or date of an expenditure or use, the
corrobative evidence shall be direct
evidence, such as a statement in writ-
ing or the oral testimony of persons en-
tertained or other witnesses setting
forth detailed information about such
element, or the documentary evidence
described in paragraph (c)(2) of this
section. If such element is either the
business relationship to the taxpayer
of persons entertained, or the business
purpose of an expenditure, the
corrobative evidence may be cir-
cumstantial evidence.

(ii) Sampling—(A) In general. Except
as provided in paragraph (c)(3)(ii)(B) of
this section, a taxpayer may maintain
an adequate record for portions of a

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00548 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



553

Internal Revenue Service, Treasury § 1.274–5T

taxable year and use that record to
substantiate the business/investment
use of listed property for all or a por-
tion of the taxable year if the taxpayer
can demonstrate by other evidence
that the periods for which an adequate
record is maintained are representative
of the use for the taxable year or a por-
tion thereof.

(B) Exception for pooled vehicles. The
sampling method of paragraph
(c)(3)(ii)(A) of this section may not be
used to substantiate the business/in-
vestment use of an automobile or other
vehicle of an employer that is made
available for use by more than one em-
ployee for all or a portion of a taxable
year.

(C) Examples. The following examples
illustrate this paragraph (c)(3)(ii).

Example 1. A, a sole proprietor and cal-
endar year taxpayer, operates an interior
decorating business out of her home. A uses
an automobile for local business travel to
visit the homes or offices of clients, to meet
with suppliers and other subcontractors, and
to pick up and deliver certain items to cli-
ents when feasible. There is no other busi-
ness use of the automobile but A and other
members of her family also use the auto-
mobile for personal purposes. A maintains
adequate records for the first three months
of 1986 that indicate that 75 percent of the
use of the automobile was in A’s business.
Invoices from subcontractors and paid bills
indicate that A’s business continued at ap-
proximately the same rate for the remainder
of 1986. If other circumstances do not change
(e.g., A does not obtain a second car for ex-
clusive use in her business), the determina-
tion that the business/investment use of the
automobile for the taxable year is 75 percent
is based on sufficient corroborative evidence.

Example 2. The facts are the same as in Ex-
ample (1), except that A maintains adequate
records during the first week of every
month, which indicate that 75 percent of the
use of the automobile is in A’s business. The
invoices from A’s business indicate that A’s
business continued at the same rate during
the subsequent weeks of each month so that
A’s weekly records are representative of each
month’s business use of the automobile.
Thus, the determination that the business/
investment use of the automobile for the
taxable year is 75 percent is based on suffi-
cient corroborative evidence.

Example 3. B, a sole proprietor and calendar
year taxpayer, is a salesman in a large met-
ropolitan area for a company that manufac-
tures household products. For the first three
weeks of each month, B uses his own auto-
mobile occasionally to travel within the
metropolitan area on business. During these

three weeks, B’s use of the automobile for
business purposes does not follow a con-
sistent pattern from day to day or week to
week. During the fourth week of each month,
B delivers to his customers all the orders
taken during the previous month. B’s use of
his automobile for business purposes, as sub-
stantiated by adequate records, is 70 percent
of the total use during that fourth week. In
this example, a determination based on the
records maintained during that fourth week
that the business/investment use of the auto-
mobile for the taxable year is 70 percent is
not based on sufficient corroborative evi-
dence because use during this week is not
representative of use during other periods.

(iii) Special rules. See § 1.274–6T for
special rules for substantiation by suf-
ficient corroborating evidence with re-
spect to certain listed property.

(4) Substantiation in exceptional cir-
cumstances. If a taxpayer establishes
that, by reason of the inherent nature
of the situation—

(i) He was unable to obtain evidence
with respect to an element of the ex-
penditure or use which conforms fully
to the ‘‘adequate records’’ require-
ments of paragraph (c)(2) of this sec-
tion,

(ii) He is unable to obtain evidence
with respect to such element which
conforms fully to the ‘‘other sufficient
evidence’’ requirements of paragraph
(c)(3) of this section, and

(iii) He has presented other evidence,
with respect to such element, which
possesses the highest degree of pro-
bative value possible under the cir-
cumstances, such other evidence shall
be considered to satisfy the substan-
tiation requirements of section 274(d)
and this paragraph.

(5) Loss of records due to circumstances
beyond control of the taxpayer. Where
the taxpayer establishes that the fail-
ure to produce adequate records is due
to the loss of such records through cir-
cumstances beyond the taxpayer’s con-
trol, such as destruction by fire, flood,
earthquake, or other casualty, the tax-
payer shall have a right to substan-
tiate a deduction by reasonable recon-
struction of his expenditures or use.

(6) Special rules—(i) Separate expendi-
ture or use—(A) In general. For the pur-
poses of this section, each separate
payment or use by the taxpayer shall
ordinarily be considered to constitute a
separate expenditure. However, concur-
rent or repetitious expenses or uses
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may be substantiated as a single item.
To illustrate the above rules, where a
taxpayer entertains a business guest at
dinner and thereafter at the theater,
the payment for dinner shall be consid-
ered to constitute one expenditure and
the payment for the tickets for the
theater shall be considered to con-
stitute a separate expenditure. Simi-
larly, if during a day of business travel
a taxpayer makes separate payments
for breakfast, lunch, and dinner, he
shall be considered to have made three
separate expenditures. However, if dur-
ing entertainment at a cocktail lounge
the taxpayer pays separately for each
serving of refreshments, the total
amount expended for the refreshments
will be treated as a single expenditure.
A tip may be treated as a separate ex-
penditure.

(B) Aggregation of expenditures. Ex-
cept as otherwise provided in this sec-
tion, the account book, diary, log,
statement of expense, trip sheet, or
similar record required by paragraph
(c)(2)(ii) of this section shall be main-
tained with respect to each separate
expenditure and not with respect to ag-
gregate amounts for two or more ex-
penditures. Thus, each expenditure for
such items as lodging and air or rail
travel shall be recorded as a separate
item and not aggregated. However, at
the option of the taxpayer, amounts
expended for breakfast, lunch, or din-
ner, may be aggregated. A tip or gra-
tuity which is related to an underlying
expense may be aggregated with such
expense. In addition, amounts expended
in connection with the use of listed
property during a taxable year, such as
for gasoline or repairs for an auto-
mobile, may be aggregated. If these ex-
penses are aggregated, the taxpayer
must establish the date and amount,
but need not prove the business pur-
pose of each expenditure. Instead, the
taxpayer may prorate the expenses
based on the total business use of the
listed property. For other provisions
permitting recording of aggregate
amounts in an account book, diary,
log, statement of expense, trip sheet,
or similar record, see paragraphs
(b)(2)(i) and (b)(3) of this section (relat-
ing to incidental costs of travel and en-
tertainment).

(C) Aggregation of business use. Uses
which may be considered part of a sin-
gle use, for example, a round trip or
uninterrupted business use, may be ac-
counted for by a single record. For ex-
ample, use of a truck to make deliv-
eries at several different locations
which begins and ends at the business
premises and which may include a stop
at the business premises in between
two deliveries may be accounted for by
a single record of miles driven. In addi-
tion, use of a passenger automobile by
a salesman for a business trip away
from home over a period of time may
be accounted for by a single record of
miles traveled. De minimis personal
use (such as a stop for lunch on the
way between two business stops) is not
an interruption of business use.

(ii) Allocation of expenditure. For pur-
poses of this section, if a taxpayer has
established the amount of an expendi-
ture, but is unable to establish the por-
tion of such amount which is attrib-
utable to each person participating in
the event giving rise to the expendi-
ture, such amount shall ordinarily be
allocated to each participant on a pro
rata basis, if such determination is ma-
terial. Accordingly, the total number
of persons for whom a travel or enter-
tainment expenditure is incurred must
be established in order to compute the
portion of the expenditure allocable to
such person.

(iii) Primary use of a facility. Section
274(a) (1)(B) and (2)(C) deny a deduction
for any expenditure paid or incurred
before January 1, 1979, with respect to
a facility, or paid or incurred before
January 1, 1994, with respect to a club,
used in connection with an entertain-
ment activity unless the taxpayer es-
tablishes that the facility (including a
club) was used primarily for the fur-
therance of the taxpayer’s trade or
business. A determination whether a
facility before January 1, 1979, or a
club before January 1, 1994, was used
primarily for the furtherance of the
taxpayer’s trade or business will de-
pend upon the facts and circumstances
of each case. In order to establish that
a facility was used primarily for the
furtherance of his trade or business,
the taxpayer shall maintain records of
the use of the facility, the cost of using
the facility, mileage or its equivalent
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(if appropriate), and such other infor-
mation as shall tend to establish such
primary use. Such records of use shall
contain—

(A) For each use of the facility
claimed to be in furtherance of the tax-
payer’s trade or business, the elements
of an expenditure specified in para-
graph (b)(3) of this section, and

(B) For each use of the facility not in
furtherance of the taxpayer’s trade or
business, an appropriate description of
such use, including cost, date, number
of persons entertained, nature of enter-
tainment and, if applicable, informa-
tion such as mileage or its equivalent.
A notation such as ‘‘personal use’’ or
‘‘family use’’ would, in the case of such
use, be sufficient to describe the nature
of entertainment.
If a taxpayer fails to maintain ade-
quate records concerning a facility
which is likely to serve the personal
purposes of the taxpayer, it shall be
presumed that the use of such facility
was primarily personal.

(iv) Additional information. In a case
where it is necessary to obtain addi-
tional information, either—

(A) To clarify information contained
in records, statements, testimony, or
documentary evidence submitted by a
taxpayer under the provisions of para-
graph (c)(2) or (c)(3) of this section, or

(B) To establish the reliability or ac-
curacy of such records, statements,
testimony, or documentary evidence,
the district director may, notwith-
standing any other provision of this
section, obtain such additional infor-
mation by personal interview or other-
wise as he determines necessary to im-
plement properly the provisions of sec-
tion 274 and the regulations there-
under.

(7) Specific exceptions. Except as oth-
erwise prescribed by the Commissioner,
substantiation otherwise required by
this paragraph is not required for—

(i) Expenses described in section
274(e)(2) relating to food and beverages
for employees, section 274(e)(3) relating
to expenses treated as compensation,
section 274(e)(8) relating to items avail-
able to the public, and section 274(e)(9)
relating to entertainment sold to cus-
tomers, and

(ii) Expenses described in section
274(e)(5) relating to recreational, etc.,

expenses for employees, except that a
taxpayer shall keep such records or
other evidence as shall establish that
such expenses were for activities (or fa-
cilities used in connection therewith)
primarily for the benefit of employees
other than employees who are officers,
shareholders or other owners (as de-
fined in section 274(e)(5)), or highly
compensated employees.

(d) Disclosure on returns—(1) In gen-
eral. The Commissioner may, in his dis-
cretion, prescribe rules under which
any taxpayer claiming a deduction or
credit for entertainment, gifts, travel,
or with respect to listed property, or
any other person receiving advances,
reimbursements, or allowances for such
items, shall make disclosure on his tax
return with respect to such items. The
provisions of this paragraph shall apply
notwithstanding the provisions of para-
graph (f) of this section.

(2) Business use of passenger auto-
mobiles and other vehicles. (i) On returns
for taxable years beginning after De-
cember 31, 1984, taxpayers that claim a
deduction or credit with respect to any
vehicle are required to answer certain
questions providing information about
the use of the vehicle. The information
required on the tax return relates to
mileage (total, business, commuting,
and other personal mileage), percent-
age of business use, date placed in serv-
ice, use of other vehicles, after-work
use, whether the taxpayer has evidence
to support the business use claimed on
the return, and whether or not the evi-
dence is written.

(ii) Any employer that provides the
use of a vehicle to an employee must
obtain information from the employee
sufficient to complete the employer’s
tax return. Any employer that provides
more than five vehicles to its employ-
ees need not include any information
on its return. The employer, instead,
must obtain the information from its
employees, indicate on its return that
it has obtained the information, and
retain the information received. Any
employer—

(A) That can satisfy the require-
ments of § 1.274–6T(a)(2), relating to ve-
hicles not used for personal purposes,

(B) That can satisfy the requirements
of § 1.274–6T(a)(3), relating to vehicles
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not used for personal purposes other
than commuting, or

(C) That treats all use of vehicles by
employees as personal use need not ob-
tain information with respect to those
vechicles, but instead must indicate on
its return that it has vehicles exempt
from the requirements of this para-
graph (d)(2).

(3) Business use of other listed property.
On returns for taxable years beginning
after December 31, 1984, taxpayers that
claim a deduction or credit with re-
spect to any listed property other than
a vehicle (for example, a yacht, air-
plane, or certain computers) are re-
quired to provide the following infor-
mation:

(i) The date that the property was
placed in service,

(ii) The percentage of business use,
(iii) Whether evidence is available to

support the percentage of business use
claimed on the return, and

(iv) Whether the evidence is written.
(e) Substantiation of the business use of

listed property made available by an em-
ployer for use by an employee—(1) Em-
ployee—(i) In general. An employee may
not exclude from gross income as a
working condition fringe any amount
of the value of the availability of listed
property provided by an employer to
the employee, unless the employee sub-
stantiates for the period of availability
the amount of the exclusion in accord-
ance with the requirements of section
274(d) and either this section or § 1.274–
6T.

(ii) Vehicles treated as used entirely for
personal purposes. If an employer in-
cludes the value of the availability of a
vehicle (as defined in § 1.61–21(e)(2)) in
an employee’s gross income without
taking into account any exclusion for a
working condition fringe allowable
under section 132 and the regulations
thereunder with respect to the vehicle,
the employee must substantiate any
deduction claimed under §§ 1.162–25 and
1.162–25T for the business/investment
use of the vehicle in accordance with
the requirements of section 274(d) and
either this section or § 1.274–6T.

(2) Employer—(i) In general. An em-
ployer substantiates its business/in-
vestment use of listed property by
showing either—

(A) That, based on evidence that sat-
isfies the requirements of section 274(d)
or statements submitted by employees
that summarize such evidence, all or a
portion of the use of the listed property
is by employees in the employer’s trade
or business and, if any employee used
the property for personal purposes, the
employer included an appropriate
amount in the employee’s income, or

(B) In the case of a vehicle, the em-
ployer treats all use by employees as
personal use and includes an appro-
priate amount in the employees’ in-
come.

(ii) Reliance on employee records. For
purposes of substantiating the busi-
ness/investment use of listed property
that an employer provides to an em-
ployee and for purposes of the informa-
tion required by paragraph (d)(2) and
(3) of this section, the employer may
rely on adequate records maintained by
the employee or on the employee’s own
statement if corroborated by other suf-
ficient evidence unless the employer
knows or has reason to know that the
statement, records, or other evidence
are not accurate. The employer must
retain a copy of the adequate records
maintained by the employee or the
other sufficient evidence, if available.
Alternatively, the employer may rely
on a statement submitted by the em-
ployee that provides sufficient infor-
mation to allow the employer to deter-
mine the business/investment use of
the property unless the employer
knows or has reason to know that the
statement is not based on adequate
records or on the employee’s own state-
ment corroborated by other sufficient
evidence. If the employer relies on the
employee’s statement, the employer
must retain only a copy of the state-
ment. The employee must retain a
copy of the adequate records or other
evidence.

(f) Reporting and substantiation of ex-
penses of certain employees for travel, en-
tertainment, gifts, and with respect to list-
ed property—(1) In general. The purpose
of this paragraph is to provide rules for
reporting and substantiation of certain
expenses paid or incurred by employees
in connection with the performance of
services as employees. For purposes of
this paragraph, the term business ex-
penses means ordinary and necessary
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expenses for travel, entertainment,
gifts, or with respect to listed property
which are deductible under section 162,
and the regulations thereunder, to the
extent not disallowed by section 262,
274(c), and 280F. Thus, the term business
expenses does not include personal, liv-
ing, or family expenses disallowed by
section 262, travel expenses disallowed
by section 274(c), or cost recovery de-
ductions and credits with respect to
listed property disallowed by section
280F(d)(3) because the use of such prop-
erty is not for the convenience of the
employer and required as a condition of
employment. Except as provided in
paragraph (f)(2), advances, reimburse-
ments, or allowances for such expendi-
tures must be reported as income by
the employee.

(2) Reporting of expenses for which the
employee is required to make an adequate
accounting to his employer—(i) Reim-
bursements equal to expenses. For pur-
poses of computing tax liability, an
employee need not report on his tax re-
turn business expenses for travel,
transportation, entertainment, gifts,
or with respect to listed property, paid
or incurred by him solely for the ben-
efit of his employer for which he is re-
quired to, and does, make an adequate
accounting to his employer (as defined
in paragraph (f)(4) of this section) and
which are charged directly or indi-
rectly to the employer (for example,
through credit cards) or for which the
employee is paid through advances, re-
imbursements, or otherwise, provided
that the total amount of such ad-
vances, reimbursements, and charges is
equal to such expenses.

(ii) Reimbursements in excess of ex-
penses. In case the total of the amounts
charged directly or indirectly to the
employer or received from the em-
ployer as advances, reimbursements, or
otherwise, exceeds the business ex-
penses paid or incurred by the em-
ployee and the employee is required to,
and does, make an adequate accounting
to his employer for such expenses, the
employee must include such excess (in-
cluding amounts received for expendi-
tures not deductible by him) in income.

(iii) Expenses in excess of reimburse-
ments. If an employee incurs deductible
business expenses on behalf of his em-
ployer which exceed the total of the

amounts charged directly or indirectly
to the employer and received from the
employer as advances, reimburse-
ments, or otherwise, and the employee
makes an adequate accounting to his
employer, the employee must be able
to substantiate any deduction for such
excess with such records and sup-
porting evidence as will substantiate
each element of an expenditure (de-
scribed in paragraph (b) of this section)
in accordance with paragraph (c) of
this section.

(3) Reporting of expenses for which the
employee is not required to make an ade-
quate accounting to his employer. If the
employee is not required to make an
adequate accounting to his employer
for his business expenses or, though re-
quired, fails to make an adequate ac-
counting for such expenses, he must
submit, as a part of his tax return, the
appropriate form issued by the Internal
Revenue Service for claiming deduc-
tions for employee business expenses
(e.g., Form 2106, Employee Business
Expenses, for 1985) and provide the in-
formation requested on that form, in-
cluding the information required by
paragraph (d)(2) and (3) of this section
if the employee’s business expenses are
with respect to the use of listed prop-
erty. In addition, the employee must
maintain such records and supporting
evidence as will substantiate each ele-
ment of an expenditure or use (de-
scribed in paragraph (b) of this section)
in accordance with paragraph (c) of
this section.

(4) Definition of an ‘‘adequate account-
ing’’ to the employer—(i) In general. For
purposes of this paragraph an adequate
accounting means the submission to
the employer of an account book,
diary, log, statement of expense, trip
sheet, or similar record maintained by
the employee in which the information
as to each element of an expenditure or
use (described in paragraph (b) of this
section) is recorded at or near the time
of the expenditure or use, together
with supporting documentary evidence,
in a manner which conforms to all the
‘‘adequate records’’ requirements of
paragraph (c)(2) of this section. An ade-
quate accounting requires that the em-
ployee account for all amounts re-
ceived from his employer during the
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taxable year as advances, reimburse-
ments, or allowances (including those
charged directly or indirectly to the
employer through credit cards or oth-
erwise) for travel, entertainment, gifts,
and the use of listed property. The
methods of substantiation allowed
under paragraph (c)(4) or (c)(5) of this
section also will be considered to be an
adequate accounting if the employer
accepts an employee’s substantiation
and establishes that such substan-
tiation meets the requirements of such
paragraph (c)(4) or (c)(5). For purposes
of an adequate accounting, the method
of substantiation allowed under para-
graph (c)(3) of this section will not be
permitted.

(ii) Procedures for adequate accounting
without documentary evidence. The Com-
missioner may, in his discretion, pre-
scribe rules under which an employee
may make an adequate accounting to
his employer by submitting an account
book, log, diary, etc., alone, without
submitting documentary evidence.

(iii) Employer. For purposes of this
section, the term employer includes an
agent of the employer or a third party
payor who pays amounts to an em-
ployee under a reimbursement or other
expense allowance arrangement.

(5) Substantiation of expenditures by
certain employees. An employee who
makes an adequate accounting to his
employer within the meaning of this
paragraph will not again be required to
substantiate such expense account in-
formation except in the following
cases:

(i) An employee whose business ex-
penses exceed the total of amounts
charged to his employer and amounts
received through advances, reimburse-
ments or otherwise and who claims a
deduction on his return for such excess,

(ii) An employee who is related to his
employer within the meaning of sec-
tion 267(b), but for this purpose the per-
centage referred to in section 267(b)(2)
shall be 10 percent, and

(iii) Employees in cases where it is
determined that the accounting proce-
dures used by the employer for the re-
porting and substantiation of expenses
by such employees are not adequate, or
where it cannot be determined that
such procedures are adequate. The dis-
trict director will determine whether

the employer’s accounting procedures
are adequate by considering the facts
and circumstances of each case, includ-
ing the use of proper internal controls.
For example, an employer should re-
quire that an expense account be
verified and approved by a reasonable
person other than the person incurring
such expenses. Accounting procedures
will be considered inadequate to the
extent that the employer does not re-
quire an adequate accounting from his
employees as defined in paragraph (f)(4)
of this section, or does not maintain
such substantiation. To the extent an
employer fails to maintain adequate
accounting procedures he will thereby
obligate his employees to substantiate
separately their expense account infor-
mation.

(g) Substantiation by reimbursement
arrangements or per diem, mileage,
and other traveling allowances. For
guidance, see § 1.274(d)–1.

(h) Reporting and substantiation of cer-
tain reimbursements of persons other than
employees—(1) In general. The purpose
of this paragraph is to provide rules for
the reporting and substantiation of
certain expenses for travel, entertain-
ment, gifts, or with respect to listed
property paid or incurred by one person
(hereinafter termed ‘‘independent con-
tractor’’) in connection with services
performed for another person other
than an employer (hereinafter termed
‘‘client or customer’’) under a reim-
bursement or other expense allowance
arrangement with such client or cus-
tomer. For purposes of this paragraph,
the term business expenses means ordi-
nary and necessary expenses for travel,
entertainment, gifts, or with respect to
listed property which are deductible
under section 162, and the regulations
thereunder, to the extent not dis-
allowed by sections 262 and 274(c).
Thus, the term business expenses does
not include personal, living, or family
expenses disallowed by section 262 or
travel expenses disallowed by section
274(c), and reimbursements for such ex-
penditures must be reported as income
by the independent contractor. For
purposes of this paragraph, the term re-
imbursements means advances, allow-
ances, or reimbursements received by
an independent contractor for travel,
entertainment, gifts, or with respect to
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listed property in connection with the
performance by him of services for his
client or customer, under a reimburse-
ment or other expense allowance ar-
rangement with his client or customer,
and includes amounts charged directly
or indirectly to the client or customer
through credit card systems or other-
wise. See paragraph (j) of this section
relating to the substantiation of meal
expenses while traveling away from
home.

(2) Substantiation by independent con-
tractors. An independent contractor
shall substantiate, with respect to his
reimbursements, each element of an
expenditure (described in paragraph (b)
of this section) in accordance with the
requirements of paragraph (c) of this
section; and, to the extent he does not
so substantiate, he shall include such
reimbursements in income. An inde-
pendent contractor shall so substan-
tiate a reimbursement for entertain-
ment regardless of whether he accounts
(within the meaning of paragraph (h)(3)
of this section) for such entertainment.

(3) Accounting to a client or customer
under section 274(e)(4)(B). Section
274(e)(4)(B) provides that section 274(a)
(relating to disallowance of expenses
for entertainment) shall not apply to
expenditures for entertainment for
which an independent contractor has
been reimbursed if the independent
contractor accounts to his client or
customer, to the extent provided by
section 274(d). For purposes of section
274(e)(4)(B), an independent contractor
shall be considered to account to his
client or customer for an expense paid
or incurred under a reimbursement or
other expense allowance arrangement
with his client or customer if, with re-
spect to such expense for entertain-
ment, he submits to his client or cus-
tomer adequate records or other suffi-
cient evidence conforming to the re-
quirements of paragraph (c) of this sec-
tion.

(4) Substantiation by client or customer.
A client or customer shall not be re-
quired to substantiate, in accordance
with the requirements of paragraph (c)
of this section, reimbursements to an
independent contractor for travel and
gifts, or for entertainment unless the
independent contractor has accounted
to him (within the meaning of section

274(e)(4)(B) and paragraph (h)(3) of this
section) for such entertainment. If an
independent contractor has so ac-
counted to a client or customer for en-
tertainment, the client or customer
shall substantiate each element of the
expenditure (as described in paragraph
(b) of this section) in accordance with
the requirements of paragraph (c) of
this section.

(i) [Reserved]
(j) Authority for an optional method of

computing meal expenses while traveling
away from home. The Commissioner
may establish a method under which a
taxpayer may elect to use a specified
amount or amounts for meals while
traveling away from home in lieu of
substantiating the actual cost of
meals. The taxpayer would not be re-
lieved of substantiating the actual cost
of other travel expenses as well as the
time, place, and business purpose of the
travel. See paragraphs (b)(2) and (c) of
this section.

(k) Exceptions for qualified nonpersonal
use vehicles—(1) In general. The substan-
tiation requirements of section 274(d)
and this section do not apply to any
qualified nonpersonal use vehicle (as
defined in paragraph (k)(2) of this sec-
tion).

(2) Qualified nonpersonal use vehicle—
(i) In general. For purposes of section
274(d) and this section, the term quali-
fied nonpersonal use vehicle means any
vehicle which, by reason of its nature
(i.e., design), is not likely to be used
more than a de minimis amount for
personal purposes.

(ii) List of vehicles. Vehicles which are
qualified nonpersonal use vehicles in-
clude the following—

(A) Clearly marked police and fire ve-
hicles (as defined and to the extent pro-
vided in paragraph (k)(3) of this sec-
tion),

(B) Ambulances used as such or
hearses used as such,

(C) Any vehicle designed to carry
cargo with a loaded gross vehicle
weight over 14,000 pounds,

(D) Bucket trucks (‘‘cherry pickers’’),
(E) Cement mixers,
(F) Combines,
(G) Cranes and derricks,
(H) Delivery trucks with seating only

for the driver, or only for the driver
plus a folding jump seat,
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(I) Dump trucks (including garbage
trucks),

(J) Flatbed trucks,
(K) Forklifts,
(L) Passenger buses used as such with

a capacity of at least 20 passengers,
(M) Qualified moving vans (as defined

in paragraph (k)(4) of this section),
(N) Qualified specialized utility re-

pair trucks (as defined in paragraph
(k)(5) of this section),

(O) Refrigerated trucks,
(P) School buses (as defined in sec-

tion 4221(d)(7)(C)),
(Q) Tractors and other special pur-

pose farm vehicles,
(R) Unmarked vehicles used by law

enforcement officers (as defined in
paragraph (k)(6) of this section) if the
use is officially authorized, and

(S) Such other vehicles as the Com-
missioner may designate.

(3) Clearly marked police or fire vehi-
cles. A police or fire vehicle is a vehi-
cle, owned or leased by a governmental
unit, or any agency or instrumentality
thereof, that is required to be used for
commuting by a police officer or fire
fighter who, when not on a regular
shift, is on call at all times, provided
that any personal use (other than com-
muting) of the vehicle outside the
limit of the police officer’s arrest pow-
ers or the fire fighter’s obligation to
respond to an emergency is prohibited
by such governmental unit. A police or
fire vehicle is clearly marked if,
through painted insignia or words, it is
readily apparent that the vehicle is a
police or fire vehicle. A marking on a
license plate is not a clear marking for
purposes of this paragraph (k).

(4) Qualified moving van. The term
qualified moving van means any truck
or van used by a professional moving
company in the trade or business of
moving household or business goods
if—

(i) No personal use of the van is al-
lowed other than for travel to and from
a move site (or for de minimis personal
use, such as a stop for lunch on the way
between two move sites),

(ii) Personal use for travel to and
from a move site is an irregular prac-
tice (i.e., not more than five times a
month on average), and

(iii) Personal use is limited to situa-
tions in which it is more convenient to

the employer, because of the location
of the employee’s residence in relation
to the location of the move site, for the
van not to be returned to the employ-
er’s business location.

(5) Qualified specialized utility repair
truck. The term qualified specialized util-
ity repair truck means any truck (not
including a van or pickup truck) spe-
cifically designed and used to carry
heavy tools, testing equipment, or
parts if—

(i) The shelves, racks, or other per-
manent interior construction which
has been installed to carry and store
such heavy items is such that it is un-
likely that the truck will be used more
than a de minimis amount for personal
purposes, and

(ii) The employer requires the em-
ployee to drive the truck home in order
to be able to respond in emergency sit-
uations for purposes of restoring or
maintaining electricity, gas, tele-
phone, water, sewer, or steam utility
services.

(6) Unmarked law enforcement vehi-
cles—(i) In general. The substantiation
requirements of section 274(d) and this
section do not apply to officially au-
thorized uses of an unmarked vehicle
by a ‘‘law enforcement officer’’. To
qualify for this exception, any personal
use must be authorized by the Federal,
State, county, or local governmental
agency or department that owns or
leases the vehicle and employs the offi-
cer, and must be incident to law-en-
forcement functions, such as being able
to report directly from home to a
stakeout or surveillance site, or to an
emergency situation. Use of an un-
marked vehicle for vacation or recre-
ation trips cannot qualify as an au-
thorized use.

(ii) Law enforcement officer. The term
law enforcement officer means an indi-
vidual who is employed on a full-time
basis by a governmental unit that is
responsible for the prevention or inves-
tigation of crime involving injury to
persons or property (including appre-
hension or detention of persons for
such crimes), who is authorized by law
to carry firearms, execute search war-
rants, and to make arrests (other than
merely a citizen’s arrest), and who reg-
ularly carries firearms (except when it
is not possible to do so because of the
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requirements of undercover work). The
term law enforcement officer may in-
clude an arson investigator if the in-
vestigator otherwise meets the require-
ments of this paragraph (k)(6)(ii), but
does not include Internal Revenue
Service special agents.

(7) Trucks and vans. The substan-
tiation requirements of section 274(d)
and this section apply generally to any
pickup truck or van, unless the truck
or van has been specially modified with
the result that it is not likely to be
used more than a de minimis amount
for personal purposes. For example, a
van that has only a front bench for
seating, in which permanent shelving
that fills most of the cargo area has
been installed, that constantly carries
merchandise or equipment, and that
has been specially painted with adver-
tising or the company’s name, is a ve-
hicle not likely to be used more than a
de minimis amount for personal pur-
poses.

(8) Examples. The following examples
illustrate the provisions of paragraph
(k)(3) and (6) of this section:

Example 1. Detective C, who is a ‘‘law en-
forcement officer’’ employed by a state po-
lice department, headquartered in city M, is
provided with an unmarked vehicle
(equipped with radio communication) for use
during off-duty hours because C must be able
to communicate with headquarters and be
available for duty at any time (for example,
to report to a surveillance or crime site).
The police department generally has offi-
cially authorized personal use of the vehicle
by C but has prohibited use of the vehicle for
recreational purposes or for personal pur-
poses outside the state. Thus, C’s use of the
vehicle for commuting between headquarters
or a surveillance site and home and for per-
sonal errands is authorized personal use as
described in paragraph (k)(6)(i) of this sec-
tion. With respect to these authorized uses,
the vehicle is not subject to the substan-
tiation requirements of section 274(d) and
the value of these uses is not included in C’s
gross income.

Example 2. Detective T is a ‘‘law enforce-
ment officer’’ employed by city M. T is au-
thorized to make arrests only within M’s
city limits. T, along with all other officers
on the force, is ordinarily on duty for eight
hours each work day and on call during the
other sixteen hours. T is provided with the
use of a clearly marked police vehicle in
which T is required to commute to his home
in city M. The police department’s official
policy regarding marked police vehicles pro-
hibits personal use (other than commuting)

of the vehicles outside the city limits. When
not using the vehicle on the job, T uses the
vehicle only for commuting, personal er-
rands on the way between work and home,
and personal errands within city M. All use
of the vehicle by T conforms to the require-
ments of paragraph (k)(3) of this section.
Therefore, the value of that use is excluded
from T’s gross income as a working condi-
tion fringe and the vehicle is not subject to
the substantiation requirements of section
274(d).

(l) Definitions. For purposes of section
274(d) and this section, the terms auto-
mobile and vehicle have the same mean-
ings as prescribed in § 1.61–21(d)(1)(ii)
and § 1.61–21(e)(2), respectively. Also,
for purposes of section 274(d) and this
section, the terms employer, ‘‘employee,
and personal use have the same mean-
ings as prescribed in § 1.274–6T(e).

(m) Effective date. Section 274(d), as
amended by the Tax Reform Act of 1984
and Public Law 99–44, and this section
(except as provided in paragraph (d)(2)
and (3) of this section) apply with re-
spect to taxable years beginning after
December 31, 1985. Section 274(d) and
this section apply to any deduction or
credit claimed in a taxable year begin-
ning after December 31, 1985, with re-
spect to any listed property, regardless
of the taxable year in which the prop-
erty was placed in service. However,
except as provided in § 1.132–5(h) with
respect to qualified nonpersonal use ve-
hicles, the substantiation requirements
of section 274(d) and this section do not
apply to the determination of an em-
ployee’s working condition fringe ex-
clusion or to the determination under
§ 1.162–25(b) of an employee’s deduction
before the date that those require-
ments apply, under this paragraph (m),
to the employer, if the employer is tax-
able.

[T.D. 8061, 50 FR 46014, Nov. 6, 1985; as amend-
ed by T.D. 8063, 50 FR 52312, Dec. 23, 1985;
T.D. 8276, 54 FR 51027, Dec. 12, 1989; T.D. 8451,
57 FR 57669, Dec. 7, 1992; T.D. 8601, 60 FR
36995, July 19, 1995; T.D. 8715, 62 FR 13990,
Mar. 25, 1997]

§ 1.274–6 Expenditures deductible
without regard to trade or business
or other income producing activity.

The provisions of §§ 1.274–1 through
1.274–5, inclusive, do not apply to any
deduction allowable to the taxpayer
without regard to its connection with
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the taxpayer’s trade or business or
other income producing activity. Ex-
amples of such items are interest,
taxes such as real property taxes, and
casualty losses. Thus, if a taxpayer
owned a fishing camp, the taxpayer
could still deduct mortgage interest
and real property taxes in full even if
deductions for its use are not allowable
under section 274(a) and § 1.274–2. In the
case of a taxpayer which is not an indi-
vidual, the provisions of this section
shall be applied as if it were an indi-
vidual. Thus, if a corporation sustains
a casualty loss on an entertainment fa-
cility used in its trade or business, it
could deduct the loss even though de-
ductions for the use of the facility are
not allowable.

[T.D. 8051, 50 FR 36576, Sept. 9, 1985]

§ 1.274–6T Substantiation with respect
to certain types of listed property
for taxable years beginning after
1985 (temporary).

(a) Written policy statements as to vehi-
cles—(1) In general. Two types of writ-
ten policy statements satisfying the
conditions described in paragraph (a)(2)
and (3) of this section, if initiated and
kept by an employer to implement a
policy of no personal use, or no per-
sonal use except for commuting, of a
vehicle provided by the employer, qual-
ify as sufficient evidence corroborating
the taxpayer’s own statement and
therefore will satisfy the employer’s
substantiation requirements under sec-
tion 274(d). Therefore, the employee
need not keep a separate set of records
for purposes of the employer’s substan-
tiation requirements under section
274(d) with respect to use of a vehicle
satisfying these written policy state-
ment rules. A written policy statement
adopted by a governmental unit as to
employee use of its vehicles is eligible
for these exceptions to the section
274(d) substantiation rules. Thus, a res-
olution of a city council or a provision
of state law or a state constitution
would qualify as a written policy state-
ment, as long as the conditions de-
scribed in paragraph (a)(2) and (3) of
this section are met.

(2) Vehicles not used for personal pur-
poses—(i) Employers. A policy state-
ment that prohibits personal use by an
employee satisfies an employer’s sub-

stantiation requirements under section
274(d) if all the following conditions are
met—

(A) The vehicle is owned or leased by
the employer and is provided to one or
more employees for use in connection
with the employer’s trade or business,

(B) When the vehicle is not used in
the employer’s trade or business, it is
kept on the employer’s business prem-
ises, unless it is temporarily located
elsewhere, for example, for mainte-
nance or because of a mechanical fail-
ure,

(C) No employee using the vehicle
lives at the employer’s business prem-
ises,

(D) Under a written policy of the em-
ployer, neither an employee, nor any
individual whose use would be taxable
to the employee, may use the vehicle
for personal purposes, except for de
minimis personal use (such as a stop
for lunch between two business deliv-
eries), and

(E) The employer reasonably believes
that, except for de minimis use, neither
the employee, nor any individual whose
use would be taxable to the employee,
uses the vehicle for any personal pur-
pose.
There must also be evidence that would
enable the Commissioner to determine
whether the use of the vehicle meets
the preceding five conditions.

(ii) Employees. An employee, in lieu of
substantiating the business/investment
use of an employer-provided vehicle
under § 1.274–5T, may treat all use of
the vehicle as business/investment use
if the following conditions are met—

(A) The vehicle is owned or leased by
the employer and is provided to one or
more employees for use in connection
with the employer’s trade or business,

(B) When the vehicle is not used in
the employer’s trade or business, it is
kept on the employer’s business prem-
ises, unless it is temporarily located
elsewhere, for example, for mainte-
nance or because of a mechanical fail-
ure,

(C) No employee using the vehicle
lives at the employer’s business prem-
ises,

(D) Under a written policy of the em-
ployer, neither the employee, nor any
individual whose use would be taxable
to the employee, may use the vehicle
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for personal purposes, except for de
minimis personal use (such as a stop
for lunch between two business deliv-
eries), and

(E) Except for de minimis personal
use, neither the employee, nor any in-
dividual whose use would be taxable to
the employee, uses the vehicle for any
personal purpose.
There must also be evidence that would
enable the Commissioner to determine
whether the use of the vehicle meets
the preceding five conditions.

(3) Vehicles not used for personal pur-
poses other than commuting—(i) Employ-
ers. A policy statement that prohibits
personal use by an employee, other
than commuting, satisfies an employ-
er’s substantiation requirements under
section 274(d) if all the following condi-
tions are met—

(A) The vehicle is owned or leased by
the employer and is provided to one or
more employees for use in connection
with the employer’s trade or business
and is used in the employer’s trade or
business,

(B) For bona fide noncompensatory
business reasons, the employer requires
the employee to commute to and/or
from work in the vehicle,

(C) The employer has established a
written policy under which neither the
employee, nor any individual whose use
would be taxable to the employee, may
use the vehicle for personal purposes,
other than for commuting or de mini-
mis personal use (such as a stop for a
personal errand on the way between a
business delivery and the employee’s
home),

(D) The employer reasonably believes
that, except for de minimis personal
use, neither the employee, nor any in-
dividual whose use would be taxable to
the employee, uses the vehicle for any
personal purpose other than com-
muting,

(E) The employee required to use the
vehicle for commuting is not a control
employee (as defined in § 1.61–2T(f) (5)
and (6)) required to use an automobile
(as defined in § 1.61–2T(d)(1)(ii)), and

(F) The employer accounts for the
commuting use by including in the em-
ployee’s gross income the commuting
value provided in § 1.61–2T(f)(3) (to the
extent not reimbursed by the em-
ployee).

There must be evidence that would en-
able the Commissioner to determine
whether the use of the vehicle met the
preceding six conditions.

(ii) Employees. An employee, in lieu of
substantiating the business/investment
use of an employer-provided vehicle
under § 1.274–5T, may substantiate any
exclusion allowed under section 132 for
a working condition fringe by includ-
ing in income the commuting value of
the vehicle (determined by the em-
ployer pursuant to § 1.61–2T(f)(3)) if all
the following conditions are met:

(A) The vehicle is owned or leased by
the employer and is provided to one or
more employees for use in connection
with the employer’s trade or business
and is used in the employer’s trade or
business,

(B) For bona fide noncompensatory
business reasons, the employer requires
the employee to commute to and/or
from work in the vehicle,

(C) Under a written policy of the em-
ployer, neither the employee, nor any
individual whose use would be taxable
to the employee, may use the vehicle
for personal purposes, other than for
commuting or de minimis personal use
(such as a stop for a personal errand on
the way between a business delivery
and the employee’s home),

(D) Except for de minimis personal
use, neither the employee, nor any in-
dividual whose use would be taxable to
the employee, uses the vehicle for any
personal purpose other than com-
muting,

(E) The employee required to use the
vehicle for commuting is not a control
employee (as defined in § 1.61–2T(f) (5)
and (6) required to use an automobile
(as defined in § 1.61–2T(d)(1)(ii)), and

(F) The employee includes in gross
income the commuting value deter-
mined by the employer as provided in
§ 1.61–2T(f)(3) (to the extent that the
employee does not reimburse the em-
ployer for the commuting use).

There must also be evidence that would
enable the Commissioner to determine
whether the use of the vehicle met the
preceding six conditions.

(b) Vehicles used in connection with the
business of farming—(1) In general. If,
during a taxable year or shorter period,
a vehicle, not otherwise described in
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section 274(i), § 1.274–5T(k), or para-
graph (a) (2) or (3) of this section, is
owned or leased by an employer and
used during most of a normal business
day directly in connection with the
business of farming (as defined in para-
graph (b)(2) of this section), the em-
ployer, in lieu of substantiating the use
of the vehicle as prescribed in § 1.274–
5T(b)(6)(i)(B), may determine any de-
duction or credit with respect to the
vehicle as if the business/investment
use (as defined in § 1.280F–6T(d)(3)(i))
and the qualified business use (as de-
fined in § 1.280F–6T(d)(2)) of the vehicle
in the business of farming for the tax-
able year or shorter period were 75 per-
cent plus that percentage, if any, at-
tributable to an amount included in an
employee’s gross income. If the vehicle
is also available for personal use by
employees, the employer must include
the value of that personal use in the
gross income of the employees, allo-
cated among them in the manner pre-
scribed in § 1.132–5T(g).

(2) Directly in connection with the busi-
ness of farming. The phrase directly in
connection with the business of farming
means that the vehicle must be used
directly in connection with the busi-
ness of operating a farm (i.e., culti-
vating land or raising or harvesting
any agricultural or horticultural com-
modity, or the raising, shearing, feed-
ing, caring for, training, and manage-
ment of animals) or incidental thereto
(for example, trips to the feed and sup-
ply store).

(3) Substantiation by employees. If an
employee is provided with the use of a
vehicle to which this paragraph (b) ap-
plies, the employee may, in lieu of sub-
stantiating the business/investment
use of the vehicle in the manner pre-
scribed in § 1.274–5T, substantiate any
exclusion allowed under section 132 for
a working condition fringe as if the
business/investment use of the vehicle
were 75 percent, plus that percentage,
if any, determined by the employer to
be attributable to the use of the vehi-
cle by individuals other than the em-
ployee, provided that the employee in-
cludes in gross income the amount de-
termined by the employer as includible
in the employee’s gross income. See
§ 1.132–5T(g)(3) for examples illustrating

the allocation of use of a vehicle
among employees.

(c) Vehicles treated as used entirely for
personal purposes. An employer may
satisfy the substantiation require-
ments under section 274(d) for a taxable
year or shorter period with respect to
the business use of a vehicle that is
provided to an employee by including
the value of the availability of the ve-
hicle during the relevant period in the
employee’s gross income without any
exclusion for a working condition
fringe with respect to the vehicle and,
if required, by withholding any taxes.
Under these circumstances, the em-
ployer’s business/investment use of the
vehicle during the relevant period is
100 percent. The employer’s qualified
business use of the vehicle is dependent
upon the relationship of the employee
to the employer (see § 1.280F–6T(d)(2)).

(d) Limitation. If a taxpayer chooses
to satisfy the substantiation require-
ments of section 274(d) and § 1.274–5T by
using one of the methods prescribed in
paragraphs (a) (2) or (3), (b), or (c) of
this section and files a return with the
Internal Revenue Service for a taxable
year consistent with such choice, the
taxpayer may not later use another of
these methods. Similarly, if a taxpayer
chooses to satisfy the substantiation
requirements of section 274(d) in the
manner prescribed in § 1.274–5T and
files a return with the Internal Rev-
enue Service for a taxable year con-
sistent with such choice, the taxpayer
may not later use a method prescribed
in paragraph (a) (2) or (3), (b), or (c) of
this section. This rule applies to an
employee for purposes of substan-
tiating any working condition fringe
exclusion as well as to an employer.
For example, if an employee excludes
on his federal income tax return for a
taxable year 90 percent of the value of
the availability of an employer-pro-
vided automobile on the basis of
records that allegedly satisfy the ‘‘ade-
quate records’’ requirement of § 1.274–
5T(c)(2), and that requirement is not
satisfied, then the employee may not
satisfy the substantiation require-
ments of section 274(d) for the taxable
year by any method prescribed in this
section, but may present other cor-
roborative evidence as prescribed in
§ 1.274–5T(c)(3).
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(e) Definitions—(1) In general. The
definitions provided in this paragraph
(e) apply for purposes of section 274(d),
§ 1.274–5T, and this section.

(2) Employer and employee. The terms
employer and employee include the fol-
lowing:

(i) A sole proprietor shall be treated
as both an employer and employee,

(ii) A partnership shall be treated as
an employer of its partners, and

(iii) A partner shall be treated as an
employee of the partnership.

(3) Automobile. The term automobile
has the same meaning as prescribed in
§ 1.61–2T(d)(1)(ii).

(4) Vehicle. The term vehicle has the
same meaning as prescribed in § 1.61–
2T(e)(2).

(5) Personal use. Personal use by an
employee of an employer-provided ve-
hicle includes use in any trade or busi-
ness other than the trade or business of
being the employee of the employer
providing the vehicle.

(f) Effective date. This section is effec-
tive for taxable years beginning after
December 31, 1985.

[T.D. 8061, 50 FR 46037, Nov. 6, 1985; as amend-
ed by T.D. 8063, 50 FR 52312, Dec. 23, 1985]

§ 1.274–7 Treatment of certain expend-
itures with respect to entertain-
ment-type facilities.

If deductions are disallowed under
§ 1.274–2 with respect to any portion of
a facility, such portion shall be treated
as an asset which is used for personal,
living, and family purposes (and not as
an asset used in a trade or business).
Thus, the basis of such a facility will
be adjusted for purposes of computing
depreciation deductions and deter-
mining gain or loss on the sale of such
facility in the same manner as other
property (for example, a residence)
which is regarded as used partly for
business and partly for personal pur-
poses.

[T.D. 6659, 28 FR 6507, June 25, 1963]

§ 1.274–8 Effective date.
Except as provided in § 1.274–2 (a) and

(e), §§ 1.274–1 through 1.274–7 apply with
respect to taxable years ending after
December 31, 1962, but only in respect
of periods after such date.

[T.D. 8051, 50 FR 36576, Sept. 9, 1985]

§ 1.274(d)–1 Substantiation require-
ments.

(a) Substantiation by reimbursement ar-
rangements or per diem, mileage, and
other traveling allowances—(1) In gen-
eral. The Commissioner may, in his dis-
cretion, prescribe rules in pronounce-
ments of general applicability under
which allowances for expenses de-
scribed in paragraph (a)(2) of this sec-
tion will, if in accordance with reason-
able business practice, be regarded as
equivalent to substantiation by ade-
quate records or other sufficient evi-
dence for purposes of § 1.274–5T(c) of the
amount of such expenses and as satis-
fying, with respect to the amount of
such expenses, the requirements of an
adequate accounting to the employer
for purposes of § 1.274–5T(f)(4). If the
total allowance received exceeds the
deductible expenses paid or incurred by
the employee, such excess must be re-
ported as income on the employee’s re-
turn. See § 1.274–5T(j) relating to the
substantiation of meal expenses while
traveling away from home.

(2) Allowances for expenses described.
An allowance for expenses is described
in this paragraph (a)(2) if it is a—

(i) Reimbursement arrangement cov-
ering ordinary and necessary expenses
of traveling away from home (exclusive
of transportation expenses to and from
destination);

(ii) Per diem allowance providing for
ordinary and necessary expenses of
traveling away from home (exclusive of
transportation costs to and from des-
tination); or

(iii) Mileage allowance providing for
ordinary and necessary expenses of
local travel and transportation while
traveling away from home.

(3) Limitation. A mileage allowance
described in paragraph (a)(2)(iii) of this
section is available only to the owner
of a vehicle.

(b) Effective date. This section applies
to allowances described in paragraph
(a)(2) of this section for expenses paid
or incurred on or before December 31,
1997. For allowances for expenses paid
or incurred after December 31, 1997, see
§ 1.274(d)–1T.

[T.D. 8451, 57 FR 57669, Dec. 7, 1992, as amend-
ed by T.D. 8784, 63 FR 52601, Oct. 1, 1998]

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00561 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



566

26 CFR Ch. I (4–1–99 Edition)§ 1.274(d)–1T

§ 1.274(d)–1T Substantiation require-
ments (temporary).

(a) (1) and (2) [Reserved]. For further
guidance, see § 1.274(d)–1(a)(1) and (2).

(a)(3) [Reserved].
(b) Effective date. This section applies

to allowances described in § 1.274(d)–
1(a)(2) for expenses paid or incurred
after December 31, 1997. For allowances
for expenses paid or incurred on or be-
fore December 31, 1997, see § 1.274(d)–
1(a).

[T.D. 8784, 63 FR 52601, Oct. 1, 1998; 63 FR
64187, Nov. 19, 1998]

§ 1.275–1 Deduction denied in case of
certain taxes.

For description of the taxes for which
a deduction is denied under section 275,
see paragraphs (a), (b), (c), (e), and (h)
of § 1.164–2.

[T.D. 6780, 29 FR 18148, Dec. 22, 1964, as
amended by T.D. 7767, 46 FR 11264, Feb. 6,
1981]

§ 1.276–1 Disallowance of deductions
for certain indirect contributions to
political parties.

(a) In general. Notwithstanding any
other provision of law, no deduction
shall be allowed for income tax pur-
poses in respect of any amount paid or
incurred after March 15, 1966, in a tax-
able year of the taxpayer beginning
after December 31, 1965, for any expend-
iture to which paragraph (b)(1), (c), (d),
or (e) of this section is applicable. Sec-
tion 276 is a disallowance provision ex-
clusively and does not make deductible
any expenses which are not otherwise
allowed under the Code. For certain
other rules in respect of deductions for
expenditures for political purposes, see
§§ 1.162–15(b), 1.162–20, and 1.271–1.

(b) Advertising in convention program—
(1) General rule. (i) Except as provided
in subparagraph (2) of this paragraph,
no deduction shall be allowed for an ex-
penditure for advertising in a conven-
tion program of a political party. For
purposes of this subparagraph it is im-
material who publishes the convention
program or to whose use the proceeds
of the program inure (or are intended
to inure). A convention program is any
written publication (as defined in para-
graph (c) of this section) which is dis-
tributed or displayed in connection

with or at a political convention, con-
clave, or meeting. Under certain condi-
tions payments to a committee orga-
nized for the purpose of bringing a po-
litical convention to an area are de-
ductible under paragraph (b) of § 1.162–
15. This rule is not affected by the pro-
visions of this section. For example,
such payments may be deductible not-
withstanding the fact that the com-
mittee purchases from a political party
the right to publish a pamphlet in con-
nection with a convention and that the
deduction of costs of advertising in the
pamphlet is prohibited under this sec-
tion.

(ii) The application of the provisions
of this subparagraph may be illustrated
by the following example:

Example. M Corporation publishes the con-
vention program of the Y political party for
a convention not described in subparagraph
(2) of this paragraph. The corporation makes
no payment of any kind to or on behalf of
the party or any of its candidates and no
part of the proceeds of the publication and
sale of the program inures directly or indi-
rectly to the benefit of any political party or
candidate. P Corporation purchases an ad-
vertisement in the program. P Corporation
may not deduct the cost of such advertise-
ment.

(2) Amounts paid or incurred on or after
January 1, 1968, for advertising in pro-
grams of certain national political con-
ventions. (i) Subject to the limitations
in subdivision (ii) of this subparagraph,
a deduction may be allowed for any
amount paid or incurred on or after
January 1, 1968, for advertising in a
convention program of a political party
distributed in connection with a con-
vention held for the purpose of nomi-
nating candidates for the offices of
President and Vice President of the
United States, if the proceeds from the
program are actually used solely to de-
fray the costs of conducting the con-
vention (or are set aside for such use at
the next convention of the party held
for such purpose) and if the amount
paid or incurred for the advertising is
reasonable. If such amount is not rea-
sonable or if any part of the proceeds is
used for a purpose other than that of
defraying such convention costs, no
part of the amount is deductible.
Whether or not an amount is reason-
able shall be determined in light of the
business the taxpayer may expect to
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receive either directly as a result of
the advertising or as a result of the
convention being held in an area in
which the taxpayer has a principal
place of business. For these purposes,
an amount paid or incurred for adver-
tising will not be considered as reason-
able if it is greater than the amount
which would be paid for comparable ad-
vertising in a comparable convention
program of a nonpolitical organization.
Institutional advertising (e.g., adver-
tising of a type not designed to sell
specific goods or services to persons at-
tending the convention) is not adver-
tising which may be expected to result
directly in business for the taxpayer
sufficient to make the expenditures
reasonable. Accordingly, an amount
spent for institutional advertising in a
convention program may be deductible
only if the taxpayer has a principal
place of business in the area where the
convention is held. An official state-
ment made by a political party after a
convention as to the use made of the
proceeds from its convention program
shall constitute prima facie evidence of
such use.

(ii) No deduction may be taken for
any amount described in this subpara-
graph which is not otherwise allowable
as a deduction under section 162, relat-
ing to trade or business expenses.
Therefore, in order for any such
amount to be deductible, it must first
satisfy the requirements of section 162,
and, in addition, it must also satisfy
the more restrictive requirements of
this subparagraph.

(c) Advertising in publication other
than convention program. No deduction
shall be allowed for an expenditure for
advertising in any publication other
than a convention program if any part
of the proceeds of such publication di-
rectly or indirectly inures (or is in-
tended to inure) to or for the use of a
political party or a political candidate.
For purposes of this paragraph, a publi-
cation includes a book, magazine, pam-
phlet, brochure, flier, almanac, news-
paper, newsletter, handbill, billboard,
menu, sign, scorecard, program, an-
nouncement, radio or television pro-
gram or announcement, or any similar
means of communication. For the defi-
nition of inurement of proceeds to a po-

litical party or a political candidate,
see paragraph (f)(3) of this section.

(d) Admission to dinner or program. No
deduction shall be allowed for an ex-
penditure for admission to any dinner
or program, if any part of the proceeds
of such event directly or indirectly in-
ures (or is intended to inure) to or for
the use of a political party or a polit-
ical candidate. For purposes of this
paragraph, a dinner or program in-
cludes a gala, dance, ball, theatrical or
film presentation, cocktail or other
party, picnic, barbecue, sporting event,
brunch, tea, supper, auction, bazaar,
reading, speech, forum, lecture, fashion
show, concert, opening, meeting, gath-
ering, or any similar event. For the
definition of inurement of proceeds to
a political party or a political can-
didate and of admission to a dinner or
program, see paragraph (f) of this sec-
tion.

(e) Admission to inaugural event. (1) No
deduction shall be allowed for an ex-
penditure for admission to an inau-
gural ball, inaugural gala, inaugural
parade, or inaugural concert, or to any
similar event (such as a dinner or pro-
gram, as defined in paragraph (d) of
this section), in connection with the
inauguration or installation in office of
any official, or any equivalent event
for an unsuccessful candidate, if the
event is identified with a political
party or a political candidate. For pur-
poses of this paragraph, the sponsor-
ship of the event and the use to which
the proceeds of the event are or may be
put are irrelevant, except insofar as
they may tend to identify the event
with a political party or a political
candidate. For the definition of admis-
sion to an inaugural event, see para-
graph (f)(4) of this section.

(2) The application of the provisions
of this paragraph may be illustrated by
the following example:

Example. An inaugural reception for A, a
prominent member of Y party who has been
recently elected judge of the municipal court
of F city, is held with the proceeds going to
the city treasury. The price of admission to
such affair is not deductible.

(f) Definitions—(1) Political party. For
purposes of this section the term polit-
ical party has the same meaning as that
provided for in paragraph (b)(1) of
§ 1.271–1.
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(2) Political candidate. For purposes of
this section, the term political can-
didate is to be construed in accordance
with the purpose of section 276 to deny
tax deductions for certain expenditures
which may be used directly or indi-
rectly to finance political campaigns.
The term includes a person who, at the
time of the event or publication with
respect to which the deduction is being
sought, has been selected or nominated
by a political party for any elective of-
fice. It also includes an individual who
is generally believed, under the facts
and circumstances at the time of the
event or publication, by the persons
making expenditures in connection
therewith to be an individual who is or
who in the reasonably foreseeable fu-
ture will be seeking selection, nomina-
tion, or election to any public office.
For purposes of the preceding sentence,
the facts and circumstances to be con-
sidered include, but are not limited to,
the purpose of the event or publication
and the disposition to be made of the
proceeds. In the absence of evidence to
the contrary it shall be presumed that
persons making expenditures in con-
nection with an event or publication
generally believe that an incumbent of
an elective public office will run for re-
election to his office or for election to
some other public office.

(3) Inurement of proceeds to political
party or political candidate—(i) In gen-
eral. Subject to the special rules pre-
sented in subdivision (iii) of this sub-
paragraph (relating to a political can-
didate), proceeds directly or indirectly
inure to or for the use of a political
party or a political candidate (a) if the
party or candidate may order the dis-
position of any part of such proceeds,
regardless of what use is actually made
thereof, or (b) if any part of such pro-
ceeds is utilized by any person for the
benefit of the party or candidate. These
conditions are equally applicable in de-
termining whether the proceeds are in-
tended to inure. Accordingly, it is im-
material whether the event or publica-
tion operates at a loss if, had there
been a profit, any part of the proceeds
would have inured to or for the use of
a political party or a political can-
didate. Moreover, it shall be presumed
that where a dinner, program, or publi-
cation is sponsored by or identified

with a political party or political can-
didate, the proceeds of such dinner,
program, or publication directly or in-
directly inure (or are intended to
inure) to or for the use of the party or
candidate. On the other hand, proceeds
are not considered to directly or indi-
rectly inure to the benefit of a political
party or political candidate if the ben-
efit derived is so remote as to be neg-
ligible or merely a coincidence of the
relationship of a political candidate to
a trade or business profiting from an
expenditure of funds. For example, the
proceeds of expenditures made by a
taxpayer in the ordinary course of his
trade or business for advertising in a
publication, such as a newspaper or
magazine, are not considered as inur-
ing to the benefit of a political party or
political candidate merely because the
publication endorses a particular polit-
ical candidate or candidates of a par-
ticular political party, the publisher
independently contributes to the sup-
port of a political party or candidate
out of his own personal funds, or the
principal stockholder of the publishing
firm is a candidate for public office.

(ii) Proceeds to political party. If a po-
litical party may order the disposition
of any part of the proceeds of a publica-
tion or event described in paragraph (c)
or (d) of this section, such proceeds
inure to the use of the party regardless
of what the proceeds are to be used for
or that their use is restricted to a par-
ticular purpose unrelated to the elec-
tion of specific candidates for public of-
fice. Accordingly, where a political
party holds a dinner for the purpose of
raising funds to be used in a voter reg-
istration drive, voter education pro-
gram, or nonprofit political research
program, partisan or nonpartisan, the
proceeds are considered to directly or
indirectly inure to or for the use of the
political party. Proceeds may inure to
or for the use of a political party even
though they are to be used for purposes
which may not be directly related to
any particular election (such as to pay
office rent for its permanent quarters,
salaries to permanent employees, or
utilities charges, or to pay the cost of
an event such as a dinner or program
as defined in paragraph (d) of this sec-
tion).
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(iii) Proceeds to political candidate.
Proceeds directly or indirectly inure
(or are intended to inure) to or for the
use of a political candidate if, in addi-
tion to meeting the conditions de-
scribed in subdivision (i) of this sub-
paragraph, (a) some part of the pro-
ceeds is or may be used directly or in-
directly for the purpose of furthering
his candidacy for selection, nomina-
tion, or election to any elective public
office, and (b) they are not received by
him in the ordinary course of a trade
or business (other than the trade or
business of holding public office). Pro-
ceeds may so inure whether or not the
expenditure sought to be deducted was
paid or incurred before the commence-
ment of political activities with re-
spect to the selection, nomination, or
election referred to in (a) of this sub-
division, or after such selection, nomi-
nation, or election has been made or
has taken place. For example, proceeds
of an event which may be used by an
individual who, under the facts and cir-
cumstances at the time of the event,
the persons making expenditures in
connection therewith generally believe
will in the reasonably foreseeable fu-
ture run for a public office, and which
may be used in furtherance of such in-
dividual’s candidacy, generally will be
deemed to inure (or to be intended to
inure) to or for the use of a political
candidate for the purpose of furthering
such individual’s candidacy. Or, as an-
other example, proceeds of an event oc-
curring after an election, which may be
used by a candidate in that election to
repay loans incurred in directly or in-
directly furthering his candidacy, or in
reimbursement of expenses incurred in
directly or indirectly furthering his
candidacy, will be deemed to directly
or indirectly inure (or to be intended to
inure) to or for the use of a political
candidate for the purpose of furthering
his candidacy. For purposes of this sub-
division, if the proceeds received by a
candidate exceed substantially the fair
market value of the goods furnished or
services rendered by him, the proceeds
are not received by the candidate in
the ordinary course of his trade or
business.

(iv) The application of the provisions
of this subparagraph may be illustrated
by the following examples:

Example 1. Corporation O pays the Y polit-
ical party $100,000 per annum for the right to
publish the Y News, and retains the entire
proceeds from the sale of the publication.
Amounts paid or incurred for advertising in
the Y News are not deductible because a part
of the proceeds thereof indirectly inures to
or for the use of a political party.

Example 2. The X political party holds a
highly publicized ball honoring one of its ac-
tive party members and admission tickets
are offered to all. The guest of honor is a
prominent national figure and a former in-
cumbent of a high public office. The price of
admission is designed to cover merely the
cost of entertainment, food, and the
ballroom, and all proceeds are paid to the
hotel where the function is held, with the po-
litical party bearing the cost of any deficit.
No deduction may be taken for the price of
admission to the ball since the proceeds
thereof inure to or for the use of a political
party.

Example 3. Taxpayer A, engaged in a trade
or business, purchases a number of tickets
for admission to a fundraising affair held on
behalf of political candidate B. The funds
raised by this affair can be used by B for the
purpose of furthering his candidacy. These
expenditures are not deductible by A not-
withstanding that B donates the proceeds of
the affair to a charitable organization.

Example 4. A, an individual taxpayer who
publishes a newspaper, is a candidate for
elective public office. X Corporation adver-
tises its products in A’s newspaper, paying
substantially more than the normal rate for
such advertising. X Corporation may not de-
duct any portion of the cost of that adver-
tising.

(4) Admission to dinners, programs, in-
augural events. For purposes of this sec-
tion, the cost of admission to a dinner,
program, or inaugural event includes
all charges, whether direct or indirect,
for attendance and participation at
such function. Thus, for example,
amounts spent to be eligible for door
prizes, for the privilege of sitting at
the head table, or for transportation
furnished as part of such an event, or
any separate charges for food or drink,
are amounts paid for admission.

[T.D. 6996, 34 FR 833, Jan. 18, 1969, as amend-
ed by T.D. 7010, 34 FR 7145, May 1, 1969]

§ 1.278–1 Capital expenditures in-
curred in planting and developing
citrus and almond groves.

(a) General rule. (1)(i) Except as pro-
vided in subparagraph (2)(iii) of this
paragraph and paragraph (b) of this
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section, there shall be charged to cap-
ital account any amount (allowable as
a deduction without regard to section
278 or this section) which is attrib-
utable to the planting, cultivation,
maintenance, or development of any
citrus or almond grove (or part there-
of), and which is incurred before the
close of the fourth taxable year begin-
ning with the taxable year in which the
trees were planted. For purposes of sec-
tion 278 and this section, such an
amount shall be considered as ‘‘in-
curred’’ in accordance with the tax-
payer’s regular tax accounting method
used in reporting income and expenses
connected with the citrus or almond
grove operation. For purposes of this
paragraph, the portion of a citrus or al-
mond grove planted in 1 taxable year
shall be treated separately from the
portion of such grove planted in an-
other taxable year. The provisions of
section 278 and this section apply to
taxable years beginning after Decem-
ber 31, 1969, in the case of a citrus
grove, and to taxable years beginning
after January 12, 1971, in the case of an
almond grove.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. T, a fiscal year taxpayer plants
a citrus grove 5 weeks before the close of his
taxable year ending in 1971. T is required to
capitalize any amount (allowable as a deduc-
tion without regard to section 278 or this
section) attributable to the planting, cul-
tivation, maintenance, or development of
such grove until the close of his taxable year
ending in 1974.

Example 2. Assume the same facts as in Ex-
ample (1), except that T plants one portion of
such grove 5 weeks before the close of his
taxable year ending in 1971 and another por-
tion of such grove at the beginning of his
taxable year ending in 1972. The required
capitalization period for expenses attrib-
utable to the first portion of such grove shall
run until the close of T’s taxable year ending
in 1974. The required capitalization period for
expenses attributable to the second portion
of such grove shall run until the close of T’s
taxable year ending in 1975.

(2)(i) For purposes of section 278 and
this section a citrus grove is defined as
one or more trees of the rue family,
often thorny and bearing large fruit
with hard, usually thick peel and pulpy
flesh, such as the orange, grapefruit,

lemon, lime, citron, tangelo, and tan-
gerine.

(ii) For purposes of section 278 and
this section, an almond grove is defined
as one or more trees of the species
Prunus amygdalus.

(iii) An amount attributable to the
cultivation, maintenance, or develop-
ment of a citrus or almond grove (or
part thereof) shall include, but shall
not be limited to, the following devel-
opmental or cultural practices expendi-
tures: Irrigation, cultivation, pruning,
fertilizing, management fees, frost pro-
tection, spraying, and upkeep of the
citrus or almond grove. The provisions
of section 278(a) and this paragraph
shall apply to expenditures for fer-
tilizer and related materials notwith-
standing the provisions of section 180,
but shall not apply to expenditures at-
tributable to real estate taxes or inter-
est, to soil and water conservation ex-
penditures allowable as a deduction
under section 175, or to expenditures
for clearing land allowable as a deduc-
tion under section 182. Further, the
provisions of section 278(a) and this
paragraph apply only to expenditures
allowable as deductions without regard
to section 278 and have no application
to expenditures otherwise chargeable
to capital account, such as the cost of
the land and preparatory expenditures
incurred in connection with the citrus
or almond grove.

(iv) For purposes of section 278 and
this section, a citrus or almond tree
shall be considered to be ‘‘planted’’ on
the date on which the tree is placed in
the permanent grove from which pro-
duction is expected.

(3)(i) The period during which ex-
penditures described in section 278(a)
and this paragraph are required to be
capitalized shall, once determined, be
unaffected by a sale or other disposi-
tion of the citrus or almond grove.
Such period shall, in all cases, be com-
puted by reference to the taxable years
of the owner of the grove at the time
that the citrus or almond trees were
planted. Therefore, if a citrus or al-
mond grove subject to the provisions of
section 278 or this paragraph is sold or
otherwise transferred by the original
owner of the grove before the close of
his fourth taxable year beginning with
the taxable year in which the trees
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were planted, expenditures described in
section 278(a) or this paragraph made
by the purchaser or other transferee of
the citrus or almond grove from the
date of his acquisition until the close
of the original holder’s fourth such tax-
able year are required to be capital-
ized.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. T, a fiscal year taxpayer, plants a
citrus grove at the beginning of his taxable
year ending in 1971. At the beginning of his
taxable year ending in 1972, T sells the grove
to X. The required period during which ex-
penditures described in section 278 (a) are re-
quired to be capitalized runs from the date
on which T planted the grove until the end of
T’s taxable year ending in 1974. Therefore, X
must capitalize any such expenditures in-
curred by him from the time he purchased
the grove from T until the end of T’s taxable
year ending in 1974.

(b) Exceptions. (1) Paragraph (a) of
this section shall not apply to amounts
allowable as deductions (without re-
gard to section 278 or this section) and
attributable to a citrus or almond
grove (or part thereof) which is re-
planted by a taxpayer after having
been lost or damaged (while in the
hands of such taxpayer) by reason of
freeze, disease, drought, pests, or cas-
ualty.

(2)(i) Paragraph (a) of this section
shall not apply to amounts allowable
as deductions (without regard to sec-
tion 278 or this section), and attrib-
utable to a citrus grove (or part there-
of) which was planted or replanted
prior to December 30, 1969, or to an al-
mond grove (or part thereof) which was
planted or replanted prior to December
30, 1970.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. T, a fiscal year taxpayer with a
taxable year of July 1, 1969, through v June
30, 1970, plants a citrus grove on August 1,
1969. Since the grove was planted prior to De-
cember 30, 1969, no expenses incurred with re-
spect to the grove shall be subject to the pro-
visions of paragraph (a).

Example 2. Assume the same facts as in Ex-
ample (1), except that T plants the grove on
March 1, 1970. Since the grove was planted
after December 30, 1969, all amounts allow-
able as deductions (without regard to section
278 or this section) and attributable to the

grove shall be subject to the provisions of
paragraph (a). However, since paragraph (a)
applies only to taxable years beginning after
December 31, 1969, T must capitalize only
those amounts incurred during his taxable
years ending in 1971, 1972, and 1973.

[T.D. 7098, 36 FR 5214, Mar. 18, 1971, as amend-
ed by T.D. 7136, 36 FR 14731, Aug. 11, 1971]

§ 1.279–1 General rule; purpose.
An obligation issued to provide a

consideration directly or indirectly for
a corporate acquisition, although con-
stituting a debt under section 385, may
have characteristics which make it
more appropriate that the participa-
tion in the corporation which the obli-
gation represents be treated for pur-
poses of the deduction of interest as if
it were a stockholder interest rather
than a creditors interest. To deal with
such cases, section 279 imposes certain
limitations on the deductibility of in-
terest paid or incurred on obligations
which have certain equity characteris-
tics and are classified as corporate ac-
quisition indebtedness. Generally, sec-
tion 279 provides that no deduction will
be allowed for any interest paid or in-
curred by a corporation during the tax-
able year with respect to its corporate
acquisition indebtedness to the extent
such interest exceeds $5 million. How-
ever, the $5 million limitation is re-
duced by the amount of interest paid or
incurred on obligations issued under
the circumstances described in section
279(a)(2) but which are not corporate
acquisition indebtedness. Section 279(b)
provides that an obligation will be cor-
porate acquisition indebtedness if it
was issued under certain circumstances
and meets the four tests enumerated
therein. Although an obligation may
satisfy the conditions referred to in the
preceding sentence, it may still escape
classification as corporate acquisition
indebtedness if the conditions as de-
scribed in sections 279(d) (3), (4), and
(5), 279(f), or 279(i) are present. How-
ever, no inference should be drawn
from the rules of section 279 as to
whether a particular instrument la-
beled a bond, debenture, note, or other
evidence of indebtedness is in fact a
debt. Before the determination as to
whether the deduction for payments
pursuant to an obligation as described
in this section is to be disallowed, the
obligation must first qualify as debt in
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accordance with section 385. If the obli-
gation is not debt under section 385, it
will be unnecessary to apply section 279
to any payments pursuant to such obli-
gation.

[T.D. 7262, 38 FR 5844, Mar. 5, 1973]

§ 1.279–2 Amount of disallowance of in-
terest on corporate acquisition in-
debtedness.

(a) In general. Under section 279(a), no
deduction is allowed for any interest
paid or incurred by a corporation dur-
ing the taxable year with respect to its
corporate acquisition indebtedness to
the extent that such interest exceeds:

(1) $5 million, reduced by
(2) The amount of interest paid or in-

curred by such corporation during such
year on any obligation issued after De-
cember 31, 1967, to provide consider-
ation directly or indirectly for an ac-
quisition described in section 279(b)(1)
but which is not corporate acquisition
indebtedness. Such an obligation is not
corporate acquisition indebtedness if
it:

(i) Was issued prior to October 10,
1969, or

(ii) Was issued after October 9, 1969,
but does not meet any one or more of
the tests of section 279(b) (2), (3), or (4),
or

(iii) Was originally deemed to be cor-
porate acquisition indebtedness but is
no longer so treated by virtue of the
application of paragraphs (3) or (4) of
section 279(d) or

(iv) Is specifically excluded from
treatment as corporate acquisition in-
debtedness by virtue of sections
279(d)(5), (f), or (i).
The computation of the amount by
which the $5 million limitation de-
scribed in this paragraph is to be re-
duced with respect to any taxable year
is to be made as of the last day of the
taxable year in which an acquisition
described in section 279(b)(1) occurs. In
no case shall the $5 million limitation
be reduced below zero.

(b) Certain terms defined. When used in
section 279 and the regulations there-
under:

(1) The term issued includes the giv-
ing of a note or other evidence of in-
debtedness to a bank or other lender as
well as an issuance of a bond or deben-
ture. In the case of obligations which

are registered with the Securities and
Exchange Commission, the date of
issue is the date on which the issue is
first offered to the public. In the case
of obligations which are not so reg-
istered, the date of issue is the date on
which the obligation is sold to the first
purchaser.

(2) The term interest includes both
stated interest and unstated interest
(such as original issue discount as de-
fined in paragraph (a)(1) of § 1.163–4 and
amounts treated as interest under sec-
tion 483).

(3) The term money means cash and
its equivalent.

(4) The term control shall have the
meaning assigned to such term by sec-
tion 368(c).

(5) The term affiliated group shall
have the meaning assigned to such
term by section 1504(a), except that all
corporations other than the acquired
corporation shall be treated as includ-
ible corporations (without any exclu-
sion under section 1504(b)) and the ac-
quired corporation shall not be treated
as an includible corporation. This defi-
nition shall apply whether or not some
or all of the members of the affiliated
group file a consolidated return.

(c) Examples. The provisions of para-
graph (a) of this section may be illus-
trated by the following examples:

Example 1. On March 4, 1973, X Corporation,
a calendar year taxpayer, issues an obliga-
tion which satisfies the test of section
279(b)(1) but fails to satisfy either of the
tests of section 279(b) (2) or (3). Since at least
one of the tests of section 279(b) is not satis-
fied the obligation is not corporate acquisi-
tion indebtedness. However, since the test of
section 279(b)(1) is satisfied, the interest on
the obligation will reduce the $5 million lim-
itation provided by section 279 (a)(1).

Example 2. On January 1, 1969, X Corpora-
tion, a calendar year taxpayer, issues an ob-
ligation, which satisfies all the tests of sec-
tion 279(b), requiring it to pay $3.5 million of
interest each year. Since the obligation was
issued before October 10, 1969, the obligation
cannot be corporate acquisition indebted-
ness, and a deduction for the $3.5 million of
interest attributable to such obligation is
not subject to disallowance under section
279(a). However, since the obligation was
issued after December 31, 1967, in an acquisi-
tion described in section 279(b)(1), under sec-
tion 279(a)(2) the $3.5 million of interest at-
tributable to such obligation reduces the $5
million limitation provided by section
279(a)(1) to $1.5 million.
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Example 3. Assume the same facts as in Ex-
ample (2). Assume further that on January 1,
1970, X Corporation issues more obligations
which are classified as corporate acquisition
indebtedness and which require X Corpora-
tion to pay $4 million of interest each year.
For 1970 the amount of interest paid or ac-
crued on corporate acquisition indebtedness,
which may be deducted is $1.5 million ($5
million maximum provided by section
279(a)(1) less $3.5 million, the reduction re-
quired under section 279(a)(2)). Thus, $2.5
million of the $4 million interest incurred on
a corporate acquisition indebtedness is sub-
ject to disallowance under section 279(a) for
the taxable year 1970.

Example 4. Assume the same facts as in Ex-
ample (3). Assume further that on the last
day of each of the taxable years 1971, 1972,
and 1973 of X Corporation neither of the con-
ditions described in section 279(b)(4) was
present.

Under these circumstances, such obligations
for all taxable years after 1973 are not cor-
porate acquisition indebtedness under sec-
tion 279(d)(4). Therefore, the $2.5 million of
interest previously not deductible is not de-
ductible for all taxable years after 1973. Al-
though such obligations are no longer treat-
ed as corporate acquisition indebtedness, the
interest attributable thereto must be applied
in further reduction of the $5 million limita-
tion. The $5 million limitation of section
279(a)(1) is therefore reduced to zero. While
the limitation is at the zero level any inter-
est paid or incurred on corporate acquisition
indebtedness will be disallowed.

[T.D. 7262, 38 FR 5844, Mar. 5, 1973]

§ 1.279–3 Corporate acquisition indebt-
edness.

(a) Corporate acquisition indebtedness.
For purposes of section 279, the term
corporate acquisition indebtedness means
any obligation evidenced by a bond, de-
benture, note, or certificate or other
evidence of indebtedness issued after
October 9, 1969, by a corporation (re-
ferred to in section 279 and the regula-
tions thereunder as ‘‘issuing corpora-
tion’’) if the obligation is issued to pro-
vide consideration directly or indi-
rectly for the acquisition of stock in,
or certain assets of, another corpora-
tion (as described in paragraph (b) of
this § 1.279–3), is ‘‘subordinated’’ (as de-
scribed in paragraph (c) of this § 1.279–
3), is ‘‘convertible’’ (as described in
paragraph (d) of this § 1.279–3), and sat-
isfies either the ratio of debt to equity
test (as described in paragraph (f) of
§ 1.279–5) or the projected earnings test

(as described in paragraph (d) of § 1.279–
5).

(b) Acquisition of stock or assets. (1)
Section 279(b)(1) describes one of the
tests to be satisfied if an obligation is
to be classified as corporate acquisi-
tion indebtedness. Under section
279(b)(1), the obligation must be issued
to provide consideration directly or in-
directly for the acquisition of:

(i) Stock (whether voting or non-
voting) in another corporation (re-
ferred to in section 279 and the regula-
tions thereunder as ‘‘acquired corpora-
tion’’), or

(ii) Assets of another corporation (re-
ferred to in section 279 and the regula-
tions thereunder as ‘‘acquired corpora-
tion’’) pursuant to a plan under which
at least two-thirds (in value) of all the
assets (excluding money) used in trades
or businesses carried on by such cor-
poration are acquired.
The fact that the corporation that
issues the obligation is not the same
corporation that acquires the acquired
corporation does not prevent the appli-
cation of section 279. For example, if X
Corporation acquires all the stock of Y
Corporation through the utilization of
an obligation of Z Corporation, a whol-
ly owned subsidiary of X Corporation,
this section will apply.

(2) Direct or indirect consideration. Ob-
ligations are issued to provide direct
consideration for an acquisition within
the meaning of section 279(b)(1) where
the obligations are issued to the share-
holders of an acquired corporation in
exchange for stock in such acquired
corporation or where the obligations
are issued to the acquired corporation
in exchange for its assets. The applica-
tion of the provisions of this subsection
relating to indirect consideration for
an acquisition of stock or assets de-
pends upon the facts and circumstances
surrounding the acquisition and the
issuance of the obligations. Obligations
are issued to provide indirect consider-
ation for an acquisition of stock or as-
sets within the meaning of section
279(b)(1) where (i) at the time of the
issuance of the obligations the issuing
corporation anticipated the acquisition
of such stock or assets and the obliga-
tions would not have been issued if the
issuing corporation had not so antici-
pated such acquisition, or where (ii) at
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the time of the acquisition the issuing
corporation foresaw or reasonably
should have foreseen that it would be
required to issue obligations, which it
would not have otherwise been required
to issue if the acquisition had not oc-
curred, in order to meet its future eco-
nomic needs.

(3) Stock acquisition. (i) For purposes
of section 279, an acquisition in which
the issuing corporation issues an obli-
gation to provide consideration di-
rectly or indirectly for the acquisition
of stock in the acquired corporation
shall be treated as a stock acquisition
within the meaning of section
279(b)(1)(A). Where the stock of one cor-
poration is acquired from another cor-
poration and such stock constitutes at
least two-thirds (in value) of all the as-
sets (excluding money) of the latter
corporation, such acquisition shall be
deemed an asset acquisition as de-
scribed in section 279(b)(1)(B) and sub-
paragraph (4) of this section. If the
issuing corporation acquires less than
two-thirds (in value) of all the assets
(excluding money) used in trades or
businesses carried on by the acquired
corporation within the meaning of sec-
tion 279(b)(1)(B) and subparagraph (4) of
this paragraph and such assets include
stock of another corporation, the ac-
quisition of such stock is a stock ac-
quisition within the meaning of section
279(b)(1)(A) and of this subparagraph.
In such a case the amount of the obli-
gation which is characterized as cor-
porate acquisition indebtedness shall
bear the same relationship to the total
amount of the obligation issued as the
fair market value of the stock acquired
bears to the total of the fair market
value of the assets acquired and stock
acquired, as of the date of acquisition.
For rules with respect to acquisitions
of stock, where the total amount of
stock of the acquired corporation held
by the issuing corporation never ex-
ceeded 5 percent of the total combined
voting power of all classes of stock of
the acquired corporation entitled to
vote, see § 1.279–4(b)(1).

(ii) If the issuing corporation ac-
quired stock of an acquired corporation
in an acquisition described in section
279(b)(1)(A), and liquidated the ac-
quired corporation under section
334(b)(2) and the regulations thereunder

before the last day of the taxable year
in which such stock acquisition is
made, such obligation issued to provide
consideration directly or indirectly to
acquire such stock of the acquired cor-
poration shall be considered as issued
in an acquisition described in section
279(b)(1)(B).

(4) Asset acquisition. (i) For purposes
of section 279, an acquisition in which
the issuing corporation issues an obli-
gation to provide consideration di-
rectly or indirectly for the acquisition
of assets of an acquired corporation
pursuant to a plan under which at least
two-thirds of the gross value of all the
assets (excluding money) used in trades
and businesses carried on by such ac-
quired corporation are acquired shall
be treated as an asset acquisition with-
in the meaning of section 279(b)(1)(B).
For purposes of section 279(b)(1)(B), the
gross value of any acquired asset shall
be its fair market value as of the day of
its acquisition. In determining the fair
market value of an asset, no reduction
shall be made for any liabilities, mort-
gages, liens, or other encumbrances to
which the asset or any part thereof
may be subjected. For purposes of this
subparagraph, an asset which has been
actually used in the trades and busi-
nesses of a corporation but which is
temporarily not being used in such
trades and businesses shall be treated
as if it is being used in such manner.
For purposes of this paragraph, the day
of acquisition will be determined by
reference to the facts and cir-
cumstances surrounding the trans-
action.

(ii) For purposes of the two-thirds
test described in section 279(b)(1)(B),
the stock of any corporation which is
controlled by the acquired corporation
shall be considered as an asset used in
the trades and businesses of such ac-
quired corporation.

(5) Certain nontaxable transactions. (i)
Under section 279(e), an acquisition of
stock of a corporation of which the
issuing corporation is in control in a
transaction in which gain or loss is not
recognized shall be deemed an acquisi-
tion described in section 279(b)(1)(A)
only if immediately before such trans-
action the acquired corporation was in
existence, and the issuing corporation
was not in control of such corporation.
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If the issuing corporation is a member
of an affiliated group, then in accord-
ance with section 279(g), the affiliated
group shall be treated as the issuing
corporation. Thus, any stock of the ac-
quired corporation, owned by members
of the affiliated group, shall be aggre-
gated in determining whether the
issuing corporation was in control of
the acquired corporation.

(ii) The $5 million limitation pro-
vided by section 279(a)(1) is not reduced
by the interest on an obligation issued
in a transaction which, under section
279 (e), is deemed not to be an acquisi-
tion described in section 279(b)(1).

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On January 1, 1973, W Corpora-
tion, a calendar year taxpayer, issues to the
public 10,000 10 year convertible bonds each
with a principal of $1,000 for $9 million. On
June 6, 1973, W Corporation transfers the $9
million proceeds of such bond issue to X Cor-
poration in exchange for X Corporation’s
common stock in a transaction that satisfies
the provisions of section 351(a). On December
31, 1973, W Corporation’s ratio of debt to eq-
uity is 1 1/2 to 1 and its project earnings ex-
ceed three times the annual interest to be
paid or incurred. Immediately prior to the
transaction between the two corporations W
Corporation owned no stock in X Corpora-
tion which had been in existence for several
years. However, immediately after this
transaction W Corporation is in control of X
Corporation. Since X Corporation, the ac-
quired corporation, was in existence and W
Corporation, the issuing corporation, was
not in control of X Corporation immediately
before the section 351 transaction (a trans-
action in which gain or loss is not recog-
nized) and since W Corporation is now in
control of X Corporation, the acquisition of
X Corporation’s common stock by W Cor-
poration is not protected from treatment as
an acquisition described in section
279(b)(1)(A). However, the obligation will not
be deemed to be corporate acquisition in-
debtedness since the test of section 279(b)(4)
is not met. The interest on the obligation
will reduce the $5 million limitation of sec-
tion 279(a).

Example 2. Assume the facts are the same
as described in Example (1), except that X
Corporation was not in existence prior to
June 6, 1973, but rather is newly created by
W Corporation on such date. Since X Cor-
poration, the acquired corporation, was not
in existence before June 6, 1973, the date on
which W Corporation, the issuing corpora-
tion, acquired control of X Corporation in a
transaction on which gain or loss is not rec-

ognized, the acquisition is not deemed to be
an acquisition described in section
279(b)(1)(A). Thus, under the provisions of
subdivision (ii) of this subparagraph, the $5
million limitation provided by section
279(a)(1) will not be reduced by the yearly in-
terest incurred on the convertible bonds
issued by W Corporation.

Example 3. Assume that the facts are the
same as described in Example (1), except that
W Corporation was in control of X Corpora-
tion immediately before the transaction.
Since W Corporation was in control of X Cor-
poration immediately before the section
351(a) transaction and is in control of X Cor-
poration after such transaction, the result
will be the same as in Example (2).

(c) Subordinated obligation—(1) In gen-
eral. An obligation which is issued to
provide consideration for an acquisi-
tion described in section 279(b)(1) is
subordinated within the meaning of
section 279(b)(2) if it is either:

(i) Subordinated to the claims of
trade creditors of the issuing corpora-
tion generally, or

(ii) Expressly subordinated in right of
payment to the payment of any sub-
stantial amount of unsecured indebted-
ness, whether outstanding or subse-
quently issued, of the issuing corpora-
tion, irrespective of whether such sub-
ordination relates to payment of inter-
est, or principal, or both. In applying
section 279 (b)(2) and this paragraph in
any case where the issuing corporation
is a member of an affiliated group of
corporations, the affiliated group shall
be treated as the issuing corporation.

(2) Expressly subordinated obligation.
In applying subparagraph (1)(ii) of this
paragraph, an obligation is considered
expressly subordinated whether the
terms of the subordination are pro-
vided in the evidence of indebtedness
itself, or in another agreement between
the parties to such obligation. An obli-
gation shall be considered to be ex-
pressly subordinated within the mean-
ing of subparagraph (1)(ii) of this para-
graph if such obligation by its terms
can become subordinated in right of
payment to the payment of any sub-
stantial amount of unsecured indebted-
ness which is outstanding or which
may be issued subsequently. However,
an obligation shall not be considered
expressly subordinated if such subordi-
nation occurs solely by operation of
law, such as in the case of bankruptcy
laws. For purposes of this paragraph,
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the term substantial amount of unse-
cured indebtedness means an amount of
unsecured indebtedness equal to 5 per-
cent or more of the face amount of the
obligations issued within the meaning
of section 279(b)(1).

(d) Convertible obligation. An obliga-
tion which is issued to provide consid-
eration directly or indirectly for an ac-
quisition described in section 279 (b)(1)
is convertible within the meaning of
section 279(b)(3) if it is either— (1) Con-
vertible directly or indirectly into
stock of the issuing corporation, or (2)
Part of an investment unit or other ar-
rangement which includes, in addition
to such bond or other evidence of in-
debtedness, an option to acquire di-
rectly or indirectly stock in the issuing
corporation. Stock warrants or con-
vertible preferred stock included as
part of an investment unit constitute
options within the meaning of the pre-
ceding sentence. Indebtedness is indi-
rectly convertible if the conversion
feature gives the holder the right to
convert into another bond of the
issuing corporation which is then con-
vertible into the stock of the issuing
corporation. In any case where the cor-
poration which in fact issues an obliga-
tion to provide consideration for an ac-
quisition described in section 279(b)(1)
is a member of an affiliated group, the
provisions of section 279(b)(3) and this
paragraph are deemed satisfied if the
stock into which either the obligation
or option which is part of an invest-
ment unit or other arrangement is con-
vertible, directly or indirectly, is stock
of any member of the affiliated group.

(e) Ratio of debt to equity and projected
earnings test. For rules with respect to
the application of section 279(b)(4) (re-
lating to the ratio of debt to equity
and the ratio of projected earnings to
annual interest to be paid or incurred),
see paragraphs (d), (e), and (f) of § 1.279–
5.

(f) Certain obligations issued after Octo-
ber 9, 1969—(1) In general. Under section
279(i), an obligation shall not be cor-
porate acquisition indebtedness if such
obligation is issued after October 9,
1969, to provide consideration for the
acquisition of:

(i) Stock or assets pursuant to a
binding written contract which was in
effect on October 9, 1969, and at all

times thereafter before such acquisi-
tion, or

(ii) Stock in any corporation where
the issuing corporation, on October 9,
1969, and at all times thereafter before
such acquisition, owned at least 50 per-
cent of the total combined voting
power of all classes of stock entitled to
vote of the acquired corporation.

Subdivision (ii) of this subparagraph
shall cease to apply when (at any time
on or after October 9, 1969) the issuing
corporation has acquired control of the
acquired corporation. The interest at-
tributable to any obligation which sat-
isfies the conditions stated in the first
sentence of this subparagraph shall re-
duce the $5 million limitation of sec-
tion 279(a)(1).

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. On September 5, 1969, M Cor-
poration, a calendar year taxpayer, entered
into a binding written contract with N Cor-
poration to purchase 20 percent of the voting
stock of N Corporation. The contract was in
effect on October 9, 1969, and at all times
thereafter before the acquisition of the stock
on January 1, 1970. Pursuant to such con-
tract M Corporation issued on January 1,
1970, to N Corporation an obligation which
satisfies the tests of section 279(b) requiring
it to pay $1 million of interest each year.
However, under the provisions of subpara-
graph (1)(i) of this paragraph, such obliga-
tion is not corporate acquisition indebted-
ness since it was issued to provide consider-
ation for the acquisition of stock pursuant
to a binding written contract which was in
effect on October 9, 1969, and at all times
thereafter before such acquisition. The $1
million of yearly interest on the obligation
reduces the $5 million limitation provided
for in section 279(a)(1) to $4 million since
such interest is attributable to an obligation
which was issued to provide consideration
for the acquisition of stock in an acquired
corporation.

Example 2. On October 9, 1969, O Corpora-
tion, a calendar year taxpayer, owned 50 per-
cent of the total combined voting power of
all classes of stock entitled to vote of P Cor-
poration. P Corporation has no other class of
stock. On January 1, 1970, while still owning
such voting stock O Corporation issued to
the shareholders of P Corporation to provide
consideration for an additional 40 percent of
P Corporation’s voting stock an obligation
which satisfied the tests of section 279(b) re-
quiring it to pay $4 million of interest each
year. Hence, O Corporation acquired control
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of P Corporation, and the provisions of sub-
paragraph (1)(ii) of this paragraph ceased to
apply to O Corporation. Thus, 75 percent of
the obligation issued by O Corporation to
provide consideration for the stock of P Cor-
poration is not corporate acquisition indebt-
edness (that is, of the 40 percent of the vot-
ing stock of P Corporation which was ac-
quired, only 30 percent was needed to give O
Corporation control). Since 25 percent of the
obligation is corporate acquisition indebted-
ness, $1 million of interest attributable to
such obligation is subject to disallowance
under section 279(a) for the taxable year 1970.
The remaining $3 million of interest attrib-
utable to the obligation will reduce the $5
million limitation provided by in section
279(a)(1).

(g) Exemptions for certain acquisitions
of foreign corporations—(1) In general.
Under section 279(f), the term corporate
acquisition indebtedness does not include
any indebtedness issued to any person
to provide consideration directly or in-
directly for the acquisition of stock in,
or assets of, any foreign corporation
substantially all the income of which,
for the 3-year period ending with the
date of such acquisition or for such
part of such period as the foreign cor-
poration was in existence, is from
sources without the United States. The
interest attributable to any obligation
excluded from treatment as corporate
acquisition indebtedness by reason of
this paragraph shall reduce the $5 mil-
lion limitation of 279(a)(1).

(2) Foreign corporation. For purposes
of this paragraph, the term foreign cor-
poration shall have the same meaning
as in section 7701(a)(5).

(3) Income from sources without the
United States. For purposes of this para-
graph, the term income from sources
without the United States shall be deter-
mined in accordance with sections 862
and 863. If more than 80 percent of a
foreign corporation’s gross income is
derived from sources without the
United States, such corporation shall
be considered to be deriving substan-
tially all of its income from sources
without the United States.

[T.D. 7262, 38 FR 5845, Mar. 5, 1973]

§ 1.279–4 Special rules.
(a) Special 3-year rule. Under section

279(d)(4), if an obligation which has
been deemed to be corporate acquisi-
tion indebtedness for any taxable year

would not be such indebtedness for
each of any 3 consecutive taxable years
thereafter if the ratio of debt to equity
and the ratio of projected earnings to
annual interest to be paid or incurred
of section 279 (b)(4) were applied as of
the close of each of such 3 years, then
such obligation shall not be corporate
acquisition indebtedness for any tax-
able years after such 3 consecutive tax-
able years. The test prescribed by sec-
tion 279(b)(4) shall be applied as of the
close of any taxable year whether or
not the issuing corporation issues any
obligation to provide consideration for
an acquisition described in section
279(b)(1) in such taxable year. Thus, for
example, if a corporation, reporting in-
come on a calendar year basis, has an
obligation outstanding as of December
31, 1975, which was classified as a cor-
porate acquisition indebtedness as of
the close of 1972 and such obligation
would not have been classified as cor-
porate acquisition indebtedness as of
the close of 1973, 1974, and 1975 because
neither of the conditions of section
279(b)(4) were present as of such dates,
then such obligation shall not be cor-
porate acquisition indebtedness for 1976
and all taxable years thereafter. Such
obligation shall not be reclassified as
corporate acquisition indebtedness in
any taxable year following 1975, even if
the issuing corporation issues more ob-
ligations (whether or not found to be
corporate acquisition indebtedness) in
such later years to provide consider-
ation for the acquisition of additional
stock in, or assets of, the same ac-
quired corporation with respect to
which the original obligation was
issued. The interest attributable to
such obligation shall reduce the $5 mil-
lion limitation provided by section
279(a)(1) for 1976 and all taxable years
thereafter.

(b) Five percent stock rule—(1) In gen-
eral. Under section 279(d)(5), if an obli-
gation issued to provide consideration
for an acquisition of stock in another
corporation meets the tests of section
279(b), such obligation shall be cor-
porate acquisition indebtedness for a
taxable year only if at sometime after
October 9, 1969, and before the close of
such year the issuing corporation owns
or has owned 5 percent or more of the
total combined voting power of all
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classes of stock entitled to vote in the
acquired corporation. If the issuing
corporation is a member of an affili-
ated group, then in accordance with
section 279(g) the affiliated group shall
be treated as the issuing corporation.
Thus, any stock of the acquired cor-
poration owned by members of the af-
filiated group shall be aggregated to
determine if the percentage limitation
provided by this subparagraph is ex-
ceeded. Once an obligation is deemed
to be corporate acquisition indebted-
ness such obligation will continue to be
deemed corporate acquisition indebted-
ness for all taxable years thereafter un-
less the provisions of section 279(d) (3)
or (4) apply, notwithstanding the fact
that the issuing corporation owns less
than 5 percent of the combined voting
power of all classes of stock entitled to
vote of the acquired corporation in any
or all taxable years thereafter.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. Corporation Y uses the calendar
year as its taxable year and has only one
class of stock outstanding. On June 1, 1972, X
Corporation which is also a calendar year
taxpayer and which has never been a share-
holder of Y Corporation acquires from the
shareholders of Y Corporation 4 percent of
the stock of Y Corporation in exchange for
obligations which satisfy the conditions of
section 279(b). At no time during 1972 does X
Corporation own 5 percent or more of the
stock of Y Corporation. Accordingly, under
the provisions of subparagraph (1) of this
paragraph, for 1972 the obligations issued by
X Corporation to provide consideration for
the acquisition of Y Corporation’s stock do
not constitute corporate acquisition indebt-
edness.

Example 2. Assume the same facts as in Ex-
ample (1). Assume further that on February
24, 1973, X Corporation acquires from the
shareholders of Y Corporation an additional
7 percent of the stock of Y Corporation in ex-
change for obligations which satisfy all of
the tests of section 279(b). On December 28,
1973, X Corporation sells all of its stock in Y
Corporation. For 1973, the obligations issued
by X Corporation in 1972 and in 1973 con-
stitute corporate acquisition indebtedness
since X Corporation at some time after Octo-
ber 9, 1969, and before the close of 1973 owned
5 percent or more of the voting stock of Y
Corporation. Furthermore, such obligations
shall be corporate acquisition indebtedness
for all taxable years thereafter unless the
special provisions of section 279(d) (3) or (4)
could apply.

(c) Changes in obligation—(1) In gen-
eral. Under section 279(h), for purposes
of section 279:

(i) Any extension, renewal, or refi-
nancing of an obligation evidencing a
preexisting indebtedness shall not be
deemed to be the issuance of a new ob-
ligation, and

(ii) Any obligation which is corporate
acquisition indebtedness of the issuing
corporation is also corporate acquisi-
tion indebtedness of any corporation
which in any transaction or by oper-
ation of law assumes liability for such
obligation or becomes liable for such
obligation as guarantor, endorser, or
indemnitor.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. On January 1, 1971, X Corpora-
tion, which files its return on the basis of a
calendar year, issues an obligation, which
satisfies the tests of section 279(b), and is
deemed to be corporate acquisition indebted-
ness. On January 1, 1973, an agreement is
concluded between X Corporation and the
holder of the obligation whereby the matu-
rity date of such obligation is extended until
December 31, 1979. Under the provisions of
subparagraph (1)(i) of this paragraph such ex-
tended obligation is not deemed to be a new
obligation, and still constitutes corporate
acquisition indebtedness.

Example 2. On June 12, 1971, X Corporation,
a calendar year taxpayer, issued convertible
and subordinated obligations to acquire the
stock of Z Corporation. The obligations were
deemed corporate acquisition indebtedness
on December 31, 1971. On March 4, 1973, X
Corporation and Y Corporation consolidated
to form XY Corporation in accordance with
State law. Corporation XY is liable for the
obligations issued by X Corporation by oper-
ation of law and the obligations continue to
be corporate acquisition indebtedness. In
1975 XY Corporation exchanges its own non-
convertible obligations for the obligations X
Corporation issued. The obligations of XY
Corporation issued in exchange for those of
X Corporation will be deemed to be corporate
acquisition indebtedness.

[T.D. 7262, 38 FR 5847, Mar. 5, 1973; 38 FR 6893,
Mar. 14, 1973]

§ 1.279–5 Rules for application of sec-
tion 279(b).

(a) Taxable years to which applicable—
(1) First year of disallowance. Under sec-
tion 279(d)(1), the deduction of interest
on any obligation shall not be dis-
allowed under section 279(a) before the
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first taxable year of the issuing cor-
poration as of the last day of which the
application of either section 279(b)(4)
(A) or (B) results in such obligation
being classified as corporate acquisi-
tion indebtedness. See section 279(c)(1)
and paragraph (b)(2) of this section for
the time when an obligation is sub-
jected to the test of section 279(b)(4).

(2) General rule for succeeding years.
Under section 279(d)(2), except as pro-
vided in paragraphs (3), (4), and (5) of
section 279(d), if an obligation is deter-
mined to be corporate acquisition in-
debtedness as of the last day of any
taxable year of the issuing corporation,
such obligation shall be corporate ac-
quisition indebtedness for such taxable
year and all subsequent taxable years.

(b) Time of determination—(1) In gen-
eral. The determination of whether an
obligation meets the conditions of sec-
tion 279(b) (1), (2), and (3) shall be made
as of the day on which the obligation is
issued.

(2) Ratio of debt to equity, projected
earnings, and annual interest to be paid
or incurred. (i) Under section 279(c)(1),
the determination of whether an obli-
gation meets the conditions of section
279(b)(4) is first to be made as of the
last day of the taxable year of the
issuing corporation in which it issues
the obligation to provide consideration
directly or indirectly for an acquisition
described in section 279(b)(1) of stock
in, or assets of, the acquired corpora-
tion. An obligation which is not cor-
porate acquisition indebtedness only
because it does not satisfy the test of
section 279(b)(4) in the taxable year of
the issuing corporation in which the
obligation is issued for stock in, or as-
sets of, the acquired corporation may
be subjected to the test of section
279(b)(4) again. A retesting will occur
in any subsequent taxable year of the
issuing corporation in which the
issuing corporation issues any obliga-
tion to provide consideration directly
or indirectly for an acquisition de-
scribed in section 279(b)(1) with respect
to the same acquired corporation, irre-
spective of whether such subsequent
obligation is itself classified as cor-
porate acquisition indebtedness. If the
issuing corporation is a member of an
affiliated group, then in accordance
with section 279(g) the affiliated group

shall be treated as the issuing corpora-
tion. Thus, if any member of the affili-
ated group issues an obligation to ac-
quire additional stock in, or assets of,
the acquired corporation, this para-
graph shall apply.

(ii) For purposes of section 279(b)(4)
and this paragraph, in any case where
the issuing corporation is a member of
an affiliated group (see section 279(g)
and § 1.279–6 for rules regarding applica-
tion of section 279 to certain affiliated
groups) which does not file a consoli-
dated return and all the members of
which do not have the same taxable
year, determinations with respect to
the ratio of debt to equity of, and pro-
jected earnings of, and annual interest
to be paid or incurred by, any member
of the affiliated group shall be made as
of the last day of the taxable year of
the corporation which in fact issues
the obligation to provide consideration
for an acquisition described in section
279(b)(1).

(3) Redetermination where control or
substantially all the properties have been
acquired. Under section 279(d)(3), if an
obligation is determined to be cor-
porate acquisition indebtedness as of
the close of a taxable year of the
issuing corporation in which section
279(c)(3)(A)(i) (relating to the projected
earnings of the issuing corporation
only) applied, but would not be cor-
porate acquisition indebtedness if the
determination were made as of the
close of the first taxable year of such
corporation thereafter in which section
279(c)(3)(A)(ii) (relating to the pro-
jected earnings of both the issuing cor-
poration and the acquired corporation)
could apply, such obligation shall be
considered not to be corporate acquisi-
tion indebtedness for such later taxable
year and all taxable years thereafter.
Where an obligation ceases to be cor-
porate acquisition indebtedness as a re-
sult of the application of this para-
graph, the interest on such obligation
shall not be disallowed under section
279(a) as a deduction for the taxable
year in which the obligation ceases to
be corporate acquisition indebtedness
and all taxable years thereafter. How-
ever, under section 279(a)(2) the inter-
est paid or incurred on such obligation
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which is allowed as a deduction will re-
duce the $5 million limitation provided
by section 279(a)(1).

(4) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. In 1971, X Corporation, which
files its Federal income tax return on the
basis of a calendar year, issues its obliga-
tions to provide consideration for the acqui-
sition of 15 percent of the voting stock of
both Y Corporation and Z Corporation. Y
Corporation and Z Corporation each have
only one class of stock. When issued, such
obligations satisfied the tests prescribed in
section 279(b) (1), (2), and (3) and would have
constituted corporate acquisition indebted-
ness but for the test prescribed in section
279(b)(4). On December 31, 1971, the applica-
tion of section 279(b)(4) results in X Corpora-
tion’s obligations issued in 1971 not being
treated as corporate acquisition indebted-
ness for that year.

Example 2. Assume the same facts as in Ex-
ample (1), except that in 1972, X Corporation
issues more obligations which come within
the tests of section 279(b) (1), (2), and (3) to
acquire an additional 10 percent of the vot-
ing stock of Y Corporation. No stock of Z
Corporation is acquired after 1971. The appli-
cation of section 279(b)(4)(B) (relating to the
projected earnings of X Corporation) as of
the end of 1972 results in the obligations
issued in 1972 to provide consideration for
the acquisition of the stock of Y Corporation
being treated as corporate acquisition in-
debtedness. Since X Corporation during 1972
did issue obligations to acquire more stock
of Y Corporation, under the provisions of
section 279(c)(1) and subparagraph (2) of this
paragraph the obligations issued by X Cor-
poration in 1971 to acquire stock in Y Cor-
poration are again tested to determine
whether the test of section 279(b)(4) with re-
spect to such obligations is satisfied for 1972.
Thus, since such obligations issued by X Cor-
poration to acquire Y Corporation’s stock in
1971 previously came within the provisions of
section 279(b) (1), (2), and (3) and the pro-
jected earnings test of section 279(b)(4)(B) is
satisfied for 1972, all of such obligations are
to be deemed to constitute corporate acqui-
sition indebtedness for 1972 and subsequent
taxable years. The obligations issued in 1971
to acquire stock in Z Corporation continue
not to constitute corporate acquisition in-
debtedness.

Example 3. Assume the same facts as in Ex-
amples (1) and (2). In 1973, X Corporation
issues more obligations which come within
the tests of section 279(b) (1), (2), and (3) to
acquire more stock (but not control) in Y
Corporation. On December 31, 1973, it is de-
termined with respect to X Corporation that
neither of the conditions described in section

279(b)(4) are present. Thus, the obligations
issued in 1973 do not constitute corporate ac-
quisition indebtedness. However, the obliga-
tions issued in 1971 and 1972 by X Corporation
to acquire stock in Y Corporation continue
to be treated as corporate acquisition indebt-
edness.

Example 4. Assume the same facts as in Ex-
ample (3), except that X Corporation acquires
control of Y Corporation in 1973. Since X
Corporation has acquired control of Y Cor-
poration, the average annual earnings (as de-
fined in section 279(c)(3)(B) and the annual
interest to be paid or incurred (as provided
by section 279(c)(4)) of both X Corporation
and Y Corporation under section
279(c)(3)(A)(ii) are taken into account in
computing for 1973 the ratio of projected
earnings to annual interest to be paid or in-
curred described in section 279(b)(4)(B). As-
sume further that after applying section
279(b)(4)(B) the obligations issued in 1973 es-
cape treatment as corporate acquisition in-
debtedness for 1973. Under section 279(d)(3),
all of the obligations issued by X Corpora-
tion to acquire stock in Y Corporation in
1971 and 1972 are removed from classification
as corporate acquisition indebtedness for
1973 and all subsequent taxable years.

Example 5. In 1975, M Corporation, which
files its Federal income tax return on the
basis of a calendar year, issues its obliga-
tions to acquire 30 percent of the voting
stock of N Corporation. N Corporation has
only one class of stock. Such obligations sat-
isfy the tests prescribed in section 279(b) (1),
(2), and (3). Additionally, as of the close of
1975, M Corporation’s ratio of debt to equity
exceeds the ratio of 2 to 1 and its projected
earnings do not exceed three times the an-
nual interest to be paid or incurred. The ob-
ligations issued by M Corporation are cor-
porate acquisition indebtedness for 1975 since
all the provisions of section 279(b) are satis-
fied. In 1976 M Corporation issues its obliga-
tions to acquire from the shareholders of N
Corporation an additional 60 percent of the
voting stock of N Corporation, thereby ac-
quiring control of N Corporation. However,
with respect to the obligations issued by M
Corporation in 1975, there is no redetermina-
tion under section 279(d)(3) and subparagraph
(3) of this paragraph as to whether such obli-
gations may escape classification as cor-
porate acquisition indebtedness because in
1975 it was the ratio of debt to equity test
which caused such obligations to be cor-
porate acquisition indebtedness. If in 1975, M
Corporation met the conditions of section
279(b)(4) solely because of the ratio of pro-
jected earnings to annual interest to be paid
or incurred described in section 279(b)(4)(B),
its obligation issued in 1975 could be retested
in 1976.
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(c) Acquisition of stock or assets of sev-
eral corporations. An issuing corpora-
tion which acquires stock in, or assets
of, more than one corporation during
any taxable year must apply the tests
described in section 279(b) (1), (2), and
(3) separately with respect to each obli-
gation issued to provide consideration
for the acquisition of the stock in, or
assets of, each such acquired corpora-
tion. Thus, if an acquisition is made
with obligations of the issuing corpora-
tion that satisfy the tests described in
section 279(b) (2) and (3) and obligations
that fail to satisfy such tests, only
those obligations satisfying such tests
need be further considered to deter-
mine whether they constitute cor-
porate acquisition indebtedness. Those
obligations which meet the test of sec-
tion 279(b)(1) but which are not deemed
corporate acquisition indebtedness
shall be taken into account for pur-
poses of determining the reduction in
the $5 million limitation of section
279(a)(1).

(d) Ratio of debt to equity and projected
earnings—(1) In general. One of the four
tests to determine whether an obliga-
tion constitutes corporate acquisition
indebtedness is contained in section
279(b)(4). An obligation will meet the
test of section 279(b)(4) if, as of a day
determined under section 279(c)(1) and
paragraph (b)(2) of this section, either:

(i) The ratio of debt to equity (as de-
fined in paragraph (f) of this section) of
the issuing corporation exceeds 2 to 1,
or

(ii) The projected earnings (as de-
fined in subparagraph (2) of this para-
graph) of the issuing corporation, or of
both the issuing corporation and ac-
quired corporation in any case where
subparagraph (2)(ii) of this paragraph is
applicable, do not exceed three times
the annual interest to be paid or in-
curred (as defined in paragraph (e) of
this section) by such issuing corpora-
tion, or, where applicable, by such
issuing corporation and acquired cor-
poration. Where paragraphs (d)(2)(ii)
and (e)(1)(ii) of this section are applica-
ble in computing projected earnings
and annual interest to be paid or in-
curred, 100 percent of the acquired cor-
poration’s projected earnings and an-
nual interest to be paid or incurred
shall be included in such computation,

even though less than all of the stock
or assets of the acquired corporation
have been acquired.

(2) Projected earnings. The term pro-
jected earnings means the ‘‘average an-
nual earnings’’ (as defined in subpara-
graph (3) of this paragraph) of:

(i) The issuing corporation only, if
subdivision (ii) of this subparagraph,
does not apply, or

(ii) Both the issuing corporation and
the acquired corporation, in any case
where the issuing corporation as of the
close of its taxable year has acquired
control, or has acquired substantially
all of the properties, of the acquired
corporation.
For purposes of subdivision (ii) of this
subparagraph, an acquisition of ‘‘sub-
stantially all of the properties’’ of the
acquired corporation means the acqui-
sition of assets representing at least 90
percent of the fair market value of the
net assets and at least 70 percent of the
fair market value of the gross assets
held by the acquired corporation im-
mediately prior to the acquisition.

(3) Average annual earnings. (i) The
term average annual earnings referred
to in subparagraph (2) of this para-
graph is, for any corporation, the
amount of its earnings and profits for
any 3-year period ending with the last
day of a taxable year of the issuing cor-
poration in which it issues any obliga-
tion to provide consideration for an ac-
quisition described in section 279(b)(1),
computed without reduction for:

(a) Interest paid or incurred,
(b) Depreciation or amortization al-

lowed under Chapter 1 of the Code,
(c) Liability for tax under Chapter 1

of the Code, and
(d) Distributions to which section

301(c)(1) apply (other than such dis-
tributions from the acquired corpora-
tion to the issuing corporation), and
reduced to an annual average for such
3-year period. For the rules to deter-
mine the amount of earnings and prof-
its of any corporation, see section 312
and the regulations thereunder.

(ii) Except as provided for in subdivi-
sion (iii) of this subparagraph, for pur-
poses of subdivision (i) of this subpara-
graph in the case of any corporation,
the earnings and profits for such 3-year
period shall be reduced to an annual
average by dividing such earnings and
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profits by 36 and multiplying the
quotient by 12. If a corporation was not
in existence during the entire 36-month
period as of the close of the taxable
year referred to in subdivision (i) of
this subparagraph, its average annual
earnings shall be determined by divid-
ing its earnings and profits for the pe-
riod of its existence by the number of
whole calendar months in such period
and multiplying the quotient by 12.

(iii) Where the issuing corporation
acquires substantially all of the prop-
erties of an acquired corporation, the
computation of earnings and profits of
such acquired corporation shall be
made for the period of such corporation
beginning with the first day of the 3-
year period of the issuing corporation
and ending with the last day prior to
the date on which substantially all of
the properties were acquired. In deter-
mining the number of whole calendar
months for such acquired corporation
where the period for determining its
earnings and profits includes 2 months
which are not whole calendar months
and the total number of days in such 2
fractional months exceeds 30 days, the
number of whole calendar months for
such period shall be increased by one.
Where the number of days in the 2 frac-
tional months total 30 days or less such
fractional months shall be disregarded.
After the number of whole calendar
months is determined, the calculation
for average annual earnings shall be
made in the same manner as described
in the last sentence of subdivision (ii)
of this subparagraph.

(e) Annual interest to be paid or in-
curred—(1) In general. For purposes of
section 279(b)(4)(B), the term annual in-
terest to be paid or incurred means:

(i) If subdivision (ii) of this subpara-
graph does not apply, the annual inter-
est to be paid or incurred by the
issuing corporation only, for the tax-
able year beginning immediately after
the day described in section 279(c)(1),
determined by reference to its total in-
debtedness outstanding as of such day,
or

(ii) If projected earnings are deter-
mined under paragraph (d)(2)(ii) of this
section, the annual interest to be paid
or incurred by both the issuing cor-
poration and the acquired corporation
for 1 year beginning immediately after

the day described in section 279(c)(1),
determined by reference to their com-
bined total indebtedness outstanding
as of such day. However, where the
issuing corporation acquires substan-
tially all of the properties of the ac-
quired corporation, the annual interest
to be paid or incurred will be deter-
mined by reference to the total indebt-
edness outstanding of the issuing cor-
poration only (including any indebted-
ness it assumed in the acquisition) as
of the day described in section 279(c)(1).
The term annual interest to be paid or
incurred refers to both actual interest
and unstated interest. Such unstated
interest includes original issue dis-
count as defined in paragraph (a)(1) of
§ 1.163–4 and amounts treated as inter-
est under section 483. For purposes of
this paragraph and paragraph (f) of this
section (relating to the ratio of debt to
equity), the indebtedness of any cor-
poration shall be determined in accord-
ance with generally accepted account-
ing principles. Thus, for example, the
indebtedness of a corporation includes
short-term liabilities, such as accounts
payable to suppliers, as well as long-
term indebtedness. Contingent liabil-
ities, such as those arising out of dis-
counted notes, the assignment of ac-
counts receivable, or the guarantee of
the liability of another, shall be in-
cluded in the determination of the in-
debtedness of a corporation if the con-
tingency is likely to become a reality.
In addition, the indebtedness of a cor-
poration includes obligations issued by
the corporation, secured only by prop-
erty of the corporation, and with re-
spect to which the corporation is not
personally liable. See section 279(g) and
§ 1.279–6 for rules with respect to the
computation of annual interest to be
paid or incurred in regard to members
of an affiliated group of corporations.

(2) Examples. The provisions of these
paragraphs may be illustrated by the
following examples:

Example 1. Corporation X’s earnings and
profits calculated in accordance with section
279(c)(3)(B) for 1972, 1971, and 1970 respec-
tively were $29 million, $23 million, and $20
million. The interest to be paid or incurred
during the calendar year of 1973 as deter-
mined by reference to the issuing corpora-
tion’s total outstanding indebtedness as of
December 31, 1972, was $10 million. By divid-
ing the sum of the earnings and profits for
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the 3 years by 36 (the number of whole cal-
endar months in the 3-year period) and mul-
tiplying the quotient by 12, the average an-
nual earnings for X Corporation is $24 mil-
lion. Since the projected earnings of X Cor-
poration do not exceed by three times the
annual interest to be paid or incurred (they
exceed by only 2.4 times), one of the cir-
cumstances described in section 279(b)(4) is
present.

Example 2. On March 1, 1972, W Corporation
acquires substantially all of the properties of
Z Corporation in exchange for W Corpora-
tion’s bonds which satisfy the tests of sec-
tion 279(b) (2) and (3). W Corporation files its
income tax returns on the basis of fiscal
years ending June 30. Z Corporation, which
was formed on September 1, 1969, is a cal-
endar year taxpayer. The earnings and prof-
its of W Corporation for the last 3 fiscal
years ending June 30, 1972, calculated in ac-
cordance with the provisions of section
279(c)(3)(B) were $300 million, $400 million,
and $380 million, respectively. The average
annual earnings of W Corporation is $360 mil-
lion ($1,080 million ÷ 36×12). The earnings and
profits of Z Corporation calculated in ac-
cordance with the provisions of section
279(c)(3)(B) were $4 million for the period of
September 1, 1969 to December 31, 1969, $10
million and $14 million for the calendar
years of 1970 and 1971, respectively, and $2
million for the period of January 1, 1972,
through February 29, 1972, or a total of $30
million. To arrive at the average annual
earnings, the sum of the earnings and prof-
its, $30 million, must be divided by 30 (the
number of whole calendar months that Z
Corporation was in existence during W Cor-
poration’s 3-year period ending with the day
prior to the date substantially all the assets
were acquired) and the quotient is multiplied
by 12, which results in an average annual
earnings of $12 million ($30 million÷30×12) for
Z Corporation. The combined average annual
earnings of W Corporation and Z Corporation
is $372 million. The interest for the fiscal
year ending June 30, 1973, to be paid or in-
curred by W Corporation on its outstanding
indebtedness as of June 30, 1972, is $110 mil-
lion. Since the projected earnings exceed the
annual interest to be paid or incurred by
more than three times, the obligation will
not be corporate acquisition indebtedness,
unless the issuing corporation’s debt to eq-
uity ratio exceeds 2 to 1.

(f) Ratio of debt to equity—(1) In gen-
eral. The condition described in section
279(b)(4)(A) is present if the ratio of
debt to equity of the issuing corpora-
tion exceeds 2 to 1. Under section
279(c)(2), the term ratio of debt to equity
means the ratio which the total indebt-

edness of the issuing corporation bears
to the sum of its money and all its
other assets (in an amount equal to ad-
justed basis for determining gain) less
such total indebtedness. For the mean-
ing of the term indebtedness, see para-
graph (e)(1) of this section. See section
279(g) and § 1.279–6 for rules with re-
spect to the computation of the ratio
of debt to equity in regard to an affili-
ated group of corporations.

(2) Examples. The provisions of sec-
tion 279(b)(4)(A) and this paragraph
may be illustrated by the following ex-
ample:

[$5 million interest to be paid or incurred ×
$80 million owed to X Bank by its customers/
$100 million total indebtedness]

Example 1. On June 1, 1971, X Corporation,
which files its federal income tax returns on
a calendar year basis, issues an obligation
for $45 million to the shareholders of Y Cor-
poration to provide consideration for the ac-
quisition of all of the stock of Y Corporation.
Such obligation has the characteristics of
corporate acquisition indebtedness described
in section 279(b) (2) and (3). The projected
earnings of X Corporation and Y Corporation
exceed 3 times the annual interest to be paid
or incurred by those corporations and, ac-
cordingly, the condition described in section
279(b)(4)(B) is not present. Also, on December
31, 1971, X Corporation has total assets with
an adjusted basis of $150 million (including
the newly acquired stock of Y Corporation
having a basis of $45 million) and total in-
debtedness of $90 million. Hence, X Corpora-
tion’s equity is $60 million computed by sub-
tracting its $90 million of total indebtedness
from its $150 million of total assets. Since X
Corporation’s ratio of debt to equity of 1.5 to
1 ($90 million of total indebtedness over $60
million equity) does not exceed 2 to 1, the
condition described in section 279(b)(4)(A) is
not present. Therefore, X Corporation’s obli-
gation for $45 million is not corporate acqui-
sition indebtedness because on December 31,
1971, neither of the conditions specified in
section 279(b)(4) existed.

(g) Special rules for banks and lending
or finance companies—(1) Debt to equity
and projected earnings. Under section
279(c)(5), with respect to any corpora-
tion which is a bank (as defined in sec-
tion 581) or is primarily engaged in a
lending or finance business, the fol-
lowing rules are to be applied:

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00579 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



584

26 CFR Ch. I (4–1–99 Edition)§ 1.279–5

(i) In determining under paragraph (f)
of this section the ratio of debt to eq-
uity of such corporation (or of the af-
filiated group of which such corpora-
tion is a member), the total indebted-
ness of such corporation (and the as-
sets of such corporation) shall be re-
duced by an amount equal to the total
indebtedness owed to such corporation
which arises out of the banking busi-
ness of such corporation, or out of the
lending or finance business of such cor-
poration, as the case may be;

(ii) In determining under paragraph
(e) of this section the annual interest
to be paid or incurred by such corpora-
tion (or by the issuing corporation and
acquired corporation referred to in sec-
tion 279(c)(4)(B) or by the affiliated
group of corporations of which such
corporation is a member), the amount
of such interest (determined without
regard to this subparagraph) shall be
reduced by an amount which bears the
same ratio to the amount of such inter-
est as the amount of the reduction for
the taxable year under subdivision (i)
of this subparagraph bears to the total
indebtedness of such corporation; and

(iii) In determining under section
279(c)(3)(B) the average annual earn-
ings, the amount of the earnings and
profits for the 3-year period shall be re-
duced by the sum of the reductions
under subdivision (ii) of this subpara-
graph for such period.
For purposes of this paragraph, the
term lending or finance business means a
business of making loans or purchasing
or discounting accounts receivable,
notes, or installment obligations. Addi-
tionally, the rules stated in this para-
graph regarding the application of the
ratio of debt to equity, the determina-
tion of the annual interest to be paid
or incurred, and the determination of
the average annual earnings also apply
if the bank or lending or finance com-
pany is a member of an affiliated group
of corporations. However, the rules are
to be applied only for purposes of deter-
mining the debt, equity, projected
earnings and annual interest of the
bank or lending or finance company
which then are taken into account in
determining the debt to equity ratio
and ratio of projected earnings to an-
nual interest to be paid or incurred by
the affiliated group as a whole. Thus,

these rules are to be applied to reduce
the bank’s or lending or finance cor-
poration’s indebtedness, annual inter-
est to be paid or incurred, and average
annual earnings which are taken into
account with respect to the group, but
are not to reduce the indebtedness of,
annual interest to be paid or incurred
by, and average annual earnings of,
any corporation in the affiliated group
which is not a bank or a lending or fi-
nance company. In determining wheth-
er any corporation which is a member
of an affiliated group is primarily en-
gaged in a lending or finance business,
only the activities of such corporation,
and not those of the whole group, are
to be taken into account. See § 1.279–6
for the application of section 279 to cer-
tain affiliated groups of corporations.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. As of the close of the taxable
year, X Bank has a total indebtedness of $100
million, total assets of $115 million, and $80
million is owed to X Bank by its customers.
Bank X’s indebtedness is $20 million ($100
million total indebtedness less $80 million
owed to the X Bank by its customers) and its
assets are $35 million ($115 million total as-
sets less $80 million owed to the bank by its
customers). If its annual interest to be paid
or incurred is $5 million, such amount is re-
duced by $4 million. Thus, X Bank’s annual
interest to be paid or incurred is $1 million.

Example 2. Assume the same facts as in Ex-
ample (1). X Bank has earnings and profits of
$23 million for the 3-year period used to de-
termine projected earnings. In computing
the average annual earnings, the $23 million
amount will be reduced by $12 million (three
times the $4 million reduction of interest in
Example (1), assuming that the reduction was
the same for each year). Thus X Bank’s earn-
ings and profits for such 3-year period are $11
million ($23 million total earnings and prof-
its less $12 million reduction).

(h) Statement to be attached to return.
In any case where any corporation
claims a deduction in excess of $5 mil-
lion for interest paid or incurred dur-
ing the taxable year on obligations
issued to provide consideration for ac-
quisitions described in section 279(b)(1)
of stock in, or assets of, an acquired
corporation, the corporation shall at-
tach to its return for such taxable year
a statement which includes the par-
ticular provisions of section 279 and, in
sufficient detail, the facts establishing
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that such obligations were not cor-
porate acquisition indebtedness, or
that the amount of the deduction for
interest on its corporate acquisition in-
debtedness did not exceed the amount
of interest which may be deducted on
such obligations under section 279(a).

[T.D. 7262, 38 FR 5847, Mar. 7, 1973]

§ 1.279–6 Application of section 279 to
certain affiliated groups.

(a) In general. Under section 279(g), in
any case in which the issuing corpora-
tion is a member of an affiliated group,
the application of section 279 shall be
determined by treating all of the mem-
bers of the affiliated group in the ag-
gregate as the issuing corporation, ex-
cept that the ratio of debt to equity of,
projected earnings of, and the annual
interest to be paid or incurred by any
corporation (other than the issuing
corporation determined without regard
to this paragraph) shall be included in
the determinations required under sec-
tion 279(b)(4) as of any day only if such
corporation is a member of the affili-
ated group on such day, and, in deter-
mining projected earnings of such cor-
poration under section 279(c)(3), there
shall be taken into account only the
earnings and profits of such corpora-
tion for the period during which it was
a member of the affiliated group. The
total amount of an affiliated member’s
assets, indebtedness, projected earn-
ings, and interest to be paid or in-
curred will enter into the computation
required by this section, irrespective of
any minority ownership in such mem-
ber.

(b) Aggregate money and other assets.
In determining the aggregate money
and all the other assets of the affiliated
group, the money and all the other as-
sets of each member of such group
shall be separately computed and such
separately computed amounts shall be
added together, except that adjust-
ments shall be made, as follows:

(1) There shall be eliminated from
the aggregate money and all the other
assets of the affiliated group intercom-
pany receivables as of the date de-
scribed in section 279(c)(1);

(2) There shall be eliminated from
the total assets of the affiliated group
any amount which represents stock

ownership in any member of such
group;

(3) In any case where gain or loss is
not recognized on transactions between
members of an affiliated group under
paragraph (d)(3) of this section, the
basis of any asset involved in such
transaction shall be the transferor’s
basis;

(4) The basis of property in a trans-
action to which § 1.1502–13 applies is the
basis of the property determined under
that section; and

(5) There shall be eliminated from
the money and all the other assets of
the affiliated group any other amount
which, if included, would result in a du-
plication of amounts in the aggregate
money and all the other assets of the
affiliated group.

(c) Aggregate indebtedness. For pur-
poses of applying section 279(c), in de-
termining the aggregate indebtedness
of an affiliated group of corporations
the total indebtedness of each member
of such group shall be separately deter-
mined, and such separately determined
amounts shall be added together, ex-
cept that there shall be eliminated
from such total indebtedness as of the
date described in section 279(c)(1):

(1) The amount of intercompany ac-
counts payable,

(2) The amount of intercompany
bonds or other evidences of indebted-
ness, and

(3) The amount of any other indebt-
edness which, if included, would result
in a duplication of amounts in the ag-
gregate indebtedness of such affiliated
group.

(d) Aggregate projected earnings. In the
case of an affiliated group of corpora-
tions (whether or not such group files a
consolidated return under section 1501),
the aggregate projected earnings of
such group shall be computed by sepa-
rately determining the projected earn-
ings of each member of such group
under paragraph (d) of § 1.279–5, and
then adding together such separately
determined amounts, except that:

(1) A dividend (a distribution which is
described in section 301(c)(1) other than
a distribution described in section
243(c)(1)) distributed by one member to
another member shall be eliminated,
and
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(2) In determining the earnings and
profits of any member of an affiliated
group, there shall be eliminated any
amount of interest income received or
accrued, and of interest expense paid or
incurred, which is attributable to
intercompany indebtedness,

(3) No gain or loss shall be recognized
in any transaction between members of
the affiliated group, and

(4) Members of an affiliated group
who file a consolidated return shall not
apply the provisions of § 1.1502–18 deal-
ing with inventory adjustments in de-
termining earnings and profits for pur-
poses of this section.

(e) Aggregate interest to be paid or in-
curred. For purposes of section 279(c)(4),
in determining the aggregate annual
interest to be paid or incurred by an af-
filiated group of corporations, the an-
nual interest to be paid or incurred by
each member of such affiliated group
shall be separately calculated under
paragraph (e) of § 1.279–5, and such sepa-
rately calculated amounts shall be
added together, except that any
amount of annual interest to be paid or
incurred on any intercompany indebt-
edness shall be eliminated from such
aggregate interest.

[T.D. 7262, 38 FR 5850, Mar. 5, 1973, as amend-
ed by T.D. 8560, 59 FR 41675, Aug. 15, 1994;
T.D. 8597, 60 FR 36679, July 18, 1995]

§ 1.279–7 Effect on other provisions.
Under section 279(j), no inference is

to be drawn from any provision in sec-
tion 279 and the regulations thereunder
that any instrument designated as a
bond, debenture, note, or certificate or
other evidence of indebtedness by its
issuer represents an obligation or in-
debtedness of such issuer in applying
any other provision of this title. Thus,
for example, an instrument, the inter-
est on which is not subject to disallow-
ance under section 279 could, under sec-
tion 385 and the regulations there-
under, be found to constitute a stock
interest, so that any amounts paid or
payable thereon would not be deduct-
ible.

[T.D. 7262, 38 FR 5851, Mar. 5, 1973]

§ 1.280B–1 Demolition of structures.
(a) In general. Section 280B provides

that, in the case of the demolition of

any structure, no deduction otherwise
allowable under chapter 1 of subtitle A
shall be allowed to the owner or lessee
of such structure for any amount ex-
pended for the demolition or any loss
sustained on account of the demolition,
and that the expenditure or loss shall
be treated as properly chargeable to
the capital account with respect to the
land on which the demolished structure
was located.

(b) Definition of structure. For pur-
poses of section 280B, the term structure
means a building, as defined in § 1.48–
1(e)(1), including the structural compo-
nents of that building, as defined in
§ 1.48–1(e)(2).

(c) Effective date. This section is ef-
fective for demolitions commencing on
or after December 30, 1997.

[T.D. 8745, 62 FR 67726, Dec. 30, 1997]

§ 1.280C–1 Disallowance of certain de-
ductions for wage or salary ex-
penses.

If an employer elects to claim the
targeted jobs credit under section 44B
(as amended by the Revenue Act of
1978), or elects to claim the new jobs
credit under section 44B (as in effect
prior to enactment of the Revenue Act
of 1978), the employer must reduce its
deduction for wage or salary expenses
paid or incurred in the year the credit
is earned by the amount allowable as
credit (determined without regard to
the provisions of section 53). In the
case in which wages and salaries are
capitalized the amount subject to de-
preciation must be reduced by an
amount equal to the amount of the
credit (determined without regard to
the provisions of section 53) in deter-
mining the depreciation deduction. In
the case of an employer who uses the
full absorption method of inventory
costing under § 1.471–11, the portion of
the basis of the inventory attributable
to the wage or salary expenses giving
rise to the credit and paid or incurred
in the year the credit is earned must be
reduced by the amount of the credit al-
lowable (determined without regard to
the provisions of section 53). If the em-
ployer is an organization that is under
common control (as described in § 1.52–
1), it must reduce its deduction for
wage or salary expenses by the amount
of the credit apportioned to it under
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§ 1.52–1 (a) or (b). The deduction for
wage and salary expenses must be re-
duced in the year the credit is earned,
even if the employer is unable to use
the credit in that year because of the
limitations imposed by section 53.

(Secs. 44B, 381, and 7805 of the Internal Rev-
enue Code of 1954, 92 Stat. 2834 (28 U.S.C.
44B); 91 Stat. 148 (26 U.S.C. 381(c)(26)); 68A
Stat. 917 (28 U.S.C. 7805))

[T.D. 7921, 48 FR 52908, Nov. 23, 1983]

§ 1.280C–3 Disallowance of certain de-
ductions for qualified clinical test-
ing expenses when section 28 credit
is allowable.

(a) In general. If a taxpayer is enti-
tled to a credit under section 28 for
qualified clinical testing expenses (as
defined in section 28(b)), it must reduce
the amount of any deduction for quali-
fied clinical testing expenses paid or
incurred in the year the credit is
earned by the amount allowable as
credit for such expenses (determined
without regard to section 28(d)(2)).

(b) Capitalization of qualified clinical
testing expenses. In a case in which
qualified clinical testing expenses are
capitalized, the amount chargeable to
the capital account for a taxable year
must be reduced by the excess of the
amount of the credit allowable for the
taxable year under section 28 (deter-
mined without regard to section
28(d)(2)) over the amount allowable as a
deduction for qualified clinical testing
expenses (determined without regard to
paragraph (a) of this section) for the
taxable year. See section 174 and the
regulations thereunder.

(c) Controlled group of corporations; or-
ganizations under common control. In the
case of a taxpayer described in para-
graph (d)(5) of § 1.28–1 of this chapter
(relating to controlled groups of cor-
porations and organizations under
common control), paragraphs (a) and
(b) of this section shall be applied in
accordance with the rules prescribed
for aggregation of expenditures under
that paragraph.

(d) Example. The following example
illustrates the application of para-
graphs (a) and (b) of this section:

Example. A incurs $1,000 in clinical testing
expenses for which a $500 credit is allowable
under section 28. A also elects under section

174 of the Code to amortize these expenses
over a 5-year period beginning in the year
the credit is claimed. Under paragraph (a),
the current year amortization deduction of
$200 ($1,000÷5) is disallowed. Moreover, the
amount which would otherwise be capital-
ized, $800, is reduced by the excess of the
amount of the section 28 credit claimed for
the taxable year over the amount of the al-
lowable section 174 amortization deduction
for the taxable year, or $300 ($500–$200). Thus,
the amount chargeable to the capital ac-
count for the taxable year is $500 ($800–$300).
A is entitled to amortize $500 over the re-
maining amortization period resulting in a
deduction of $125 for each of the remaining
four years.

[T.D. 8232, 53 FR 38715, Oct. 3, 1988]

§ 1.280C–4 Credit for increasing re-
search activities.

(a) In general. The election under sec-
tion 280C(c)(3) to have the provisions of
section 280C(c) (1) and (2) not apply
shall be made by claiming the reduced
credit under section 41(a) determined
by the method provided in section
280C(c)(3)(B) on an original return for
the taxable year, filed at any time on
or before the due date (including exten-
sions) for filing the income tax return
for such year. An election, once made
for any taxable year, shall be irrev-
ocable for that taxable year.

(b) Transition rule—(1) In general. In
the case of a taxable year beginning
after December 31, 1988, for which the
due date (including extensions) for fil-
ing the return is on or before March 4,
1990, the election under section
280C(c)(3) shall be made by claiming
the reduced credit under section 41(a)
determined by the method provided in
section 280C(c)(3)(B) on an original or
amended return for such taxable year
filed on or before March 3, 1990.

(2) Taxpayers who made an election
under former section 41(h). If a tax-
payer—

(i) Prior to December 19, 1989, made
an election for a taxable year described
in paragraph (b)(1) of this section under
section 41(h) (as it existed before it was
repealed by section 7814(e) of the Rev-
enue Reconciliation Act of 1989) by not
claiming any credit allowable under
section 41(a), and

(ii) Has not filed an amended return
on or before March 3, 1990 claiming the
full credit allowable under section
41(a), the taxpayer will be treated as

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00583 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



588

26 CFR Ch. I (4–1–99 Edition)§ 1.280F–1T

having made an election under section
280C(c)(3). Therefore, the provisions of
section 280C(c) (1) and (2) shall not
apply in such taxable year. However, in
order to obtain the benefit of the re-
duced credit under section 41(a) deter-
mined by the method provided in sec-
tion 280C(c)(3)(B), such a taxpayer must
claim the reduced credit on an amend-
ed return filed before the expiration of
the period prescribed in section 6511 for
filing a claim for credit or refund of
the tax imposed by chapter 1 of the
Code.

(c) Effective date. The provisions of
this section are effective for taxable
years beginning after December 31,
1988.

[T.D. 8282, 55 FR 2376, Jan. 24, 1990; 55 FR
4049, Feb. 6, 1990]

§ 1.280F–1T Limitations on investment
tax credit and recovery deductions
under section 168 for passenger
automobiles and certain other list-
ed property; overview of regula-
tions (temporary).

(a) In general. Section 280F(a) limits
the amount of investment tax credit

determined under section 46(a) and re-
covery deductions under section 168 for
passenger automobiles. Section 280F(b)
denies the investment tax credit and
requires use of the straight line meth-
od of recovery for listed property that
is not predominantly used in a quali-
fied business use. In certain cir-
cumstances, section 280F(b) requires
the recapture of an amount of cost re-
covery deductions previously claimed
by the taxpayer. Section 280F(c) pro-
vides that lessees are to be subject to
restrictions substantially equivalent to
those imposed on owners of such prop-
erty under section 280F (a) and (b). Sec-
tion 280F(d) provides definitions and
special rules; note that section 280F(d)
(2) and (3) apply with respect to all list-
ed property, even if the other provi-
sions of section 280F do not affect the
treatment of the property.

(b) Key to Code provisions. The fol-
lowing table identifies the provisions
of section 280F under which regulations
are provided, and lists each provision
below with its corresponding regula-
tion section:

Section 1.280F–2T Section 1.280F–3T Section 1.280F–4T Sections 1.280F–5T and
1.280F–7 Section 1.280F–6T

(a) (b) (d)(2) (c) (d)(3)
(d)(1) (d)(1) (d)(4)
(d)(8) (d)(5)

(d)(10) (d)(6)

Sections 1.280F–2T(f) and 1.280F–4T(b)
also provide special rules for improve-
ments to passenger automobiles and
other listed property that qualify as
capital expenditures.

(c) Effective dates—(1) In general. This
section and §§ 1.280F–2T through 1.280F–
6T apply to property placed in service
or leased after June 18, 1984, in taxable
years ending after that date. Section
1.280F–7 applies to property leased after
December 31, 1986, in taxable years end-
ing after that date.

(2) Exception. This section and
§§ 1.280F–2T through 1.280F–6T shall not
apply to any property:

(i) Acquired pursuant to a binding
contract in effect on June 18, 1984, and
at all times thereafter, or under con-
struction by the taxpayer on that date,
but only if the property is placed in
service before January 1, 1985 (January

1, 1987, in the case of 15-year real prop-
erty), or

(ii) Leased pursuant to a binding con-
tract in effect on June 18, 1984, and at
all times thereafter, but only if the les-
see first uses such property under the
lease before January 1, 1985 (January 1,
1987, in the case of 15-year real prop-
erty).

(3) Leased passenger automobiles. Sec-
tion 1.280F–5T(e) generally applies to
passenger automobiles leased after
April 2, 1985, and before January 1, 1987,
in taxable years ending after April 2,
1985. Section 1.280F–5T(e) generally ap-
plies to passenger automobiles leased
after April 2, 1985, in taxable years end-
ing after that date. Section 1.280F–
5T(e) does not apply to any passenger
automobile that is leased pursuant to a
binding contract, which is entered into
no later than April 2, 1985, and which is
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in effect at all times thereafter, but
only if the automobile is used under
the lease before August 1, 1985. If
§ 1.280F–5T(e) does not apply to a pas-
senger automobile, see paragraph (c) (1)
and (2) of this section. Section 1.280F–
7(a) applies to passenger automobiles
leased after December 31, 1986, in tax-
able years ending after that date.

[T.D. 7986, 49 FR 42704, Oct. 24, 1984; as
amended by T.D. 8061, 50 FR 46038, Nov. 6,
1985; T.D. 8218, 53 FR 29881, Aug. 9, 1988; T.D.
8473, 58 FR 19060, Apr. 12, 1993]

§ 1.280F–2T Limitations on recovery
deductions and the investment tax
credit for certain passenger auto-
mobiles (temporary).

(a) Limitation on amount of investment
tax credit—(1) General rule. The amount
of the investment tax credit deter-
mined under section 46(a) for any pas-
senger automobile shall not exceed
$1,000. For a passenger automobile
placed in service after December 31,
1984, the $1,000 amount shall be in-
creased by the automobile price infla-
tion adjustment (as defined in section
280F(d)(7)) for the calendar year in
which the automobile is placed in serv-
ice.

(2) Election of reduced investment tax
credit. If the taxpayer elects under sec-
tion 48(q)(4) to reduce the amount of
the investment tax credit in lieu of ad-
justing the basis of the passenger auto-
mobile under section 48(q)(1), the
amount of the investment tax credit
for any passenger automobile shall not
exceed two-thirds of the amount deter-
mined under paragraph (a)(1) of this
section.

(b) Limitations on allowable recovery
deductions—(1) Recovery deduction for
year passenger automobile is placed in
service. For the taxable year that a tax-
payer places a passenger automobile in
service, the allowable recovery deduc-
tion under section 168(a) shall not ex-
ceed $4,000. See paragraph (b)(3) of this
section for the adjustment to this limi-
tation.

(2) Recovery deduction for remaining
taxable years during the recovery period.
For any taxable year during the recov-
ery period remaining after the year
that the property is placed in service,
the allowable recovery deduction under
section 168(a) shall not exceed $6,000.

See paragraph (b)(3) of this section for
the adjustment to this limitation.

(3) Adjustment to limitation by reason
of automobile price inflation adjustment.
The limitations on the allowable recov-
ery deductions prescribed in paragraph
(b) (1) and (2) of this section are in-
creased by the automobile price infla-
tion adjustment (as defined in section
280F(d)(7)) for the calendar year in
which the automobile is placed in serv-
ice.

(4) Coordination with section 179. For
purposes of section 280F(a) and this
section, any deduction allowable under
section 179 (relating to the election to
expense certain depreciable trade or
business assets) is treated as if that de-
duction were a recovery deduction
under section 168. Thus, the amount of
the section 179 deduction is subject to
the limitations described in paragraph
(b) (1) and (2) of this section.

(c) Disallowed recovery deductions al-
lowed for years subsequent to the recovery
period—(1) In general. (i) Except as oth-
erwise provided in this paragraph (c),
the ‘‘unrecovered basis’’ (as defined in
paragraph (c)(1)(ii) of this section) of
any passenger automobile is treated as
a deductible expense in the first tax-
able year succeeding the end of the re-
covery period.

(ii) The term unrecovered basis means
the excess (if any) of:

(A) The unadjusted basis (as defined
in section 168(d)(1)(A), except that
there is no reduction by reason of an
election to expense a portion of the
basis under section 179) of the pas-
senger automobile, over

(B) The amount of the recovery de-
ductions (including any section 179 de-
duction elected by the taxpayer) which
would have been allowable for taxable
years in the recovery period (deter-
mined after the application of section
280F (a) and paragraph (b) of this sec-
tion and as if all use during the recov-
ery period were used described in sec-
tion 168(c)(1)).

(2) Special rule when taxpayer elects to
use the section 168(b)(3) optional recovery
percentages. If the taxpayer elects to
use the optional recovery percentages
under section 168(b)(3) or must use the
straight line method over the earnings
and profits life (as defined and de-
scribed in § 1.280F–3T(f)), the second
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succeeding taxable year after the end
of the recovery period is treated as the
first succeeding taxable year after the
end of the recovery period for purposes
of this paragraph (c) because of the
half-year convention. For example, as-
sume a calendar-year taxpayer places
in service on July 1, 1984, a passenger
automobile (i.e., 3-year recovery prop-
erty) and elects under section 168(b)(3)
to recover its cost over 5 years using
the straight line optional percentages.
Based on these facts, calendar year 1990
is treated as the first succeeding tax-
able year after the end of the recovery
period.

(3) Deduction limited to $6,000 for any
taxable year. The amount that may be
treated as a deductible expense under
this paragraph (c) in the first taxable
year succeeding the recovery period
shall not exceed $6,000. Any excess
shall be treated as an expense for the
succeeding taxable years. However, in
no event may any deduction in a suc-
ceeding taxable year exceed $6,000. The
limitation on amounts deductible as an
expense under this paragraph (c) with
respect to any passenger automobile is
increased by the automobile price in-
flation adjustment (as defined in sec-
tion 280F(d)(7)) for the calendar year in
which such automobile is placed in
service.

(4) Deduction treated as a section 168
recovery deduction. Any amount allow-
able as an expense in a taxable year
after the recovery period by reason of
this paragraph (c) shall be treated as a
recovery deduction allowable under
section 168. However, a deduction is al-
lowable by reason of this paragraph (c)
with respect to any passenger auto-
mobile for a taxable year only to the
extent that a deduction under section
168 would be allowable with respect to
the automobile for that year. For ex-
ample, no recovery deduction is allow-
able for a year during which a pas-
senger automobile is disposed of or is
used exclusively for personal purposes.

(d) Additional reduction in limitations
by reason of personal use of passenger
automobile or by reason of a short taxable
year. See paragraph (i) of this section
for rules regarding the additional re-
duction in the limitations prescribed
by paragraphs (a) through (c) of this
section by reason of the personal use of

a passenger automobile or by reason of
a short taxable year.

(e) Examples. The provisions of para-
graphs (a) through (c) of this section
may be illustrated by the following ex-
amples. For purposes of these exam-
ples, assume that all taxpayers use the
calendar year and that no short tax-
able years are involved.

Example 1. (i) On July 1, 1984, B purchases
for $45,000 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168. In 1984, B does not
elect under section 179 to expense a portion
of the cost of the automobile. The auto-
mobile is used exclusively in B’s business
during taxable years 1984 through 1990.

(ii) The maximum amount of B’s invest-
ment tax credit is $1,000 (i.e., the lesser of
$1,000 or .06×$45,000). B’s unadjusted basis for
purposes of section 168 is $44,500 (i.e., $45,000
reduced under section 48(q)(1) by $500). B se-
lects the use of the accelerated recovery per-
centages under section 168(b)(1).

(iii) The maximum amount of B’s recovery
deduction for 1984 is $4,000 (i.e, the lesser of
$4,000 or .25×$44,500); for 1985, $6,000 (i.e., the
lesser of $6,000 or .38×$44,500); and for 1986,
$6,000 (i.e., the lesser of $6,000 or .37×$44,500).

(iv) At the beginning of taxable year 1987,
B’s unrecovered basis in the automobile is
$28,500 (i.e., $44,500¥$16,000). Under paragraph
(c) of this section, B may expense $6,000 of
the unrecovered basis in the automobile in
1987. This expense is treated as a recovery
deduction under section 168. For taxable
years 1988 through 1990, B may deduct $6,000
of the unrecovered basis per year. At the be-
ginning of 1991, B’s unrecovered basis in the
automobile is $4,500. During that year, B dis-
poses of the automobile. B is not allowed a
deduction for 1991 because no deduction
would be allowable under section 168 based
on these facts.

Example 2. (i) On July 1, 1984, C purchases
for $50,000 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168. The automobile is
used exclusively in C’s business during tax-
able years 1984 through 1992. In 1984, C does
not elect under section 179 to expense a por-
tion of the automobile’s cost. C elects under
section 48(q)(4) to take a reduced investment
tax credit in lieu of the section 48(q)(1) basis
adjustment.

(ii) The maximum amount of C’s invest-
ment tax credit is $666.67 (i.e., the lesser of 2⁄3
of $1,000 or .04×$50,000). C’s unadjusted basis
for purposes of section 168 is $50,000. C elects
to use the optional recovery percentages
under section 168(b)(3) based on a 5-year re-
covery period.

(iii) The maximum amount of C’s recovery
deduction for 1984 is $4,000 (i.e., the lesser of
$4,000 or .10×$50,000); for taxable years 1985
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through 1988, $6,000 per year (i.e., the lesser
of $6,000 or .20 of $50,000). C’s recovery deduc-
tion for 1989 is $5,000 (i.e., the lesser of
.10×$50,000 or $6,000).

(iv) At the beginning of taxable year 1990,
C’s unrecovered basis in the automobile is
$17,000. Under paragraph (c) of this section, C
may expense $6,000 of the unrecovered basis
in the automobile in 1990. this expense is
treated as a recovery deduction under sec-
tion 168. For taxable years 1991 and 1992, C
may deduct $6,000, and $5,000, respectively of
the unrecovered basis per year.

Example 3. Assume the same facts as in Ex-
ample (2), except that C disposes of the pas-
senger automobile on July 1, 1990. Under
paragraph (c) of this section, C is not allowed
a deduction for 1990 or for any succeeding
taxable year because no deduction would be
allowable under section 168 based on these
facts.

Example 4. (i) On July 1, 1984, G purchases
for $15,000 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168. The automobile is
used exclusively in G’s business during tax-
able years 1984 through 1987. In 1984, G elects
under section 179 to expense $5,000 of the cost
of the property.

(ii) The maximum amount of G’s invest-
ment tax credit is $600 (i.e., the lesser of
.06×$10,000 or $1,000).

(iii) G’s unadjusted basis for purposes of
section 168 is $9,700 (i.e., $15,000 minus the
sum of $5,000 (the amount of the expense
elected under section 179) and $300 (one-half
of the investment tax credit under section
48(q)(1))). Under paragraph (b)(4) of this sec-
tion, the allowable deduction under section
179 is treated as a recovery deduction under
section 168 for purposes of this section. Thus,
the maximum amount of G’s section 179 de-
duction is $4,000 (i.e., the lesser of $4,000 or
$5,000+.25×$9,700). G is entitled to no further
recovery deduction under section 168 for 1984.
The amount of G’s 1985 and 1986 recovery de-
ductions are $3,686 (i.e., the lesser of
.38×$9,700 or $6,000) and $3,589 (i.e., the lesser
of .37×$9,700 or $6,000), respectively. At the
beginning of 1987, G’s unrecovered basis in
the automobile is $3,425 (i.e., $14,700¥$11,275).
Under paragraph (c) of this section, G may
expense the remaining $3,425 in 1987.

Example 5. (i) On July 1, 1984, D purchases
for $55,000 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168. The automobile is
used exclusvely in D’s business during tax-
able years 1984 through 1993. In 1984, D elects
under section 179 to expense $5,000 of the cost
of the property.

(ii) The maximum amount of D’s invest-
ment tax credit is $1,000 (i.e., the lesser of
$1,000 or .06×$50,000).

(iii) D’s unadjusted basis for purposes of
section 168 is $49,500 (i.e., $55,000 minus the
sum of $5,000 (the amount of the expense

elected under section 179) and $500 (one-half
of the investment tax credit under section 48
(q)(1))). Under paragraph (b)(4) of this sec-
tion, the allowable deduction under section
179 is treated as a recovery deduction under
section 168 for purposes of this section. Thus,
the maximum amount of D’s section 179 de-
duction is $4,000 (i.e., the lesser of $4,000 or
$5,000+.25×$49,500). D is entitled to no further
recovery deduction under section 168 for 1984.
The maximum amount of D’s 1985 recovery
deduction is $6,000 (i.e., the lesser of $6,000 or
.38×$49,500); and for 1986, $6,000 (i.e., the lesser
of $6,000 or .37 of $49,500).

(iv) At the beginning of 1987, D’s unre-
covered basis is $38,500. D may expense the
remaining unrecovered basis at the rate of
$6,000 per year through 1992 and $2,500 in 1993.

Example 6. Assume the same facts as in Ex-
ample (5), except that in 1993, D uses the
automobile only 60 percent in his business.
Under paragraph (c)(4) of this section for
1993, D may expense $1,500 (i.e., .60×$2,500). D
is entitled to no further deductions with re-
spect to the automobile in any later year.

Example 7. (i) On July 1, 1984, F purchases
for $44,500 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168. The automobile is
used exclusively in F’s business during tax-
able years 1984 through 1992. In 1984, F elects
under section 179 to expense $5,000 of the cost
of the property.

(ii) F elects under section 48(q)(4) to take a
reduced investment tax credit in lieu of the
section 48(q)(1) basis adjustment. The max-
imum amount of F’s investment tax credit is
$666.67 (i.e., the lesser of 2⁄3 of $1,000 or
.04×$39,500).

(iii) F’s unadjusted basis for purposes of
section 168 is $39,500 (i.e., $44,500–$5,000 (the
amount of the expense elected under section
179)). F elects to use the optional recovery
percentage under section 168(b)(3) based on a
5-year recovery period. Under paragraph
(b)(4) of this section, the allowable section
179 deduction is treated as a recovery deduc-
tion under section 168 for purposes of this
section. Thus, the maximum amount of F’s
section 179 deduction is $4,000 (i.e., the lesser
of $4,000 or $5,000+.10×$39,500). F is entitled to
no further recovery deduction under section
168 for 1984. The maximum amounts of F’s re-
covery deductions for 1985 through 1988 are
$6,000 per year (i.e., the lesser of $6,000 or
.20×$39,500). F’s recovery deduction for 1989
(the first taxable year after the 5-year recov-
ery period but the sixth recovery year for
purposes of section 168) is $3,950 (i.e., the less-
er of .10×$39,500 or $6,000).

(iv) Under paragraph (c), taxable year 1990
is considered to be the first taxable year suc-
ceeding the end of the recovery period. At
the beginning of taxable year 1990, F’s unre-
covered basis in the automobile is $12,550
(i.e., $44,500¥$31,950). Under paragraph (c), F
may expense $6,000 of his unrecovered basis
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in the automobile in 1990 and in 1991. This
expense is treated as a recovery deduction
under section 168. For taxable year 1992, F
may expense the remaining $550 of his unre-
covered basis in the automobile.

(f) Treatment of improvements that
qualify as capital expenditures. An im-
provement to a passenger automobile
that qualifies as a capital expenditure
under section 263 is treated as a new
item of recovery property placed in
service in the year the improvement is
made. However, the limitations in
paragraph (b) of this section on the
amount of recovery deductions allow-
able are determined by taking into ac-
count as a whole both the improvement
and the property of which the improve-
ment is a part. If that improvement
also qualifies as an investment in new
section 38 property under section 48(b)
and § 1.48–2(b)(2), the limitation in
paragraph (a)(1) of this section on the
amount of the investment tax credit
for that improvement is determined by
taking into account any investment
tax credit previously allowed for the
passenger automobile (including any
prior improvement considered part of
the passenger automobile). Thus, the
maximum credit allowable for the
automobile (including the improve-
ment) will be $1,000 (or 2⁄3 of $1,000, in
the case of an election to take a re-
duced credit under section 48(q)(4)) (ad-
justed under section 280F(d)(7) to re-
flect the automobile price inflation ad-
justment for the year the property of
which the improvement is a part is
placed in service).

(g) Treatment of section 1031 or section
1033 transactions—(1) Treatment of ex-
changed passenger automobile. For a tax-
able year in which a transaction de-
scribed in section 1031 or section 1033
occurs, the unadjusted basis of an ex-
changed or converted passenger auto-
mobile shall cease to be taken into ac-
count in determining any recovery de-
ductions allowable under section 168 as
of the beginning of the taxable year in
which the exchange or conversion oc-
curs. Thus, no recovery deduction is al-
lowable for the exchanged or converted
automobile in the year of the exchange
or conversion.

(2) Treatment of acquired passenger
automobile—(i) In general. The acquired
automobile is treated as new property

placed in service in the year of the ex-
change (or in the replacement year)
and that year is its first recovery year.

(ii) Limitations on recovery deductions.
If the exchanged (or converted) auto-
mobile was acquired after the effective
date of section 280F (as set out in
§ 1.280F–1(c)), the basis of that auto-
mobile as determined under section
1031(d) or section 1033(b) (whichever is
applicable) must be reduced for pur-
poses of computing recovery deduc-
tions with respect to the acquired
automobile (but not for purposes of de-
termining the amount of the invest-
ment tax credit and gain or loss on the
sale or other disposition of the prop-
erty) by the excess (if any) of:

(A) The sum of the amounts that
would have been allowable as recovery
deductions with respect to the ex-
changed (or converted) automobile dur-
ing taxable years preceding the year of
the exchange (or conversion) if all of
the use of the automobile during those
years was use described in section
168(c), over

(B) The sum of the amounts allow-
able as recovery deductions during
those years.

(3) Examples. The provisions of this
paragraph (g) may be illustrated by the
following examples:

Example 1. (i) In 1982, F purchases and
places in service a passenger automobile
which is 3-year recovery property under sec-
tion 168. The automobile is used exclusively
in F’s business.

(ii) On July 1, 1984, F exchanges the pas-
senger automobile and $1,000 cash for a new
passenger automobile (‘‘like kind’’ property).
Under paragraph (g)(1) of this section, no re-
covery deduction is allowed in 1984 for the
exchanged automobile. Any investment tax
credit claimed with respect to that auto-
mobile is subject to recapture under section
47.

(iii) F’s basis in the acquired property (as
determined under section 1031(d) and F’s
qualified investment are $20,000. Under the
provisions of paragraph (g)(2)(i) of this sec-
tion, the acquired property is treated as new
recovery property placed in service in 1984 to
the extent of the full $20,000 of basis. The
maximum amount of F’s investment tax
credit is limited to $1,000 (i.e., the lesser of
$1,000 or .06×$20,000). Cost recovery deduc-
tions are computed pursuant to paragraph
(b) of this section.

Example 2. (i) On July 1, 1984, E purchases
for $30,000 and places in service a passenger
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automobile which is 3-year recovery prop-
erty under section 168. In 1984, E’s business
use percentage is 80 percent and such use
constitutes his total business/investment
use.

(ii) E elects under section 48(q)(4) to take a
reduced investment tax credit in lieu of the
section 48 (q)(1) basis adjustment. The max-
imum amount of E’s investment tax credit is
$533.33 (i.e., the lesser of 2⁄3 of $1,000×.80 or
.80×.04×$30,000).

(iii) E’s unadjusted basis for purposes of
section 168 is $30,000. E selects the use of the
accelerated recovery percentages under sec-
tion 168(b)(1). The maximum amount of E’s
recovery deduction for 1984 is $3,200 (i.e., the
lesser of .80×$4,000 or .80×.25×$30,000).

(iv) On June 10, 1985, E exchanges the pas-
senger automobile and $1,000 cash for a new
passenger automobile (‘‘like kind’’ property).
Under paragraph (g)(1) of this section, no re-
covery deduction is allowable in 1985 for the
exchanged automobile. The investment tax
credit claimed is subject to recapture under
section 47. Under paragraph (g)(2)(ii) of this
section, E’s basis in the acquired property
for purposes of computing recovery deduc-
tions under section 280F is $27,000 (i.e., $27,800
(section 1031(d) basis)—$800). The acquired
automobile is used exclusively in F’s busi-
ness during taxable years 1985 through 1988.
Under paragraph (g)(2) of this section, the
acquired property is treated as new recovery
property placed in service in 1985. Assume
that the automobile price inflation adjust-
ment (as described under section 280F(d)(7))
is zero. E’s qualified investment in the prop-
erty, as determined under § 1.46–3(c)(1), is
$27,800. The maximum amount of E’s invest-
ment tax credit is $1,000 (i.e., the lesser of
$1,000 or .06×$27,800). E’s unadjusted basis for
purposes of section 168 is $26,500 (i.e., $27,000
reduced under section 48(q)(1) by $500). Cost
recovery deductions are computed pursuant
to paragraph (b) of this section.

(h) Other nonrecognition transactions.
[Reserved]

(i) Limitation under this section applies
before other limitations—(1) Personal use.
The limitations imposed upon the max-
imum amount of the allowable invest-
ment tax credit and the allowable re-
covery deductions (as described in
paragraphs (a) through (c) of this sec-
tion) must be adjusted during any tax-
able year in which a taxpayer makes
any use of a passenger automobile
other than for business/investment use
(as defined in § 1.280F–6T(d)(3)). The
limitations on the amount of the al-
lowable investment tax credit (as de-
scribed in paragraph (a) of this section)
and the allowable cost recovery deduc-
tions (as described in paragraphs (b)

and (c) of this section) are redeter-
mined by multiplying the limitations
by the percentage of business/invest-
ment use (determined on an annual
basis) during the taxable year.

(2) Short taxable year. The limitations
imposed upon the maximum amount of
the allowable recovery deductions (as
described in paragraphs (a) through (c)
of this section) must be adjusted dur-
ing any taxable year in which a tax-
payer has a short taxable year. In this
case, the limitation is adjusted by mul-
tiplying the limitation that would have
been applied if the taxable year were
not a short taxable year by a fraction,
the numerator of which is the number
of months and part-months in the short
taxable year and the denominator of
which is 12.

(3) Examples. The provisions of this
paragraph (i) may be illustrated by the
following examples:

Example 1. On July 1, 1984, A purchases and
places in service a passenger automobile and
uses it 80 percent for business/investment use
during 1984. Under paragraph (i)(1) of this
section, the maximum amount of the invest-
ment tax credit that A may claim for the
automobile is $800 (i.e., .80×$1,000).

Example 2. Assume the same facts as in Ex-
ample (1), except that A elects under section
48(q)(4) to take a reduced investment tax
credit in lieu of the section 48(q)(1) basis ad-
justment. Under paragraph (i)(1) of this sec-
tion, the maximum amount of the invest-
ment tax credit that A may claim for the
automobile is $533.33 (i.e., .80× 2⁄3 ×$1,000).

Example 3. On July 1, 1984, B purchases and
places in service a passenger automobile and
uses it 60 percent for business/investment use
during 1984. Under paragraph (i)(1) of this
section, the maximum amount of the invest-
ment tax credit that B may claim for the
automobile is $600 (i.e., .60×$1,000). B uses the
car 70 percent for business/investment use
during 1985 and 80 percent during 1986. Under
paragraph (i)(1) of this section, the max-
imum amount of recovery deductions that B
may claim for 1984, 1985, and 1986 are $2,400
(i.e., .60×$4,000), $4,200 (i.e., .70×$6,000), and
$4,800 (i.e., .80×$6,000), respectively.

Example 4. Assume the same facts as in Ex-
ample (3) with the added facts that B’s unre-
covered basis at the beginning of 1987 is
$6,000 and that B uses the automobile 85 per-
cent for business/investment use during 1987.
Under paragraph (i)(1) of this section, the
maximum amount that B may claim as an
expense for 1987 is $5,000 (i.e., .85×$6,000).

Example 5. On August 1, 1984, C purchases
and places in service a passenger automobile
and uses it exclusively for business. Taxable
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year 1984 for C is a short taxable year which
consists of 6 months. Under paragraph (i)(2)
of this section, the maximum amount that C
may claim as a recovery deduction for 1984 is
$2,000 (i.e., 6⁄12×$4,000).

Example 6. Assume the same facts as in Ex-
ample (5), except that C uses the passenger
automobile 70 percent for business/invest-
ment use during 1984. Under paragraph (i) (1)
and (2) of this section, the maximum amount
that C may claim as a recovery deduction for
1984 is $1,400 (i.e., .70×6⁄12 ×$4,000).

(98 Stat. 494, 26 U.S.C. 280F; 68A Stat. 917, 26
U.S.C. 7805)

[T.D. 7986, 49 FR 42704, Oct. 24, 1984]

§ 1.280F–3T Limitations on recovery
deductions and the investment tax
credit when the business use per-
centage of listed property is not
greater than 50 percent (tem-
porary).

(a) In general. Section 280F(b), gen-
erally, imposes limitations with re-
spect to the amount allowable as an in-
vestment tax credit under section 46(a)
and the amount allowable as a recov-
ery deduction under section 168 in the
case of listed property (as defined in
§ 1.280F–6T(b)) if certain business use of
the property (referred to as ‘‘qualified
business use’’) does not exceed 50 per-
cent during a taxable year. Qualified
business use generally means use in a
trade or business, rather than use in an
investment or other activity conducted
for the production of income within the
meaning of section 212. See § 1.280F–
6T(d) for the distinction between
‘‘business/ investment use’’ and ‘‘quali-
fied business use.’’

(b) Limitation on the amount of invest-
ment tax credit—(1) Denial of investment
tax credit when business use percentage
not greater than 50 percent. Listed prop-
erty is not treated as section 38 prop-
erty to any extent unless the business
use percentage (as defined in section
280F(d)(6) and § 1.280F–6T(d)(1)) is great-
er than 50 percent. For example, if a
taxpayer uses listed property in a trade
or business in the taxable year in
which it is placed in service, but the
business use percentage is not greater
than 50 percent, no investment tax
credit is allowed for that listed prop-
erty. If, in the taxable year in which
listed property is placed in service, the
only business/investment use (as de-
fined in § 1.280F–6T(d)(3)) of that prop-

erty is qualified business use (as de-
fined in § 1.280F–6T(d)(2)(i)), and the
business use percentage is 55 percent,
the investment tax credit is allowed for
the 55 percent of the listed property
that is treated as section 38 property.
The credit allowed is unaffected by any
increase in the business use percentage
in a subsequent taxable year.

(2) Recapture of investment tax credit.
Listed property ceases to be section 38
property to the extent that the busi-
ness/investment use (as defined in
§ 1.280F–6T(d)(3)) for any taxable year is
less than the business/investment use
for the taxable year in which the prop-
erty is placed in service. See § 1.47–2(c).
If the business use percentage (as de-
fined in § 1.280F–6T(d)(1)) of listed prop-
erty is greater than 50 percent for the
taxable year in which the property is
placed in service, and less than or
equal to 50 percent for any subsequent
taxable year, that property ceases to
be section 38 property in its entirety in
that subsequent taxable year. Under
§ 1.47–1(c)(1)(ii)(b), the property (or a
portion thereof) is treated as ceasing to
be section 38 property on the first day
of the taxable year in which the ces-
sation occurs.

(c) Limitation on the method of cost re-
covery under section 168 when business
use of property not greater than 50 per-
cent—(1) Year of acquisition. If any list-
ed property (as defined in § 1.280F–
6T(b)) is not predominantly used in a
qualified business use (as defined in
§ 1.280F–6T(d)(4)) in the year it is ac-
quired, the recovery deductions al-
lowed under section 168 for the prop-
erty for that taxable year and for suc-
ceeding taxable years are to be deter-
mined using the straight line method
over its earnings and profits life (as de-
fined in paragraph (f) of this section).
Additionally, the taxpayer is not enti-
tled to make any election under sec-
tion 179 with respect to the property
for that year.

(2) Subsequent years. If any listed
property is not subject to paragraph
(c)(1) of this section because such prop-
erty is predominantly used in a quali-
fied business use (as defined in § 1.280F–
6T(d)(4)) during the year it is acquired
but is not predominantly used in a
qualified business use during a subse-
quent taxable year, the rules of this
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paragraph (c)(2) apply. In such a case,
the taxpayer must determine the re-
covery deductions allowed under sec-
tion 168 for the taxable year that the
listed property is not predominantly
used in a qualified business use and for
any subsequent taxable year as if such
property was not predominantly used
in a qualified business use in the year
in which it was acquired and there had
been no section 179 election with re-
spect to the property. Thus, the recov-
ery deductions allowable under section
168 for the remaining taxable years are
computed by determining the applica-
ble recovery percentage that would
apply if the taxpayer had used the
straight line method over the prop-
erty’s earnings and profits life begin-
ning with the year the property was
placed in service.

(3) Effect of rule on recovery property
that is not listed property. The manda-
tory use of the straight line method
over the property’s earnings and prof-
its life under paragraphs (d) (1) and (2)
of this section does not have any effect
on the proper method of cost recovery
for other recovery property of that
same class placed in service in the
same taxable year by the taxpayer and
does not constitute an election to use
an optional recovery period under sec-
tion 168(b)(3).

(d) Recapture of excess recovery deduc-
tions claimed—(1) In general. If para-
graph (c)(2) of this section is applica-
ble, any excess depreciation (as defined
in paragraph (d)(2) of this section)
must be included in the taxpayer’s
gross income and added to the prop-
erty’s adjusted basis for the first tax-
able year in which the property is not
predominantly used in a qualified busi-
ness use (as defined in § 1.280F–6T(d)(4)).

(2) Definition of excess depreciation.
For purposes of this section, the term
excess depreciation means the excess (if
any) of:

(i) The amount of the recovery deduc-
tions allowable with respect to the
property for taxable years before the
first taxable year in which the prop-
erty was not predominantly used in a
qualified business use, over

(ii) The amount of the recovery de-
ductions which would have been allow-
able for those years if the property had
not been predominantly used in a

qualified business use for the year it
was acquired and there had been no
section 179 election with respect to the
property.

For purposes of paragraph (d)(2)(i), any
deduction allowable under section 179
(relating to the election to expense cer-
tain depreciable trade or business as-
sets) is treated as if that deduction was
a recovery deduction under section 168.

(3) Recordkeeping requirement. A tax-
payer must be able to substantiate the
use of any listed property, as pre-
scribed in section 274(d)(4) and § 1.274–
5T or § 1.274–6T, for any taxable year for
which recapture under section
280F(b)(3) and paragraph (d) (1) and (2)
of this section may occur even if the
taxpayer has fully depreciated (or ex-
pensed) the listed property in a prior
year. For example, in the case of 3-year
recovery property, the taxpayer shall
maintain a log, journal, etc. for six
years even though the taxpayer fully
depreciated the property in the first
three years.

(e) Earnings and profits life—(1) Defini-
tion. The earnings and profits life with
respect to any listed property is gen-
erally the following:

In the case of—
The applica-
ble recovery
period is—

3-year property ................................................. 5 years.
5-year property ................................................. 12 years.
10-year property ............................................... 25 years.
18-year real property and low-income housing 40 years.
15-year public utility property ........................... 35 years.

However, if the recovery period appli-
cable to any recovery property under
section 168 is longer than the above as-
signed recovery period, such longer re-
covery period shall be used. For exam-
ple, generally, the recovery period for
recovery property used predominantly
outside the United States is the prop-
erty’s present class life (as defined in
section 168(g)(2)). In many cases, a
property’s present class life is longer
than the recovery period assigned to
the property under the above table.
Pursuant to this paragraph (e)(1), the
property’s recovery period is its
present class life.

(2) Applicable recovery percentages. If
the applicable recovery period is deter-
mined pursuant to the table prescribed
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in paragraph (e)(1) of this section, the
applicable recovery percentage is:

(i) For property other than 18-year
real property or low-income housing:

If the recovery year is—
And the recovery period is—

5 12 25 35

1 ......................................... 10 4 2 1
2 ......................................... 20 9 4 3
3 ......................................... 20 9 4 3
4 ......................................... 20 9 4 3
5 ......................................... 10 8 4 3
7 ......................................... .......... 8 4 3
8 ......................................... .......... 8 4 3
9 ......................................... .......... 8 4 3
10 ....................................... .......... 8 4 3
11 ....................................... .......... 8 4 3
12 ....................................... .......... 8 4 3
13 ....................................... .......... 4 4 3
14 ....................................... .......... .......... 4 3
15 ....................................... .......... .......... 4 3
16 ....................................... .......... .......... 4 3
17 ....................................... .......... .......... 4 3
18 ....................................... .......... .......... 4 3
19 ....................................... .......... .......... 4 3
20 ....................................... .......... .......... 4 3
21 ....................................... .......... .......... 4 3
22 ....................................... .......... .......... 4 3
23 ....................................... .......... .......... 4 3
24 ....................................... .......... .......... 4 3
25 ....................................... .......... .......... 4 3
26 ....................................... .......... .......... 2 3
27 ....................................... .......... .......... .......... 3
28 ....................................... .......... .......... .......... 3
29 ....................................... .......... .......... .......... 3
30 ....................................... .......... .......... .......... 3
31 ....................................... .......... .......... .......... 3
32 ....................................... .......... .......... .......... 2
33 ....................................... .......... .......... .......... 2
34 ....................................... .......... .......... .......... 2
35 ....................................... .......... .......... .......... 2
36 ....................................... .......... .......... .......... 1

(ii) For 18-year real property: [Re-
served]

(iii) For low-income housing: [Re-
served]

(f) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples. For purposes of these
examples, assume that all taxpayers
use the calendar year and that no short
taxable years are involved.

Example 1. On July 1, 1984, B purchases for
$50,000 and places in service an item of listed
property (other than a passenger auto-
mobile) which is 3-year recovery property
under section 168. For the first taxable year
that the property is in service, B used the
property 40 percent in a trade or business, 40
percent for the production of income, and 20
percent for personal purposes. Although B’s
total business/investment use is greater than
50 percent, the business use percentage for
that taxable year is only 40 percent. Under
paragraph (b)(1) of this section, no invest-
ment tax credit is allowed for the property.

Example 2. (i) On January 1, 1985, C pur-
chases for $40,000 and places in service an
item of listed property (other than a pas-
senger automobile) that is 3-year recovery
property under section 168. Seventy percent
of the use of the property is in C’s trade or
business and 30 percent of the use is for per-
sonal purposes. C does not elect a reduced in-
vestment tax credit under section 48(q)(4).
The amount of C’s investment tax credit is
$1,680 (i.e., $40,000 × .60 × .10 × .70).

(ii) In addition, in 1986, only 55 percent of
the use of the property is in C’s trade or
business and 45 percent of the use is for per-
sonal purposes. Under paragraph (b)(2) of this
section, the property ceases to be section 38
property to the extent that the use in a trade
or business decreased below 70 percent. As a
result, a portion of the investment tax credit
must be recaptured as an increase in tax li-
ability for 1986 under the rules of section 47
(relating to the recapture of investment tax
credit). See section 47(a)(5) and § 1.47–2(e) for
rules relating to the computation of the re-
capture amount.

Example 3. On July 1, 1984, B purchases and
places in service an item of listed property
(other than a passenger automobile) that is
3-year recovery property. B elects to take a
reduced investment tax credit under section
48(q)(4). In 1984, B uses the property exclu-
sively in his business. Assume that B’s 1984
allowable recovery deduction is $12,500. In
1985 and 1986, the property is not predomi-
nantly used in a qualified business use. The
investment tax credit claimed is subject to
recapture in full under section 47 in 1985
since the property ceases to be section 38
property in its entirety on January 1, 1985.
Under paragraph (c)(2) of this section, B
must treat the property for 1985 and subse-
quent taxable years as if he recovered its
cost over a 5-year recovery period (i.e., its
earnings and profits life) using the straight
line method (with the half-year convention)
from the time it was placed in service.
Therefore, taxable year 1985 is treated as the
property’s second recovery year (of its 5-year
recovery period) and the applicable recovery
deduction using the straight line method
must be used to determine the recovery de-
duction. Under paragraph (d) of this section,
B must recapture any excess depreciation
claimed for taxable year 1984. If B had used
the straight line method over a 5-year recov-
ery period his recovery deduction for 1984
would have been $5,000. Under paragraph
(d)(2) of this section, B’s excess depreciation
is $7,500 (i.e., $12,500 ¥ $5,000) and that
amount must be included in B’s 1985 gross in-
come and added to the property’s basis. The
taxable years 1986 through 1989 are the prop-
erty’s second through sixth recovery years,
respectively, of such property’s 5-year recov-
ery period.
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Example 4. Assume the same facts as in Ex-
ample (3), except that in 1986 B used the prop-
erty exclusively in his business. B is entitled
to no investment tax credit with respect to
the property in 1986 and must continue to re-
cover the property’s cost over a 5-year recov-
ery period using the straight line method.

Example 5. On July 1, 1984, H purchases and
places in service listed property (other than
a passenger automobile) which is 3-year re-
covery property under section 168. H selects
the use of the accelerated recovery percent-
ages under section 168. In 1984 through 1986,
H uses the property exclusively for business.
In 1987, the property is not predominantly
used in a qualified business use. Under para-
graph (c)(2) of this section, H must compute
his 1987 and subsequent taxable year’s recov-
ery deductions using the straight line meth-
od over a 5-year recovery period with 1987
treated as the fourth recovery year. Under
paragraph (d) of this section, H must recap-
ture any excess depreciation claimed for tax-
able years 1984 through 1986 even though by
1987 the full cost of the property had already
been recovered.

Example 6. Assume the same facts as in Ex-
ample (5), except that H uses the property ex-
clusively for personal purposes in 1987. Under
paragraph (d) of this section, H must recap-
ture any excess depreciation claimed for tax-
able years 1984 through 1986. H is entitled to
no cost recovery deduction under the 5-year
straight line method for 1987. Assume further
that in 1988 H uses the property 70 percent in
his business. Thus, H’s business use percent-
age for that year is 70 percent. Under para-
graph (c)(2) of this section, H must compute
his 1988 cost recovery deduction using the
straight line method over a 5-year recovery
period with 1988 treated as the fifth recovery
year.

Example 7. (i) On July 1, 1984, F purchases
for $70,000 and places in service listed prop-
erty (other than a passenger automobile)
which is 3-year recovery property under sec-
tion 168. F’s business use percentage for 1984
through 1986 is 60 percent. F elects under sec-
tion 179 to expense $5,000 of the cost of the
property.

(ii) F elects a reduced investment tax cred-
it under section 48(q)(4). The maximum
amount of F’s investment tax credit is $1,560
(i.e., $65,000×.04×.60).

(iii) F’s unadjusted basis for purposes of
section 168 is $65,000 (i.e., $70,000 reduced by
the $5,000 section 179 expense). F selects the
use of the accelerated recovery percentages
under section 168(b)(1). F’s recovery deduc-
tion for 1984 is $9,750 (i.e., $65,000×.25×.60).

(iv) In 1985, the property is not predomi-
nantly used in a qualified business use. The
investment tax credit claimed is subject to
recapture in full under section 47 in 1985
since the property ceases to be section 38
property in its entirety on January 1, 1985.
Under paragraph (c)(2) of this section, F

must treat the property for 1985 and subse-
quent taxable years as if he recovered its
cost over a 5-year recovery period (i.e., its
earnings and profits life) using the straight
line method (with the half year convention)
from the time it was placed in service. Under
paragraph (d) of this section, F must recap-
ture any excess depreciation claimed for tax-
able year 1984. F’s excess depreciation is
$10,550 [i.e.,
($65,000×.25×.60+$5,000)¥($70,000×.10×.60)]. This
amount must be included in F’s 1985 gross in-
come and added to the property’s adjusted
basis.

Example 8. (i) On July 1, 1984, G purchases
for $60,000 and places in service a passenger
automobile which is 3-year recovery prop-
erty under section 168.

(ii) In 1984, G’s business use percentage is
80 percent and such use constitutes his total
business/investment use. G elects under sec-
tion 48(q)(4) to take a reduced investment
tax credit in lieu of the basis adjustment
under section 48(q)(1). The maximum amount
of G’s investment tax credit is $533.33 (i.e.,
the lesser of .80×2⁄3×$1,000 or $60,000×.80×.04).

(iii) In 1984, G does not elect under section
179 to expense a portion of the automobile’s
cost. G selects the use of the accelerated re-
covery percentages under section 168. G’s
unadjusted basis for purposes of section 168
is $60,000. The maximum amount of G’s 1984
recovery deduction is $3,200 (i.e., the lesser of
.80×$4,000 or .80×.25×$60,000).

(iv) In 1985, G’s business use percentage is
80 percent and such use constitutes his total
business/investment use. The maximum
amount of G’s 1985 recovery deduction is
$4,800 (i.e., the lesser of .80×$6,000 or
.80×.38×$60,000).

(v) In 1986, G’s business use percentage is 45
percent and such use constitutes his total
business/investment use. Under paragraph
(b)(2) of this section, as a result of the de-
cline in the business use percentage to 50
percent or less, the automobile ceases to be
section 38 property in its entirety and G
must recapture (pursuant to §§ 1.47–1(c) and
1.47–2(e)) the investment tax credit pre-
viously claimed. Since G’s business use per-
centage in 1986 is not greater than 50 per-
cent, under the provisions of paragraph (d) of
this section, G must recompute (for recap-
ture purposes) his recovery deductions for
1984 and 1985 using the straight line method
over a 5-year recovery period (i.e., earnings
and profits life for 3-year recovery property
using the half-year convention) to determine
if any excess depreciation must be included
in his 1986 taxable income. G’s recomputed
recovery deductions for 1984 and 1985 are
$3,200 (i.e., the lesser of .80×$4,000 or
.80×.10×$60,000), and $4,800 (i.e., the lesser of
.80×$6,000 or .80×.20×$60,000), respectively. G
does not have to recapture any excess depre-
ciation since his recovery deductions for 1984
and 1985 computed using the straight line
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method over a 5-year recovery period are the
same as the amounts actually claimed dur-
ing those years.

(vi) Under paragraph (c)(2) of this section,
for 1986 and succeeding taxable years G must
compute his remaining recovery deductions
using the straight line method over a 5-year
recovery period beginning with the third re-
covery year. The maximum amount of G’s
1986 recovery deduction is $2,700 (i.e., the
lesser of .45×$6,000 or .45×.20×$60,000). For tax-
able years 1987 through 1993, G’s business use
percentage is 55 percent and such use con-
stitutes his total business/investment use.
G’s 1987 and 1988 recovery deductions are
$3,300 per year (i.e., the lesser of .55×$6,000 or
.55×.20×$60,000). For taxable year 1989 (the
last recovery year), G’s recovery deduction is
$3,300 (i.e., .55×.10×$60,000 or .55×$6,000).

(vii) As of the beginning of 1990, G will
have claimed a total of $20,600 of recovery de-
ductions. Under § 1.280F–2T(c), G may ex-
pense his remaining unrecovered basis (up to
a certain amount per year) in the first suc-
ceeding taxable year after the end of the re-
covery period and in taxable years there-
after. If G had used his automobile for 100
percent business use in taxable years 1984
through 1989, G could have claimed a recov-
ery deduction of $4,000 in 1984 and a recovery
deduction of $6,000 in each of those remain-
ing years. At the beginning of 1990, therefore,
G’s unrecovered basis (as defined in section
280F(d)(8)) is $26,000 (i.e., $60,000¥$34,000). The
maximum amount of G’s 1990 recovery de-
duction is $3,300 (i.e., .55×$6,000). At the be-
ginning of 1991, G’s unrecovered basis is
$20,000 (i.e., $26,000 adjusted under section
280F(d)(2) and § 1.280F–4T(a) to account for
the amount that would have been claimed in
1990 for 100 percent business/investment use
during that year). The maximum amount of
G’s 1991 recovery deduction is $3,300 (i.e.,
.55×$6,000) and his unrecovered basis as of the
beginning of 1992 is $14,000 (i.e.,
$20,000¥$6,000). In 1992, G disposes of the
automobile. G is not allowed a recovery de-
duction for 1992.

(98 Stat. 494, 26 U.S.C. 280F; 68A Stat. 917, 26
U.S.C. 7805)

[T.D. 7986, 49 FR 42707, Oct. 24, 1984; as
amended by T.D. 8061, 50 FR 46038, Nov. 6,
1985]

§ 1.280F–4T Special rules for listed
property (temporary).

(a) Limitations on allowable recovery
deductions in subsequent taxable years—
(1) Subsequent taxable years affected by
reason of personal use in prior years. For
purposes of computing the amount of
the recovery deduction for ‘‘listed
property’’ for a subsequent taxable
year, the amount that would have been

allowable as a recovery deduction dur-
ing an earlier taxable year if all of the
use of the property was use described
in section 168(c) is treated as the
amount of the recovery deduction al-
lowable during that earlier taxable
year. The preceding sentence applies
with respect to all earlier taxable
years, beginning with the first taxable
year in which some or all use of the
‘‘listed property’’ is use described in
section 168(c). For example, on July 1,
1984, B purchases and places in service
listed property (other than a passenger
automobile) which is 5-year recovery
property under section 168. B selects
the use of the accelerated percentages
under section 168. B’s business/invest-
ment use of the property (all of which
is qualified business use as defined in
section 280F(d)(6)(B) and § 1.280F–
6T(d)(2)) in 1984 through 1988 is 80 per-
cent, 70 percent, 60 percent, and 55 per-
cent, respectively, and B claims recov-
ery deductions for those years based on
those percentages. B’s qualified busi-
ness use for the property for 1989 and
taxable years thereafter increases to
100 percent. Pursuant to this rule, B
may not claim a recovery deduction in
1989 (or for any subsequent taxable
year) for the increase in business use
because there is no adjusted basis re-
maining to be recovered for cost recov-
ery purposes after 1988.

(2) Special rule for passenger auto-
mobiles. In the case of a passenger auto-
mobile that is subject to the limita-
tions of § 1.280F–2T, the amount treated
as the amount that would have been al-
lowable as a recovery deduction if all
of the use of the automobile was use
described in section 168(c) shall not ex-
ceed $4,000 for the year the passenger
automobile is placed in service and
$6,000 for each succeeding taxable year
(adjusted to account for the auto-
mobile price inflation adjustment, if
any, under section 280F(d)(7) and for
short taxable year under § 1.280F–
2T(i)(2)). See. § 1.280F–3T(g). Example 8.

(b) Treatment of improvements that
qualify as capital expenditures—(1) In
general. In the case of any improve-
ment that qualifies as a capital ex-
penditure under section 263 made to
any listed property other than a pas-
senger automobile, the rules of this
paragraph (b) apply. See § 1.280F–2T(f)
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for the treatment of an improvement
made to a passenger automobile.

(2) Investment tax credit allowed for the
improvement. If the improvement quali-
fies as an investment in new section 38
property under section 48(b) and § 1.48–
2(b), the investment tax credit for that
improvement is limited by paragraph
(b)(1) of § 1.280F–3T, as applied to the
item of listed property as a whole.

(3) Cost recovery of the improvement.
The improvement is treated as a new
item of recovery property. The method
of cost recovery with respect to that
improvement is limited by § 1.280F–
3T(c), as applied to the item of listed
property as a whole.

(98 Stat. 494, 26 U.S.C. 280F; 68A Stat. 917, 26
U.S.C. 7805)

[T.D. 7986, 49 FR 42710, Oct. 24, 1984]

§ 1.280F–5T Leased property (tem-
porary).

(a) In general. Except as otherwise
provided in this section, the limitation
on cost recovery deductions and the in-
vestment tax credit provided in section
280F (a) and (b) and §§ 1.280F–2T and
1.280F–3T do not apply to any listed
property leased or held for leasing by
any person regularly engaged in the
business of leasing listed property. If a
person is not regularly engaged in the
business of leasing listed property, the
limitations on cost recovery deduc-
tions and the investment tax credit
provided in section 280F and §§ 1.280F–
2T and 1.280F–3T apply to such prop-
erty leased or held for leasing by such
person. The special rules for lessees set
out in this section apply with respect
to all lessees of listed property, even
those whose lessors are not regularly
engaged in the business of leasing list-
ed property. For rules on determining
inclusion amounts with respect to pas-
senger automobiles, see paragraphs (d),
(e) and (g) of this section, and see
§ 1.280F–7(a). For rules on determining
inclusion amounts with respect to
other listed property, see paragraphs
(f) and (g) of this section, and see
§ 1.280F–7(b).

(b) Section 48(d) election. If a lessor
elects under section 48(d) with respect
to any listed property to treat the les-
see as having acquired such property,
the amount of the investment tax cred-

it allowed to the lessee is subject to
the limitation prescribed in § 1.280F–
3T(b) (1) and (2). If a lessor elects under
section 48(d) with respect to any pas-
senger automobile to treat the lessee
as having acquired such automobile,
the amount of the investment tax cred-
it allowed to the lessee is also subject
to the limitations prescribed in
§ 1.280F–2T (a) and (i).

(c) Regularly engaged in the business of
leasing. For purposes of paragraph (a)
of this section, a person shall be con-
sidered regularly engaged in the busi-
ness of leasing listed property only if
contracts to lease such property are
entered into with some frequency over
a continuous period of time. The deter-
mination shall be made on the basis of
the facts and circumstances in each
case, taking into account the nature of
the person’s business in its entirety.
Occasional or incidental leasing activ-
ity is insufficient. For example, a per-
son leasing only one passenger auto-
mobile during a taxable year is not reg-
ularly engaged in the business of leas-
ing automobiles. In addition, an em-
ployer that allows an employee to use
the employer’s property for personal
purposes and charges such employee
for the use of the property is not regu-
larly engaged in the business of leasing
with respect to the property used by
the employee.

(d) Inclusions in income of lessees of
passenger automobiles leased after June
18, 1984, and before April 3, 1985—(1) In
general. If a taxpayer leases a passenger
automobile after June 18, 1984, but be-
fore April 3, 1985, for each taxable year
(except the last taxable year) during
which the taxpayer leases the auto-
mobile, the taxpayer must include in
gross income an inclusion amount (pro-
rated for the number of days of the
lease term included in that taxable
year), determined under this paragraph
(d)(1), and multiplied by the business/
investment use (as defined in § 1.280F–
6T(d)(3)(i)) for the particular taxable
year. The inclusion amount:

(i) Is 7.5 percent of the excess (if any)
of the automobile’s fair market value
over $16,500 for each of the first three
taxable years during which a passenger
automobile is leased.

(ii) Is 6 percent of the excess (if any)
of the automobile’s fair market value
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over $22,500 for the fourth taxable year
during which a passenger automobile is
leased.

(iii) Is 6 percent of the excess (if any)
of the automobile’s fair market value
over $28,500 for the fifth taxable year
during which a passenger automobile is
leased.

(iv) Is 6 percent of the excess (if any)
of the automobile’s fair market value
over $34,500 for the sixth taxable year
during which a passenger automobile is
leased.
For the seventh and subsequent tax-
able years during which a passenger
automobile is leased, the inclusion
amount is 6 percent of the excess (if
any) of the automobile’s fair market
value over the sum of (A) $16,500 and
(B) $6,000 multiplied by the number of
such taxable years in excess of three
years. See paragraph (g)(2) of this sec-
tion for the definition of fair market
value.

(2) Additional inclusion amount when
less than predominant use in a qualified
business use. (i) If a passenger auto-
mobile, which is leased after June 18,
1984, and before April 3, 1985, is not
used predominantly in a qualified busi-
ness use during a taxable year, the les-
see must add to gross income in the
first taxable year that the automobile
is not so used (and only in that year)
an inclusion amount determined under
this paragraph (d)(2). This inclusion
amount is in addition to the amount
required to be included in gross income
under paragraph (d)(1) of this section.

(ii) If the fair market value (as de-
fined in paragraph (h)(2) of this sec-
tion) of the automobile is greater than
$16,500, the inclusion amount is deter-
mined by multiplying the average of
the business/investment use (as defined
in paragraph (h)(3) of this section) by
the appropriate dollar amount from the
table in paragraph (d)(2)(iii) of this sec-
tion. If the fair market value (as de-
fined in paragraph (h)(2) of this sec-
tion) of the automobile is $16,500 or
less, the inclusion amount is the prod-
uct of the fair market value of the
automobile, the average business/in-
vestment use, and the applicable per-
centage from the table in paragraph
(d)(2)(iv) of this section.

(iii) The dollar amount is determined
under the following table:

If a pas-
senger auto-

mobile is
not predomi-
nantly used
in a quali-
fied busi-
ness use
during—

The dollar amount:

Lease term (years)

1 2 3 4 or more

The first
taxable
year of
the lease
term ........ $350 $700 $1,350 $1,850

The second
taxable
year of
the lease
term ........ ................ ................ 650 1,250

The third
taxable
year of
the lease
term ........ ................ ................ ................ 650

(iv) The applicable percentage is de-
termined under the following table:

If a passenger auto-
mobile is not predomi-

nantly used in a qualified
business use during—

The applicable percentage:

Lease term (years)

1 2 3 4 or
more

The first taxable year of
the lease term ............ 3.0 6.0 10.2 13.2

The second taxable year
of the lease term ........ .......... 1.25 6.2 10.4

The third taxable year of
the lease term ............ .......... ............ 2.25 6.5

The fourth taxable year
of the lease term ........ .......... ............ ............ 1.7

The fifth taxable year of
the lease term ............ .......... ............ ............ 0.5

(e) Inclusions in income of lessees of
passenger automobiles leased after April 2,
1985, and before January 1, 1987—(1) In
general. For any passenger automobile
that is leased after April 2, 1985, and
before January 1, 1987, for each taxable
year (except the last taxable year) dur-
ing which the taxpayer leases the auto-
mobile, the taxpayer must include in
gross income an inclusion amount de-
termined under subparagraphs (2)
through (5) of this paragraph (e). Addi-
tional inclusion amounts when a pas-
senger automobile is not used predomi-
nantly in a qualified business use dur-
ing a taxable year are determined
under paragraph (e)(6) of this section.
See paragraph (h)(2) of this section for
the definition of fair market value.

(2) Fair market value not greater than
$50,000: years one through three. For any
passenger automobile that has a fair
market value not greater than $50,000,
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the inclusion amount for each of the
first three taxable years during which
the automobile is leased is determined
as follows:

(i) For the appropriate range of fair
market values in the table in para-
graph (e)(2)(iv) of this section, select
the dollar amount from the column for
the quarter of the taxable year in
which the automobile is first used
under the lease,

(ii) Prorate the dollar amount for the
number of days of the lease term in-
cluded in the taxable year, and

(iii) Multiply the prorated dollar
amount by the business/investment use
for the taxable year.

(iv) Dollar amounts: Years 1–3:

DOLLAR AMOUNTS: YEARS 1–3

Fair market value Taxable year quarter

Greater
than—

But not
greater
than—

4th 3d 2d 1st

$11,250 $11,500 $8 $7 $6 $6
11,500 11,750 24 21 19 17
11,750 12,000 40 35 32 29
12,000 12,250 56 49 44 40
12,250 12,500 72 64 57 52
12,500 12,750 88 78 70 63
12,750 13,000 104 92 83 75
13,000 13,250 120 106 95 86
13,250 13,500 144 128 115 104
13,500 13,750 172 153 137 124
13,750 14,000 200 177 159 145
14,000 14,250 228 202 182 165
14,250 14,500 256 227 204 185
14,500 14,750 284 252 226 206
14,750 15,000 312 277 249 226
15,000 15,250 340 302 271 246
15,250 15,500 369 327 293 266
15,500 15,750 397 352 316 287
15,750 16,000 425 377 338 307
16,000 16,250 453 402 360 327
16,250 16,500 481 426 383 348
16,500 16,750 509 451 405 368
16,750 17,000 537 476 428 388
17,000 17,500 579 514 461 419
17,500 18,000 635 563 506 459
18,000 18,500 691 613 550 500
18,500 19,000 748 663 595 541
19,000 19,500 804 713 640 581
19,500 20,000 860 763 685 622
20,000 20,500 916 812 729 662
20,500 21,000 972 862 774 703
21,000 21,500 1,028 912 819 744
21,500 22,000 1,084 962 863 784
22,000 23,000 1,169 1,036 930 845
23,000 24,000 1,281 1,136 1,020 926
24,000 25,000 1,393 1,236 1,109 1,007
25,000 26,000 1,506 1,335 1,199 1,089
26,000 27,000 1,618 1,435 1,288 1,170
27,000 28,000 1,730 1,534 1,377 1,251
28,000 29,000 1,842 1,634 1,467 1,332
29,000 30,000 1,955 1,734 1,556 1,413
30,000 31,000 2,067 1,833 1,646 1,495
31,000 32,000 2,179 1,933 1,735 1,576
32,000 33,000 2,292 2,032 1,824 1,657
33,000 34,000 2,404 2,132 1,914 1,738

DOLLAR AMOUNTS: YEARS 1–3—Continued

Fair market value Taxable year quarter

Greater
than—

But not
greater
than—

4th 3d 2d 1st

34,000 35,000 2,516 2,232 2,003 1,819
35,000 36,000 2,629 2,331 2,093 1,901
36,000 37,000 2,741 2,431 2,182 1,982
37,000 38,000 2,853 2,530 2,271 2,063
38,000 39,000 2,965 2,630 2,361 2,144
39,000 40,000 3,078 2,730 2,450 2,225
40,000 41,000 3,190 2,829 2,540 2,307
41,000 42,000 3,302 2,929 2,629 2,388
42,000 43,000 3,415 3,028 2,718 2,469
43,000 44,000 3,527 3,128 2,808 2,550
44,000 45,000 3,639 3,228 2,897 2,631
45,000 46,000 3,752 3,327 2,987 2,713
46,000 47,000 3,864 3,427 3,076 2,794
47,000 48,000 3,976 3,526 3,165 2,875
48,000 49,000 4,088 3,626 3,255 2,956
49,000 50,000 4,201 3,726 3,344 3,037

(3) Fair market value not greater than
$50,000: years four through six. For any
passenger automobile that has a fair
market value greater than $18,000, but
not greater than $50,000, the inclusion
amount for the fourth, fifth, and sixth
taxable years during which the auto-
mobile is leased is determined as fol-
lows:

(i) For the appropriate range of fair
market values in the table in para-
graph (e)(3)(iv) of this section, select
the dollar amount from the column for
the taxable year in which the auto-
mobile is used under the lease,

(ii) Prorate the dollar amount for the
number of days of the lease term in-
cluded in the taxable year, and

(iii) Multiply this dollar amount by
the business/investment use for the
taxable year.

(iv) Dollar Amounts: Years 4–6:

DOLLAR AMOUNTS: YEARS 4–6

Fair market value Year

Greater
than—

But not
greater
than—

4 5 6

$18,000 $18,500 $15 ................. .................
18,500 19,000 45 ................. .................
19,000 19,500 75 ................. .................
19,500 20,000 105 ................. .................
20,000 20,500 135 ................. .................
20,500 21,000 165 ................. .................
21,000 21,500 195 ................. .................
21,500 22,000 225 ................. .................
22,000 23,000 270 ................. .................
23,000 24,000 330 $42 .................
24,000 25,000 390 102 .................
25,000 26,000 450 162 .................
26,000 27,000 510 222 .................
27,000 28,000 570 282 .................
28,000 29,000 630 342 $54
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DOLLAR AMOUNTS: YEARS 4–6—Continued

Fair market value Year

Greater
than—

But not
greater
than—

4 5 6

29,000 30,000 690 402 114
30,000 31,000 750 462 174
31,000 32,000 810 522 234
32,000 33,000 870 582 294
33,000 34,000 930 642 354
34,000 35,000 990 702 414
35,000 36,000 1,050 762 474
36,000 37,000 1,110 822 534
37,000 38,000 1,170 882 594
38,000 39,000 1,230 942 654
39,000 40,000 1,290 1,002 714
40,000 41,000 1,350 1,062 774
41,000 42,000 1,410 1,122 834
42,000 43,000 1,470 1,182 894
43,000 44,000 1,530 1,242 954
44,000 45,000 1,590 1,302 1,014
45,000 46,000 1,650 1,362 1,074
46,000 47,000 1,710 1,422 1,134
47,000 48,000 1,770 1,482 1,194
48,000 49,000 1,830 1,542 1,254
49,000 50,000 11,890 1,602 1,314

(4) Fair market value greater than
$50,000: years one through six. (i) For
any passenger automobile that has a
fair market value greater than $50,000,
the inclusion amount for the first six
taxable years during which the auto-
mobile is leased is determined as fol-
lows:

(A) Determine the dollar amount by
using the appropriate formula in para-
graph (e)(4)(ii) of this section,

(B) Prorate the dollar amount for the
number of days of the lease term in-
cluded in the taxable year, and

(C) Multiply this dollar amount by
the business/investment use for the
taxable year.

(ii) The dollar amount is computed as
follows:

(A) If the automobile is first used
under the lease in the fourth quarter of
a taxable year, the dollar amount for
each of the first three taxable years
during which the automobile is leased
is the sum of—

(1) $124, and
(2) 11 percent of the excess of the

automobile’s fair market value over
$13,200.

(B) If the automobile is first used
under the lease in the third quarter of
a taxable year, the dollar amount for
each of the first three taxable years
during which the automobile is leased
is the sum of—

(1) $110, and

(2) 10 percent of the excess of the
automobile’s fair market value over
$13,200.

(C) If the automobile is first used
under the lease in the second quarter of
a taxable year, the dollar amount for
each of the first three taxable years
during which the automobile is leased
is the sum of—

(1) $100, and
(2) 9 percent of the excess of the auto-

mobile’s fair market value over $13,200.
(D) If the automobile is first used

under the lease in the first quarter of a
taxable year, the dollar amount for
each of the first three taxable years
during which the automobile is leased
is the sum of—

(1) $90, and
(2) 8 percent of the excess of the auto-

mobile’s fair market value over $13,200.
(E) For the fourth taxable year dur-

ing which the automobile is leased, the
dollar amount is 6 percent of the excess
of the automobile’s fair market value
over $18,000.

(F) For the fifth taxable year during
which the automobile is leased, the
dollar amount is 6 percent of the excess
of the automobile’s fair market value
over $22,800.

(G) For the sixth taxable year during
which the automobile is leased, the
dollar amount is 6 percent of the excess
of the automobile’s fair market value
over $27,600.

(5) Seventh and subsequent taxable
years. (i) For any passenger automobile
that has a fair market value less than
or equal to $32,400, the inclusion
amount for the seventh and subsequent
taxable years during which the auto-
mobile is leased is zero.

(ii) For any passenger automobile
that has a fair market value greater
than $32,400, the inclusion amount for
the seventh and subsequent taxable
years during which the automobile is
leased is 6 percent of—

(A) The excess (if any) of the auto-
mobile’s fair market value, over

(B) The sum of—
(1) $13,200 and
(2) $4,800 multiplied by the number of

taxable years in excess of three years.
(6) Additional inclusion amount when

less than predominant use in a qualified
business use. (i) If a passenger auto-
mobile, which is leased after April 2,

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00598 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



603

Internal Revenue Service, Treasury § 1.280F–5T

1985, and before January 1, 1987, is not
predominantly used in a qualified busi-
ness use during a taxable year, the les-
see must add to gross income in the
first taxable year that the automobile
is not so used (and only in that year)
an inclusion amount determined under
this paragraph (e)(6). This inclusion
amount is in addition to the amount
required to be included in gross income
under paragraph (e) (2), (3), (4), and (5)
of this section.

(ii) If the fair market value (as de-
fined in paragraph (h)(2) of this sec-
tion) of the automobile is greater than
$11,250, the inclusion amount is deter-
mined by multiplying the average of
the business/investment use (as defined
in paragraph (h)(3) of this section) by
the appropriate dollar amount from the
table in paragraph (e)(6)(iii) of this sec-
tion. If the fair market value of the
automobile is $11,250 or less, the inclu-
sion amount is the product of the fair
market value of the automobile, the
average business/investment use, and
the applicable percentage from the
table in paragraph (e)(6)(iv) of this sec-
tion.

(iii) The dollar amount is determined
under the following table:

If a pas-
senger auto-

mobile is
not predomi-
nantly used
in a quali-
fied busi-
ness use
during—

The dollar amount is:

Lease term (years)—

1 2 3 4 or more

The first
taxable
year of
the lease
term ........ $350 $700 $1,150 $1,500

The second
taxable
year of
the lease
term ........ ................ 150 700 1,200

The third
taxable
year of
the lease
term ........ ................ ................ 250 750

(iv) The applicable percentage is de-
termined under the following table:

If a passenger auto-
mobile is not predomi-

nantly used in a qualified
business use during—

The applicable percentage:

Lease term (years)—

1 2 3 4 or
more

The first taxable year of
the lease term ............ 3.0 6.0 10.2 13.2

The second taxable year
of the lease term ........ .......... 1.25 6.2 10.4

The third taxable year of
the lease term ............ .......... ............ 2.25 6.5

The fourth taxable year
of the lease term ........ .......... ............ ............ 1.7

The fifth taxable year of
the lease term ............ .......... ............ ............ 0.5

(f) Inclusions in income of lessees of list-
ed property other than passenger auto-
mobiles—(1) In general. If listed property
other than a passenger automobile is
not used predominantly in a qualified
business use in any taxable year in
which such property is leased, the les-
see must add an inclusion amount to
gross income in the first taxable year
in which such property is not so pre-
dominantly used (and only in that
year). This inclusion amount is deter-
mined under paragraph (f)(2) of this
section for property leased after June
18, 1984, and before January 1, 1987. The
inclusion amount is determined under
§ 1.280F–7(b) for property leased after
December 31, 1986.

(2) Inclusion amount for property leased
after June 18, 1984, and before January 1,
1987. The inclusion amount for prop-
erty leased after June 18, 1984, and be-
fore January 1, 1987, is the product of
the following amounts:

(i) The fair market value (as defined
in paragraph (h)(2) of this section) of
the property,

(ii) The average business/investment
use (as defined in paragraph (h)(3) of
this section), and

(iii) The applicable percentage (as de-
termined under paragraph (f)(3) of this
section).

(3) Applicable percentages. The appli-
cable percentages for 3-, 5-, and 10-year
recovery property are determined ac-
cording to the following tables:

(i) In the case of 3-year recovery property:
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Taxable year during lease term

For the first taxable year in which the business use per-
centage is 50 percent or less, the applicable percentage

for such taxable year is—

1 2 3 4 5 6 and
later

For a lease term of:
1 year ............................................................................................. 3.0 .............. .............. ............ ............ ............
2 years ........................................................................................... 6.0 1.25 .............. ............ ............ ............
3 years ........................................................................................... 10.2 6.2 2.25 ............ ............ ............
4 or more years ............................................................................. 13.2 10.4 6.5 1.7 0.5 0

(ii) In the case of 5-year recovery property:

Taxable year during lease term

For the first taxable year in which the business use percentage is 50 percent or less, the
applicable percentage for such taxable year is—

1 2 3 4 5 6 7 8 9 10 11 12

For a lease term of:
1 year .................................... 2.7 .......... .......... .......... ........ ........ ........ ........ ........ ........ ........ ........
2 years ................................... 5.3 1.2 .......... .......... ........ ........ ........ ........ ........ ........ ........ ........
3 years ................................... 9.9 6.1 1.6 .......... ........ ........ ........ ........ ........ ........ ........ ........
4 years ................................... 14.4 11.1 7.3 2.3 ........ ........ ........ ........ ........ ........ ........ ........
5 years ................................... 18.4 15.7 12.4 8.2 3.0 ........ ........ ........ ........ ........ ........ ........
6 or more years ..................... 21.8 19.6 16.7 13.5 9.6 5.25 4.4 3.6 2.8 1.8 1.0 0

(iii) In the case of 10-year recovery property:

Taxable year
during lease

term

For the first taxable year in which the business use percentage is 50 pct or less, the applicable percentage
for such taxable year is—

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

For a lease term
of:

1 year ........ 2.5 ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........
2 years ...... 5.1 .6 ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........
3 years ...... 9.8 5.6 1.0 ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........
4 years ...... 14.0 10.3 6.2 1.4 ........ ........ ........ ........ ........ ........ ........ ........ ........ ........ ........
5 years ...... 17.9 14.5 10.9 6.7 1.8 ........ ........ ........ ........ ........ ........ ........ ........ ........ ........
6 years ...... 21.3 18.3 15.1 11.4 7.1 2.1 ........ ........ ........ ........ ........ ........ ........ ........ ........
7 years ...... 21.9 19.0 15.9 12.4 8.4 3.9 2.4 ........ ........ ........ ........ ........ ........ ........ ........
8 years ...... 22.4 19.6 16.7 13.4 9.7 5.5 4.5 2.7 ........ ........ ........ ........ ........ ........ ........
9 years ...... 22.9 20.2 17.4 14.3 10.9 7.0 6.4 5.1 3.0 ........ ........ ........ ........ ........ ........
10 years .... 23.5 20.9 18.2 15.2 11.9 8.3 8.1 7.2 5.7 3.3 ........ ........ ........ ........ ........
11 years .... 23.9 21.4 18.8 16.0 12.8 9.3 9.4 8.9 7.7 5.9 3.1 ........ ........ ........ ........
12 years .... 24.3 21.9 19.3 16.5 13.4 10.1 10.3 10.0 9.3 7.8 5.5 2.9 ........ ........ ........
13 years .... 24.7 22.2 19.7 16.9 14.0 10.7 11.1 11.0 10.4 9.2 7.4 5.2 2.7 ........ ........
14 years .... 25.0 22.5 20.1 17.3 14.4 11.1 11.6 11.7 11.3 10.3 8.8 6.9 4.8 2.5 ........
15 or more

years ...... 25.3 22.8 20.3 17.5 14.7 11.5 12.0 12.2 11.9 11.1 9.8 8.2 6.5 4.5 2.3

(g) Special rules applicable to inclusions
in income of lessees. This paragraph (g)
applies to the inclusions in gross in-
come of lessees prescribed under para-
graphs (d)(2), (e)(6), or (f) of this sec-
tion, or prescribed under § 1.280F–7(b).

(1) Lease term commences within 9
months of the end of lessee’s taxable year.
If:

(i) The lease term commences within
9 months before the close of the les-
see’s taxable year,

(ii) The property is not predomi-
nantly used in a qualified business use

during that portion of the taxable year,
and

(iii) The lease term continues into
the lessee’s subsequent taxable year,
then the inclusion amount is added to
gross income in the lessee’s subsequent
taxable year and the amount is deter-
mined by taking into account the aver-
age of the business/investment use for
both taxable years and the applicable
percentage for the taxable year in
which the lease term begins (or, in the
case of a passenger automobile with a
fair market value greater than $16,500,
the appropriate dollar amount for the
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taxable year in which the lease term
begins).

(2) Lease term less than one year. If the
lease term is less than one year, the
amount which must be added to gross
income is an amount that bears the
same ratio to the inclusion amount de-
termined before the application of this
paragraph (g)(2) as the number of days
in the lease term bears to 365.

(3) Maximum inclusion amount. The in-
clusion amount shall not exceed the
sum of all deductible amounts in con-
nection with the use of the listed prop-
erty properly allocable to the lessee’s
taxable year in which the inclusion
amount must be added to gross income.

(h) Definitions—(1) Lease term. In de-
termining the term of any lease for
purposes of this section, the rules of
section 168(i)(3)(A) shall apply.

(2) Fair market value. For purposes of
this section, the fair market value of
listed property is such value on the
first day of the lease term. If the cap-
italized cost of listed property is speci-
fied in the lease agreement, the lessee
shall treat such amount as the fair
market value of the property.

(3) Average business/investment use.
For purposes of this section, the aver-
age business/investment use of any list-
ed property is the average of the busi-
ness/investment use for the first tax-
able year in which the business use per-
centage is 50 percent or less and all
preceding taxable years in which such
property is leased. See paragraph (g)(1)
of this section for special rule when
lease term commences within 9 months
before the end of the lessee’s taxable
year.

(i) Examples. This section may be il-
lustrated by the following examples.

Example 1. On January 1, 1985, A, a calendar
year taxpayer, leases and places in service a
passenger automobile with a fair market
value of $55,000. The lease is to be for a pe-
riod of four years. During taxable years 1985
and 1986, A uses the automobile exclusively
in a trade or business. Under paragraph (d)(1)
of this section, A must include in gross in-
come in both 1985 and 1986, $2,887.50 (i.e.,
($55,000¥$16,500)×7.5%).

Example 2. The facts are the same as in Ex-
ample (1), and in addition, A uses the auto-
mobile only 45 percent in a trade or business
during 1987. Under paragraph (d)(1) of this
section for 1987, A must include in gross in-
come $1,299.38 (i.e.,
($55,000¥$16,500)×7.5%×45%). In addition,

under paragraph (d)(2) of this section, A
must also include in gross income in 1987,
$530.85 (i.e., $650×81.67%, average business/in-
vestment use).

Example 3. On August 1, 1985, B, a calendar
year taxpayer, leases and places in service an
item of listed property which is 5-year recov-
ery property, with a fair market value of
$10,000. The lease is to be for a period of 5
years. B’s qualified business use of the prop-
erty is 40 percent in 1985, 100 percent in 1986,
and 90 percent in 1987. Under paragraphs
(f)(1) and (g)(1) of this section, before the ap-
plication of paragraph (g)(3) of this section,
B must include in gross income in 1986,
$1,288.00 (i.e., $10,000×70%×18.4%, the product
of the fair market value, the average busi-
ness use for both taxable years, and the ap-
plicable percentage for year one from the
table in paragraph (f)(3)(iii) of this section).

Example 4. On October 1, 1985, C, a calendar
year taxpayer, leases and places in service an
item of listed property which is 3-year recov-
ery property with a fair market value of
$15,000. The lease term is 6 months (ending
March 31, 1986) during which C uses the prop-
erty 45 percent in a trade or business, the
only business/investment use. Under para-
graphs (f)(1) and (g) (1) and (2) of this section,
before the application of paragraph (g)(3) of
this section, C must include in gross income
in 1986, $100.97 (i.e., $15,000×45%×3%×182/365,
the product of the fair market value, the av-
erage business use for both taxable years,
and the applicable percentage for year one
from the table in paragraph (f)(3)(i) of this
section, prorated for the length of the lease
term).

Example 5. On July 15, 1985, A, a calendar
year taxpayer, leases and places in service a
passenger automobile with a fair market
value of $45,300. The lease is for a period of 5
years, during which A uses the automobile
exclusively in a trade or business. Under
paragraph (e) (2) and (3) of this section, for
taxable years 1985 through 1989, A must in-
clude the following amounts in gross income:

Taxable year Dollar
amount

Prora-
tion

Busi-
ness
use
(per-
cent)

Inclusion

1985 ....................... $3,327 170/365 100 $1,550
1986 ....................... 3,327 365/365 100 3,327
1987 ....................... 3,327 365/365 100 3,327
1988 ....................... 1,650 366/366 100 1,650
1989 ....................... 1,362 365/365 100 1,362

Example 6. The facts are the same as in Ex-
ample (1), except that A uses the automobile
only 45 percent in a trade or business during
1987 through 1990. Under § 1.280F–5T(e)(6), A
must include in gross income for taxable
year 1987, the first taxable year in which the
automobile is not used predominantly in a
trade or business, an additional amount
based on the average business/investment
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use for taxable years 1985 through 1987. For
taxable years 1985 through 1989, A must in-
clude the following amounts in gross income:

Taxable year Dollar
amount

Prora-
tion

Business
use (per-

cent)
Inclusion

1985 ................. $3,327 170/365 100 $1,550
1986 ................. 3,327 365/365 100 3,327
1987 ................. 3,327 365/365 45 1,497

750 .............. 81.67 612
1988 ................. 1,650 366/366 45 743
1989 ................. 1,362 365/365 45 613

(98 Stat. 494, 26 U.S.C. 280F; 68A Stat. 917, 26
U.S.C. 7805)

[T.D. 7986, 49 FR 42710, Oct. 24, 1984; as
amended by T.D. 8061, 50 FR 46038, Nov. 6,
1985; T.D. 8218, 53 FR 29881, Aug. 9, 1988; T.D.
8473, 58 FR 19060, Apr. 12, 1993]

§ 1.280F–6T Special rules and defini-
tions (temporary).

(a) Deductions of employee—(1) In gen-
eral. Employee use of listed property
shall not be treated as business/invest-
ment use (as defined in paragraph (d)(3)
of this section) for purposes of deter-
mining the amount of any credit allow-
able under section 38 to the employee
or the amount of any recovery deduc-
tion allowable (including any deduc-
tion under section 179) to the employee
unless that use is for the convenience
of the employer and required as a con-
dition of employment.

(2) ‘‘Convenience of the employer’’ and
‘‘condition of employment’’ require-
ments—(i) In general. The terms con-
venience of the employer and condition of
employment generally have the same
meaning for purposes of section 280F as
they have for purposes of section 119
(relating to the exclusion from gross
income for meals or lodging furnished
for the convenience of the employer).

(ii) ‘‘Condition of employment.’’ In
order to satisfy the ‘‘condition of em-
ployment’’ requirement, the use of the
property must be required in order for
the employee to perform the duties of
his or her employment properly.
Whether the use of the property is so
required depends on all the facts and
circumstances. Thus, the employer
need not explicitly require the em-
ployee to use the property. Similarly, a
mere statement by the employer that
the use of the property is a condition of
employment is not sufficient.

(iii) ‘‘Convenience of employer’’. [Re-
served]

(3) Employee use. For purposes of this
section, the term employee use means
any use in connection with the per-
formance of services by the employee
as an employee.

(4) Examples. The principles of this
paragraph are illustrated in the fol-
lowing examples:

Example 1. A is employed as a courier with
W, which provides local courier services. A
owns and uses a motorcycle to deliver pack-
ages to downtown offices for W. W does not
provide delivery vehicles and explicitly re-
quires all of its couriers to own a car or mo-
torcycle for use in their employment with
the company. A’s use of the motorcycle for
delivery purposes is for the convenience of W
and is required as a condition of employ-
ment.

Example 2. B is an inspector for X, a con-
struction company with many construction
sites in the local area. B is required to travel
to the various construction sites on a reg-
ular basis; B uses her automobile to make
these trips. Although X does not furnish B an
automobile, X does not explicitly require B
to use here own automobile. However, X re-
imburses B for any costs she incurs in trav-
eling to the various job sites. B’s use of here
automobile in here employment is for the
convenience of X and is required as a condi-
tion of employment.

Example 3. Assume the same facts as in Ex-
ample (2), except that X makes an auto-
mobile available to B who chooses to use her
own automobile and receive reimbursement.
B’s use of her own automobile is not for the
convenience of X and is not required as a
condition of employment.

Example 4. C is a pilot for Y, a small char-
ter airline. Y requires its pilots to obtain x
hours of flight time annually in addition to
the number of hours of flight time spent
with the airline. Pilots can usually obtain
these hours by flying with a military reserve
unit or by flying part-time with another air-
line. C owns his own airplane. C’s use of his
airplane to obtain the required flight hours
is not for the convenience of the employer
and is not required as a condition of employ-
ment.

Example 5. D is employed as an engineer
with Z, an engineering contracting firm. D
occasionally takes work home at night rath-
er than working late in the office. D owns
and uses a computer which is virtually iden-
tical to the one she uses at the office to com-
plete her work at home. D’s use of the com-
puter is not for the convenience of here em-
ployer and is not required as a condition of
employment.
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(b) Listed property—(1) In general. Ex-
cept as otherwise provided in para-
graph (b)(5) of this section, the term
listed property means:

(i) Any passenger automobile (as de-
fined in paragraph (c) of this section),

(ii) Any other property used as a
means of transportation (as defined in
paragraph (b)(2) of this section),

(iii) Any property of a type generally
used for purposes of entertainment,
recreation, or amusement, and

(iv) Any computer or peripheral
equipment (as defined in section
168(j)(5)(D)), and

(v) Any other property specified in
paragraph (b)(4) of this section.

(2) Means of transportation—(i) In gen-
eral. Except as otherwise provided in
paragraph (b)(2)(ii) of this section,
property used as a means of transpor-
tation includes trucks, buses, trains,
boats, airplanes, motorcycles, and any
other vehicles for transporting persons
or goods.

(ii) Exception. The term listed property
does not include any vehicle that is a
qualified nonpersonal use vehicle as de-
fined in section 274(i) and § 1.274–5T(k).

(3) Property used for entertainment,
etc.—(i) In general. Property of a type
generally used for purposes of enter-
tainment, recreation, or amusement
includes property such as photo-
graphic, phonographic, communica-
tion, and video recording equipment.

(ii) Exception. The term listed property
does not include any photographic,
phonographic, communication, or
video recording equipment of a tax-
payer if the equipment is use either ex-
clusively at the taxpayer’s regular
business establishment or in connec-
tion with the taxpayer’s principal
trade or business.

(iii) Regular business establishment.
The regular business establishment of
an employee is the regular business es-
tablishment of the employer of the em-
ployee. For purposes of this paragraph
(b)(3), a portion of a dwelling unit is
treated as a regular business establish-
ment if the requirements of section
280A(c)(1) are met with respect to that
portion.

(4) Other property. [Reserved]
(5) Exception for computers. The term

listed property shall not include any
computer (including peripheral equip-

ment) used exclusively at a regular
business establishment. For purposes
of the preceding sentence, a portion of
a dwelling unit shall be treated as a
regular business establishment if (and
only if) the requirements of section
280A(c)(1) are met with respect to that
portion.

(c) Passenger automobile—(1) In gen-
eral. Except as provided in paragraph
(c)(3) of this section, the term passenger
automobile means any 4-wheeled vehicle
which is:

(i) Manufactured primarily for use on
public streets, roads, and highways,
and

(ii) Rated at 6,000 pounds gross vehi-
cle weight or less.

(2) Parts, etc. of automobile. The term
passenger automobile includes any part,
component, or other item that is phys-
ically attached to the automobile or is
traditionally included in the purchase
price of an automobile. The term does
not include repairs that are not capital
expenditures within the meaning of
section 263.

(3) Exception for certain vehicles. The
term passenger automobile shall not in-
clude any:

(i) Ambulance, hearse, or combina-
tion ambulance-hearse used by the tax-
payer directly in a trade or business,

(ii) Vehicle used by the taxpayer di-
rectly in the trade or business of trans-
porting persons or property for com-
pensation or hire, or

(iii) Commuter highway vehicle as
defined in section 46(c)(6)(B).

(d) Business use percentage—(1) In gen-
eral. The term business use percentage
means the percentage of the use of any
listed property which is qualified busi-
ness use as described in paragraph
(d)(2) of this section.

(2) Qualified business use—(i) In gen-
eral. Except as provided in paragraph
(d)(2)(ii) of this section, the term quali-
fied business use means any use in a
trade or business of the taxpayer. The
term qualified business use does not in-
clude use for which a deduction is al-
lowable under section 212. Whether the
amount of qualified business use ex-
ceeds 50 percent is determinative of
whether the investment tax credit and
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the accelerated percentages under sec-
tion 168 are available for listed prop-
erty (or must be recaptured). See
§ 1.280F–3T.

(ii) Exception for certain use by 5-per-
cent owners and related persons)—(A) In
general. The term qualified business use
shall not include:

(1) Leasing property to any 5-percent
owner or related person,

(2) Use of property provided as com-
pensation for the performance of serv-
ices by a 5-percent owner or related
person, or

(3) Use of property provided as com-
pensation for the performance of serv-
ices by any person not described in
paragraph (d)(2)(ii)(A)(2) of this section
unless an amount is properly reported
by the taxpayer as income to such per-
son and, where required, there was
withholding under chapter 24.
Paragraph (d)(2)(ii)(A)(1) of this section
shall apply only to the extent that the
use of the listed property is by an indi-
vidual who is a related party or a 5-per-
cent owner with respect to the owner
or lessee of the property.

(B) Special rule for aircraft. Paragraph
(d)(2)(ii)(A) of this section shall not
apply with respect to any aircraft if at
least 25 percent of the total use of the
aircraft during the taxable year con-
sists of qualified business use not de-
scribed in paragraph (d)(2)(ii)(A).

(C) Definitions. For purposes of this
paragraph:

(1) 5-percent owner. The term 5-percent
owner means any person who is a 5-per-
cent owner with respect to the tax-
payer (as defined in section 416
(i)(1)(B)(i)).

(2) Related person. The term related
person means any person related to the
taxpayer (within the meaning of sec-
tion 267(b)).

(3) Business/investment use—(i) In gen-
eral. The term business/investment use
means the total business or investment
use of listed property that may be
taken into account for purposes of
computing (without regard to section
280F(b)) the percentage of investment
tax credit or cost recovery deduction
for a passenger automobile or other
listed property for the taxable year.
Whether the investment tax credit and
the accelerated percentages under sec-
tion 168 (as opposed to use of the

straight line method of cost recovery)
are available with respect to listed
property or must be recaptured is de-
termined, however, by reference to
qualified business use (as defined in
paragraph (d)(2) of this section) rather
than by reference to business/invest-
ment use. Whether a particular use of
property is a business or investment
use shall generally be determined
under the rules of section 162 or 212.

(ii) Entertainment use. The use of list-
ed property for entertainment, recre-
ation, or amusement purposes shall be
treated as business use to the extent
that expenses (other than interest and
property tax expenses) attributable to
that use are deductible after applica-
tion of section 274.

(iii) Employee use. See paragraph (a)
of this section for requirements to be
satisfied for employee use of listed
property to be considered business/in-
vestment use of the property.

(iv) Use of taxpayer’s automobile by an-
other person. Any use of the taxpayer’s
automobile by another person shall not
be treated, for purposes of section 280F,
as use in a trade or business under sec-
tion 162 unless that use:

(A) Is directly connected with the
business of the taxpayer,

(B) Is properly reported by the tax-
payer as income to the other person
and, where required, there was with-
holding under chapter 24, or

(C) Results in a payment of fair mar-
ket rent.
For purposes of this paragraph
(d)(4)(iv)(C), payment to the owner of
the automobile in connection with
such use is treated as the payment of
rent.

(4) Predominantly used in qualified
business use—(i) Definition. Property is
predominantly used in a qualified busi-
ness use for any taxable year if the
business use percentage (as defined in
paragraph (d)(1) of this section) is
greater than 50 percent.

(ii) Special rule for transfers at death.
Property does not cease to be used pre-
dominantly in a qualified business use
by reason of a transfer at death.

(iii) Other dispositions of property. [Re-
served]

(5) Examples. The following examples
illustrate the principles set forth in
this paragraph.
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Example 1. E uses a home computer 50 per-
cent of the time to manage her investments.
The computer is listed property within the
meaning of section 280F(d)(4). E also uses the
computer 40 percent of the time in her part-
time consumer research business. Because
E’s business use percentage for the computer
does not exceed 50 percent, the computer is
not predominantly used in a qualified busi-
ness use for the taxable year. Her aggregate
business/investment use for purposes of de-
termining the percent of the total allowable
straight line depreciation that she can claim
is 90 percent.

Example 2. Assume that E in Example (1)
uses the computer 30 percent of the time to
manage her investments and 60 percent of
the time in her consumer research business.
E’s business use percentage exceeds 50 per-
cent. Her aggregrate business/investment use
for purposes of determining her allowable in-
vestment tax credit and cost recovery deduc-
tions is 90 percent.

Example 3. F is the proprietor of a plumb-
ing contracting business. F’s brother is em-
ployed with F’s company. As part of his com-
pensation, F’s brother is allowed to use one
of the company automobiles for personal use.
The use of the company automobiles by F’s
brother is not a qualified business use be-
cause F and F’s brother are related parties
within the meaning of section 267(b).

Example 4. F, in Example (3), allows employ-
ees unrelated to him to use company auto-
mobiles as part of their compensation. F,
however, does not include the value of these
automobiles in the employees’ gross income
and F does not withhold with respect to the
use of these automobiles. The use of the
company automobiles by the employees in
this case is not business/investment use.

Example 5. X Corporation owns several
automobiles which its employees use for
business purposes. The employees are also al-
lowed to take the automobiles home at
night. However, the fair market value of the
use of the automobile for any personal pur-
pose, e.g., commuting to work, is reported by
X as income to the employee and is withheld
upon by X. The use of the automobile by the
employee, even for personal purposes, is a
qualified business use the respect to X.

(e) Method of allocating use of prop-
erty—(1) In general. For purposes of sec-
tion 280F, the taxpayer shall allocate
the use of any listed property that is
used for more than one purpose during
the taxable year to the various uses in
the manner prescribed in paragraph (e)
(2) and (3) of this section.

(2) Passenger automobiles and other
means of transportation. In the case of a
passenger automobile or any other
means of transportation, the taxpayer
shall allocate the use of the property

on the basis of mileage. Thus, the per-
centage of use in a trade or business for
the year shall be determined by divid-
ing the number of miles the vehicle is
driven for purposes of that trade or
business during the year by the total
number of miles the vehicle is driven
during the year for any purpose.

(3) Other listed property. In the case of
other listed property, the taxpayer
shall allocate the use of that property
on the basis of the most appropriate
unit of time the property is actually
used (rather than merely being avail-
able for use). For example, the percent-
age of use of a computer in a trade or
business for a taxable year is deter-
mined by dividing the number of hours
the computer is used for business pur-
poses during the year by the total
number of hours the computer is used
for any purpose during the year.

(98 Stat. 494, 26 U.S.C. 280F; 68A Stat. 917, 26
U.S.C. 7805)

[T.D. 7986, 49 FR 42713, Oct. 24, 1984, as
amended by T.D. 8061, 50 FR 46041, Nov. 6,
1985]

§ 1.280F–7 Property leased after De-
cember 31, 1986.

(a) Inclusions in income of lessees of
passenger automobiles leased after Decem-
ber 31, 1986—(1) In general. If a taxpayer
leases a passenger automobile after De-
cember 31, 1986, the taxpayer must in-
clude in gross income an inclusion
amount determined under this para-
graph (a), for each taxable year during
which the taxpayer leases the auto-
mobile. This paragraph (a) applies only
to passenger automobiles for which the
taxpayer’s lease term begins after De-
cember 31, 1986. See §§ 1.280F–5T(d) and
1.280F–5T(e) for rules on determining
inclusion amounts for passenger auto-
mobiles for which the taxpayer’s lease
term begins before January 1, 1987. See
§ 1.280F–5T(h)(2) for the definition of
fair market value.

(2) Inclusion Amount. For any pas-
senger automobile leased after Decem-
ber 31, 1986, the inclusion amount for
each taxable year during which the
automobile is leased is determined as
follows:

(i) For the appropriate range of fair
market values in the applicable table,
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select the dollar amount from the col-
umn for the taxable year in which the
automobile is used under the lease (but
for the last taxable year during any
lease that does not begin and end in
the same taxable year, use the dollar
amount for the preceding taxable
year).

(ii) Prorate the dollar amount for the
number of days of the lease term in-
cluded in the taxable year.

(iii) Multiply the prorated dollar
amount by the business/investment use
(as defined in § 1.280F–6T(d)(3)(i)) for
the taxable year.

(iv) The following table is the appli-
cable table in the case of a passenger
automobile leased after December 31,
1986, and before January 1, 1989:

DOLLAR AMOUNTS FOR AUTOMOBILES WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 1987 OR
1988

Fair market
value of auto-

mobile

Taxable year during lease

1st 2nd 3rd 4th 5 and later

Over Not over

$12,800 $13,100 $2 $5 $7 $8 $9
13,100 13,400 6 14 20 24 28
13,400 13,700 10 23 34 41 47
13,700 14,000 15 32 47 57 65
14,000 14,300 19 41 61 73 84
14,300 14,600 23 50 74 89 103
14,600 14,900 27 59 88 105 122
14,900 15,200 31 68 101 122 140
15,200 15,500 35 77 115 138 159
15,500 15,800 40 87 128 154 178
15,800 16,100 44 96 142 170 196
16,100 16,400 48 105 155 186 215
16,400 16,700 52 114 169 203 234
16,700 17,000 56 123 182 219 253
17,000 17,500 62 135 200 240 277
17,500 18,000 69 150 223 267 309
18,000 18,500 76 166 246 294 340
18,500 19,000 83 181 268 321 371
19,000 19,500 90 196 291 348 402
19,500 20,000 97 211 313 375 433
20,000 20,500 104 226 336 402 465
20,500 21,000 111 242 358 429 496
21,000 21,500 117 257 381 456 527
21,500 22,000 124 272 403 483 558
22,000 23,000 135 295 437 524 605
23,000 24,000 149 325 482 578 667
24,000 25,000 163 356 527 632 729
25,000 26,000 177 386 572 686 792
26,000 27,000 190 416 617 740 854
27,000 28,000 204 447 662 794 917
28,000 29,000 218 477 707 848 979
29,000 30,000 232 507 752 902 1,041
30,000 31,000 246 538 797 956 1,104
31,000 32,000 260 568 842 1,010 1,166
32,000 33,000 274 599 887 1,064 1,228
33,000 34,000 288 629 933 1,118 1,291
34,000 35,000 302 659 978 1,172 1,353
35,000 36,000 316 690 1,023 1,226 1,415
36,000 37,000 329 720 1,068 1,280 1,478
37,000 38,000 343 751 1,113 1,334 1,540
38,000 39,000 357 781 1,158 1,388 1,602
39,000 40,000 371 811 1,203 1,442 1,665
40,000 41,000 385 842 1,248 1,496 1,727
41,000 42,000 399 872 1,293 1,550 1,789
42,000 43,000 413 902 1,338 1,604 1,852
43,000 44,000 427 933 1,383 1,658 1,914
44,000 45,000 441 963 1,428 1,712 1,976
45,000 46,000 455 994 1,473 1,766 2,039
46,000 47,000 468 1,024 1,518 1,820 2,101
47,000 48,000 482 1,054 1,563 1,874 2,164
48,000 49,000 496 1,085 1,608 1,928 2,226
49,000 50,000 510 1,115 1,653 1,982 2,288
50,000 51,000 524 1,146 1,698 2,036 2,351
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DOLLAR AMOUNTS FOR AUTOMOBILES WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 1987 OR
1988—Continued

Fair market
value of auto-

mobile

Taxable year during lease

1st 2nd 3rd 4th 5 and later

51,000 52,000 538 1,176 1,743 2,090 2,413
52,000 53,000 552 1,206 1,788 2,144 2,475
53,000 54,000 566 1,237 1,834 2,198 2,538
54,000 55,000 580 1,267 1,879 2,252 2,600
55,000 56,000 594 1,297 1,924 2,306 2,662
56,000 57,000 607 1,328 1,969 2,360 2,725
57,000 58,000 621 1,358 2,014 2,414 2,787
58,000 59,000 635 1,389 2,059 2,468 2,849
59,000 60,000 649 1,419 2,104 2,522 2,912
60,000 62,000 670 1,465 2,171 2,603 3,005
62,000 64,000 698 1,525 2,262 2,711 3,130
64,000 66,000 726 1,586 2,352 2,819 3,255
66,000 68,000 753 1,647 2,442 2,927 3,379
68,000 70,000 781 1,708 2,532 3,035 3,504
70,000 72,000 809 1,768 2,622 3,143 3,629
72,000 74,000 837 1,829 2,712 3,251 3,753
74,000 76,000 865 1,890 2,802 3,359 3,878
76,000 78,000 892 1,951 2,892 3,468 4,003
78,000 80,000 920 2,012 2,982 3,576 4,128
80,000 85,000 969 2,118 3,140 3,765 4,346
85,000 90,000 1,038 2,270 3,365 4,035 4,658
90,000 95,000 1,108 2,422 3,590 4,305 4,969
95,000 100,000 1,177 2,574 3,816 4,575 5,281

100,000 110,000 1,282 2,802 4,154 4,980 5,749
110,000 120,000 1,421 3,105 4,604 5,520 6,372
120,000 130,000 1,560 3,409 5,055 6,060 6,996
130,000 140,000 1,699 3,713 5,505 6,600 7,619
140,000 150,000 1,838 4,017 5,956 7,140 8,243
150,000 160,000 1,977 4,321 6,406 7,680 8,866
160,000 170,000 2,116 4,625 6,857 8,221 9,490
170,000 180,000 2,255 4,929 7,307 8,761 10,113
180,000 190,000 2,394 5,232 7,758 9,301 10,737
190,000 200,000 2,533 5,536 8,208 9,841 11,360

(v) The applicable table in the case of
a passenger automobile first leased
after December 31, 1988, will be con-
tained in a revenue ruling or revenue
procedure published in the Internal
Revenue Bulletin.

(3) Example. The following example il-
lustrates the application of this para-
graph (a):

Example. On April 1, 1987, A, a calendar
year taxpayer, leases and places in service a
passenger automobile with a fair market
value of $31,500. The lease is to be for a pe-
riod of three years. During taxable years 1987

and 1988, A uses the automobile exclusively
in a trade or business. During 1989 and 1990,
A’s business/investment use is 45 percent.
The appropriate dollar amounts from the
table in paragraph (a)(2)(iv) of this section
are $260 for 1987 (first taxable year during the
lease), $568 for 1988 (second taxable year dur-
ing the lease), $842 for 1989 (third taxable
year during the lease), and $842 for 1990.
Since 1990 is the last taxable year during the
lease, the dollar amount for the preceding
year (the third year) is used, rather than the
dollar amount for the fourth year. For tax-
able years 1987 through 1990, A’s inclusion
amounts are determined as follows:

Tax year Dollar amount Proration Business use (per-
cent) Inclusion amount

1987 ................................................... $260 275/365 100 $196
1988 ................................................... 568 366/366 100 568
1989 ................................................... 842 365/365 45 379
1990 ................................................... 842 90/365 45 93

(b) Inclusions in income of lessees of
listed property (other than passenger
automobiles) leased after December 31,

1986—(1) In general. If listed property
other than a passenger automobile is
not used predominantly in a qualified
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business use in any taxable year in
which such property is leased, the les-
see must add an inclusion amount to
gross income in the first taxable year
in which such property is not so pre-
dominantly used (and only in that
year). This year is the first taxable
year in which the business use percent-
age (as defined in § 1.280F–6T(d)(1)) of
the property is 50 percent or less. This
inclusion amount is determined under
this paragraph (b) for property for
which the taxpayer’s lease term begins
after December 31, 1986 (and under
§ 1.280F–5T(f) for property for which the
taxpayer’s lease term begins before
January 1, 1987). See also § 1.280F–5T(g).

(2) Inclusion amount. The inclusion
amount for any listed property (other

than a passenger automobile) leased
after December 31, 1986, is the sum of
the amounts determined under subdivi-
sions (i) and (ii) of this subparagraph
(2).

(i) The amount determined under this
subdivision (i) is the product of the fol-
lowing amounts:

(A) The fair market value (as defined
in § 1.280F–5T(h)(2)) of the property,

(B) The business/investment use (as
defined in § 1.280F–6T(d)(3)(i)) for the
first taxable year in which the business
use percentage (as defined in § 1.280F–
6T(d)(1)) is 50 percent or less, and

(C) The applicable percentage from
the following table:
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(ii) The amount determined under
this subdivision (ii) is the product of
the following amounts:

(A) The fair market value of the
property,

(B) The average of the business/in-
vestment use for all taxable years (in

which such property is leased) that pre-
cede the first taxable year in which the
business use percentage is 50 percent or
less, and

(C) The applicable percentage from
the following table:

Type of property

First taxable year during lease in which business use percentage is 50% or less

1 2 3 4 5 6 7 8 9 10 11
12
and

Later

Property with a recovery period of less
than 7 years under the alternative
depreciation system (Such as com-
puters, trucks and airplanes) ............ 0.0 10.0 22.0 21.2 12.7 12.7 12.7 12.7 12.7 12.7 12.7 12.7

Property with a 7- to 10-year recovery
period under the alternative depre-
ciation system (such as recreation
property) ............................................ 0.0 9.3 23.8 31.3 33.8 32.7 31.6 30.5 25.0 15.0 15.0 15.0

Property with a recovery period of
more than 10 years under the alter-
native depreciation system (such as
certain property with no class life) .... 0.0 10.1 26.3 35.4 39.6 40.2 40.8 41.4 37.5 29.2 20.8 12.5

(3) Example. The following example il-
lustrates the application of this para-
graph (b):

Example. On February 1, 1987, B, a calendar
year taxpayer, leases and places in service a
computer with a fair market value of $3,000.
The lease is to be for a period of two years.
B’s qualified business use of the property,
which is the only business/investment use, is
80 percent in taxable year 1987, 40 percent in
taxable year 1988, and 35 percent in taxable
year 1989. B must add an inclusion amount to
gross income for taxable year 1988, the first
taxable year in which B does not use the
computer predominantly for business (i.e.,
the first taxable year in which B’s business
use percentage is 50 percent or less). Since
1988 is the second taxable year during the
lease, and since the computer has a 5-year
recovery period under the General and Alter-
native Depreciation Systems, the applicable
percentage from the table in subdivision (i)
of paragraph (b)(2) is ¥7.2%, and the applica-
ble percentage from the table in subdivision
(ii) is 10%. B’s inclusion amount is $154,
which is the sum of the amounts determined
under subdivisions (i) and (ii) of subpara-
graph (b)(2) of this paragraph. The amount
determined under subdivision (i) is ¥$86
[$3,000 × 40% × (¥7.2%)], and the amount de-
termined under subdivision (ii) is $240 [$3,000
× 80% × 10%].

[T.D. 8218, 53 FR 29881, Aug. 9, 1988; 53 FR
32821, Aug. 26, 1988, as amended by T.D. 8298,
55 FR 13370, Apr. 12, 1990; Redesignated and
amended at T.D. 8473, 58 FR 19060, Apr. 12,
1993]

§ 1.280H–0T Table of contents (tem-
porary).

This section lists the captions that
appear in the temporary regulations
under section 280H.

§ 1.280H–1T Limitation on certain amounts
paid to employee-owners by personal
service corporations electing alternative
taxable years (temporary).

(a) Introduction.
(b) Limitations on certain deductions

of a personal service corporation.
(1) In general.
(2) Carryover of nondeductible

amounts.
(3) Disallowance inapplicable for cer-

tain purposes.
(4) Definition of applicable amount.
(i) In general.
(ii) Special rule for certain indirect

payments.
(iii) Examples.
(c) Minimum distribution require-

ment.
(1) Determination of whether require-

ment satisfied.
(i) In general.
(ii) Employee-owner defined.
(2) Preceding year test.
(i) In general.
(ii) Example.
(3) 3-year average test.
(i) In general.
(ii) Applicable percentage.
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(iii) Adjusted taxable income.
(A) In general.
(B) Determination of adjusted tax-

able income for the deferral period of
the applicable election year.

(C) NOL carryovers.
(D) Examples.
(d) Maximum deductible amount.
(1) In general.
(2) Example.
(e) Special rules and definition.
(1) Newly organized personal service

corporations.
(2) Existing corporations that become

personal service corporations.
(3) Disallowance of NOL carryback.
(4) Deferral period.
(5) Examples.
(f) Effective date.

[T.D. 8205, 53 FR 19711, May 27, 1988]

§ 1.280H–1T Limitation on certain
amounts paid to employee-owners
by personal service corporations
electing alternative taxable years
(temporary).

(a) Introduction. This section applies
to any taxable year that a personal
service corporation has a section 444
election in effect (an ‘‘applicable elec-
tion year’’). For purposes of this sec-
tion, the term personal service corpora-
tion has the same meaning given such
term in § 1.441–4T(d).

(b) Limitation on certain deductions of
personal service corporations—(1) In gen-
eral. If, for any applicable election
year, a personal service corporation
does not satisfy the minimum distribu-
tion requirement in paragraph (c) of
this section, the deduction otherwise
allowable under chapter 1 of the Inter-
nal Revenue Code of 1986 (the Code) for
applicable amounts, as defined in para-
graph (b)(4) of this section, shall not
exceed the maximum deductible
amount, as defined in paragraph (d) of
this section.

(2) Carryover of nondeductible amounts.
Any amount not allowed as a deduction
in an applicable election year under
paragraph (b)(1) of this section shall be
allowed as a deduction in the suc-
ceeding taxable year.

(3) Disallowance inapplicable for cer-
tain purposes. The disallowance of de-
ductions under paragraph (b)(1) of this
section shall not apply for purposes of
subchapter G of chapter 1 of the Code

(relating to corporations used to avoid
income tax on shareholders) nor for de-
termining whether the compensation of
employee-owners is reasonable. Thus,
for example, in determining whether a
personal service corporation is subject
to the accumulated earnings tax im-
posed by section 531, deductions dis-
allowed under paragraph (b)(1) of this
section are treated as allowed in com-
puting accumulated taxable income.

(4) Definition of applicable amount—(i)
In general. For purposes of section 280H
and the regulations thereunder, the
term applicable amount means, with re-
spect to a taxable year, any amount
that is otherwise deductible by a per-
sonal service corporation in such year
and includable at any time, directly or
indirectly, in the gross income of a tax-
payer that during such year is an em-
ployee-owner. Thus, an amount includ-
able in the gross income of an em-
ployee-owner will be considered an ap-
plicable amount even though such em-
ployee owns no stock of the corpora-
tion on the date the employee includes
the amount in income. See Example (1)
in paragraph (b)(4)(iii) of this section.

(ii) Special rule for certain indirect pay-
ments. For purposes of paragraph
(b)(4)(i) of this section, amounts are in-
directly includable in the gross income
of an employee-owner of a personal
service corporation that has made a
section 444 election (an electing per-
sonal service corporation) if the
amount is includable in the gross in-
come of—

(A) The spouse (other than a spouse
who is legally separated from the part-
ner or shareholder under a decree of di-
vorce or separate maintenance) or
child (under age 14) of such employee-
owner, or

(B) A corporation more than 50 per-
cent (measured by fair market value)
of which is owned in the aggregate by
employee-owners (and individuals re-
lated under paragraph (b)(4)(ii)(A) of
this section to such employee-owners),
of the electing personal service cor-
poration, or

(C) A partnership more than 50 per-
cent of the profits and capital of which
is owned by employee-owners (and indi-
viduals related under paragraph
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(b)(4)(ii)(A) of this section to such em-
ployee-owners) of the electing personal
service corporation, or

(D) A trust more than 50 percent of
the beneficial ownership of which is
owned in the aggregate by employee-
owners (and individuals related under
paragraph (b)(4)(ii)(A) of this section to
any such employee-owners), of the
electing personal service corporation.
For purposes of this paragraph
(b)(4)(ii), ownership by any person de-
scribed in this paragraph (b)(4)(ii) shall
be treated as ownership by the em-
ployee-owners of the electing personal
service corporation. Paragraph
(b)(4)(ii)(B) of this section will not
apply if the corporation has made a
section 444 election to use the same
taxable year as that of the electing
personal service corporation. Simi-
larly, paragraph (b)(4)(ii)(C) of this sec-
tion will not apply if the partnership
has made a section 444 election to use
the same taxable year as that of the
electing personal service corporation.
Notwithstanding the general effective
date provision of paragraph (f) of this
section, this paragraph (b)(4)(ii) is ef-
fective for amounts deductible on or
after June 1, 1988.

(iii) Example. The provisions of para-
graph (b)(4) of this section may be il-
lustrated by the following examples.

Example 1. A is an employee of P, an ac-
crual basis personal service corporation with
a taxable year ending September 30. P makes
a section 444 election for its taxable year be-
ginning October 1, 1987. On October 1, 1987, A
owns no stock of P; However, on March 31,
1988, A acquires 10 of the 200 outstanding
shares of P stock. During the period October
1, 1987 to March 31, 1988, A earned $40,000 of
compensation as an employee of P. During
the period April 1, 1988 to September 30 1988,
A earned $60,000 of compensation as an em-
ployee-owner of P. If paragraph (b) of this
section does not apply, P would deduct for
its taxable year ended September 30, 1988 the
$100,000 earned by A during such year. Based
upon these facts, the $100,000 otherwise
deductable amount is considered an applica-
ble amount under this section.

Example 2. I1 and I2, calendar year individ-
uals, are employees of PSC1, a personal serv-
ice corporation that has historically used a
taxable year ending January 31. I1 and I2
also own all the stock, and are employees, of
PSC2, a calendar year personal service cor-
poration. For its taxable years beginning
February 1, 1987, 1988, and 1989, PSC1 has a
section 444 election in effect to use a Janu-

ary 31 taxable year. During its taxable years
beginning February 1, 1986, 1987, and 1988,
PSC1 deducted $10,000, $11,000, and $12,000, re-
spectively, that was included in PSC2’s gross
income. Furthermore, of the $12,000 deducted
by PSC1 for its taxable year beginning Feb-
ruary 1, 1988, $7,000 was deducted during the
period June 1, 1988 to January 31, 1989. Pur-
suant to paragraph (b)(4)(ii)(B) of this sec-
tion, the $7,000 deducted by PSC1 on or after
June 1, 1988, and included in PSC2’s gross in-
come is considered an applicable amount for
PSC1’s taxable year beginning February 1,
1988. Amounts deducted by PSC1 prior to
June 1, 1988, are not subject to paragraph
(b)(4)(ii)(B) of this section.

Example 3. The facts are the same as in Ex-
ample (2), except that for its taxable years
beginning February 1, 1987, 1988, and 1989,
PSC2 has a section 444 election in effect to
use a January 31 taxable year. Since both
PSC1 and PSC2 have the same taxable year
and both have section 444 elections in effect,
paragraph (b)(4)(ii)(B) of this section does
not apply to the $7,000 deducted by PSC1 for
its taxable year beginning February 1, 1988.

(c) Minimum distribution requirement—
(1) Determination of whether requirement
satisfied—(i) In general. A personal serv-
ice corporation meets the minimum
distribution requirement of this para-
graph (c) for an applicable election
year if, during the deferral period of
such taxable year, the applicable
amounts (determined without regard to
paragraph (b)(2) of this section) for all
employee-owners in the aggregate
equal or exceed the lesser of—

(A) The amount determined under
the ‘‘preceding year test’’ (see para-
graph (c)(2) of this section), or

(B) The amount determined under
the ‘‘3-year average test’’ (see para-
graph (c)(3) of this section).

The following example illustrates the
application of this paragraph (c)(1)(i).

Example. Q, an accrual-basis personal serv-
ice corporation, makes a section 444 election
to retain a year ending January 31 for its
taxable year beginning February 1, 1987. Q
has 4 employee-owners, B, C, D, and E. For
Q’s applicable election year beginning Feb-
ruary 1, 1987 and ending January 31, 1988, B
earns $6,000 a month plus a $45,000 bonus on
January 15, 1988; C earns $5,000 a month plus
a $40,000 bonus on January 15, 1988; D and E
each earn $4,500 a month plus a $4,000 bonus
on January 15, 1988. Q meets the minimum
distribution requirement for such applicable
election year if the applicable amounts dur-
ing the deferral period (i.e., $220,000) equal or
exceed the amount determined under the
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preceding year test or the 3-year average
test.

(ii) Employee-owner defined. For pur-
poses of section 280H and the regula-
tions thereunder, a person is an em-
ployee-owner of a corporation for a
taxable year if—

(A) On any day of the corporation’s
taxable year, the person is an employee
of the corporation or performs personal
services for or on behalf of the corpora-
tion, even if the legal form of that per-
son’s relationship to the corporation is
that of an independent contractor, and

(B) On any day of the corporation’s
taxable year, the person owns any out-
standing stock of the corporation.

(2) Preceding year test—(i) In general.
The amount determined under the pre-
ceding year test is the product of—

(A) The applicable amounts during
the taxable year preceding the applica-
ble election year (the ‘‘preceding tax-
able year’’), divided by the number of
months (but not less than one) in the
preceding taxable year, multiplied by

(B) The number of months in the de-
ferral period of the applicable election
year.

(ii) Example. The provisions of para-
graph (c)(2) of this section may be il-
lustrated by the following example.

Example. R, a personal service corporation,
has historically used a taxable year ending
January 31. For its taxable year beginning
February 1, 1987, R makes a section 444 elec-
tion to retain its January 31 taxable year. R
is an accrual basis taxpayer and has one em-
ployee-owner, F. For R’s taxable year ending
January 31, 1987, F earns $5,000 a month plus
a $40,000 bonus on January 15, 1987. The
amount determined under the preceding year
test for R’s applicable election year begin-
ning February 1, 1987 is $91,667 ($100,000, the
applicable amounts during R’s taxable year
ending January 31, 1987, divided by 12, the
number of months in R’s taxable year ending
January 31, 1987, multiplied by 11, the num-
ber of months in R’s deferral period for such
year).

(3) 3-year average test—(i) In general.
The amount determined under the 3-
year average test is the applicable per-
centage multiplied by the adjusted tax-
able income for the deferral period of
the applicable election year.

(ii) Applicable percentage. The term
applicable percentage means the per-
centage (not in excess of 95 percent) de-
termined by dividing—

(A) The applicable amounts during
the 3 taxable years of the corporation
(or, if fewer, the taxable years the cor-
poration has been in existence) imme-
diately preceding the applicable elec-
tion year, by

(B) The adjusted taxable income of
such corporation for such 3 taxable
years (or, if fewer, the taxable years of
existence).

(iii) Adjusted taxable income—(A) In
general. The term adjusted taxable in-
come means taxable income determined
without regard to applicable amounts.

(B) Determination of adjusted taxable
income for the deferral period of the ap-
plicable election year. Adjusted taxable
income for the deferral period of the
applicable election year equals the ad-
justed taxable income that would re-
sult if the personal service corporation
filed an income tax return for the de-
ferral period of the applicable election
year under its normal method of ac-
counting. However, a personal service
corporation may make a reasonable es-
timate of such amount.

(C) NOL carryovers. For purposes of
determining adjusted taxable income
for any period, any NOL carryover
shall be reduced by the amount of such
carryover that is attributable to the
deduction of applicable amounts. The
portion of the NOL carryover attrib-
utable to the deduction of applicable
amounts is the difference between the
NOL carryover computed with the de-
duction of such amounts and the NOL
carryover computed without the deduc-
tion of such amounts. For purposes of
determining the adjusted taxable in-
come for the deferral period, an NOL
carryover to the applicable election
year, reduced as provided in this para-
graph (c)(3)(iii)(C), shall be allowed
first against the income of the deferral
period.

(D) Examples. The provisons of this
paragraph (c)(3)(iii) may be illustrated
by the following examples.

Example 1. S is a personal service corpora-
tion that has historically used a taxable year
ending January 31. For its taxable year be-
ginning February 1, 1987, S makes a section
444 election to retain its taxable year ending
January 31. S does not satisfy the minimum
distribution requirement for its first applica-
ble election year, and the applicable
amounts for that year exceed the maximum
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deductible amount by $54,000. Under para-
graph (b)(2) of this section, the $54,000 excess
is carried over to S’s taxable year beginning
February 1, 1988. Furthermore, if S continues
its section 444 election for its taxable year
beginning February 1, 1988, and desires to use
the 3-year average test provided in this para-
graph for such year, pursuant to paragraph
(c)(3)(iii)(A) of this section the $54,000 will
not be allowed to reduce adjusted taxable in-
come for such year. See also section 280H(e)
regarding the disallowance of net operating
loss carrybacks to (or from) any taxable year
of a corporation personal service election
under section 444 applies.

Example 2. T, a personal service corpora-
tion with a section 444 election in effect, is
determining whether it satisfies the 3-year
average test for its second applicable elec-
tion year. T had a net operating loss (NOL)
for its first applicable election year of
$45,000. The NOL resulted from $150,000 of
gross income less the sum of $96,000 of salary,
$45,000 of other expenses, and $54,000 of de-
ductible applicable amounts. Pursuant to
paragraph (c)(3)(iii)(C) of this section, the
entire amount of the $45,000 NOL is attrib-
utable to applicable amounts since the appli-
cable amounts deducted in arriving at the
NOL (i.e., $54,000) were greater than the NOL
(i.e., $45,000). Thus, for purposes of computing
the adjusted taxable income for the deferral
period of T’s second applicable election year,
the NOL carryover to that year is $0 ($45,000
NOL less $45,000 amount of NOL attributable
to applicable amounts).

(d) Maximum deductible amount—(1) In
general. For purposes of this section,
the term maximum deductible amount
means the sum of—

(i) The applicable amounts during the
deferral period of the applicable elec-
tion year, plus

(ii) An amount equal to the product
of—

(A) The amount determined under
paragraph (d)(1)(i) of this section di-
vided by the number of months in the
deferral period of the applicable elec-
tion year, multiplied by

(B) The number of months in the
nondeferral period of the applicable
election year. For purposes of the pre-
ceding sentence, the term nondeferral
period means the portion of the applica-
ble election year that occurs after the
portion of such year constituting the
deferral period.

(2) Example. The provisions of para-
graph (d)(1) of this section may be il-
lustrated by the following example.

Example. U, an accrual basis personal serv-
ice corporation with a taxable year ending

January 31, makes a section 444 election to
retain a year ending January 31 for its tax-
able year beginning February 1, 1987. For its
applicable election year beginning February
1, 1987, U does not satisfy the minimum dis-
tribution requirement in paragraph (c) of
this section. Furthermore, U has 3 employee-
owners, G, H, and I. G and H have been em-
ployee-owners of U for 10 years. Although I
has been an employee of U for 4 years, I did
not become an employee-owner until Decem-
ber 1, 1987, when I acquired 5 of the 20 out-
standing shares of U stock. For U’s applica-
ble election year beginning February 1, 1987,
G earns $5,000 a month plus a $40,000 bonus on
January 15, 1988, and H and I each earn $4,000
a month plus a $32,000 bonus on January 15,
1988. Thus, the total of the applicable
amounts during the deferral period of the ap-
plicable election year beginning February 1,
1987 is $143,000. Based on these facts, U’s de-
duction for applicable amounts is limited to
$156,000, determined as follows—$143,000 (ap-
plicable amounts during the deferral period)
plus $13,000 (applicable amounts during the
deferral period, divided by the number of
months in the deferral period, multiplied by
the number of months in the nondeferral pe-
riod).

(e) Special rules and definition—(1)
Newly organized personal service corpora-
tions. A personal service corporation is
deemed to satisfy the preceding year
test and the 3-year average test for the
first year of the corporation’s exist-
ence.

(2) Existing corporations that become
personal service corporations. If an exist-
ing corporation becomes a personal
service corporation and makes a sec-
tion 444 election, the determination of
whether the corporation satisfies the
preceding year test and the 3-year av-
erage test is made by treating the cor-
poration as though it were a personal
service corporation for each of the 3
years preceding the applicable election
year.

(3) Disallowance of NOL carryback. No
net operating loss carryback shall be
allowed to (or from) any applicable
election year of a personal service cor-
poration.

(4) Deferral period. For purposes of
section 280H and the regulations there-
under, the term deferral period has the
same meaning as under § 1.444–1T(b)(4).

(5) Examples. The provisions of this
paragraph (e) may be illustrated by the
following examples.

Example 1. V is a personal service corpora-
tion with a taxable year ending September
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30. V makes a section 444 election for its tax-
able year beginning October 1, 1987, and in-
curs a net operating loss (NOL) for such
year. Because an NOL is not allowed to be
carried back from an applicable election
year, V may not carry back the NOL from its
first applicable election year to reduce its
1985, 1986, or 1987 taxable income.

Example 2. W, a personal service corpora-
tion, commences operations on July 1, 1990.
Furthermore, for its taxable year beginning
July 1, 1990, W makes a section 444 election
to use a year ending September 30. Pursuant
to paragraph (e)(1) of this section, W satisfies
the preceding year test and the 3-year aver-
age test for its first year in existence. Thus,
W may deduct, without limitation under this
section, any applicable amounts for its tax-
able year beginning July 1, 1990.

Example 3. The facts are the same as in Ex-
ample (2). For its taxable year beginning Oc-
tober 1, 1990, W incurs an NOL and is not a
personal service corporation. Furthermore,
W desires to carry back the NOL to its pre-
ceding taxable year (a year that was an ap-
plicable election year). Pursuant to para-
graph (e)(3) of this section, W may not carry
back an NOL ‘‘to’’ its taxable year beginning
July 1, and ending September 30, 1990, be-
cause such year was an applicable election
year.

(f) Effective date. The provisions of
this section are effective for taxable
years beginning after December 31,
1986.

[T.D. 8205, 53 FR 19711, May 27, 1988]

TAXABLE YEARS BEGINNING PRIOR TO
JANUARY 1, 1986

§ 1.274–5A Substantiation require-
ments.

(a) In general. No deduction shall be
allowed for any expenditure with re-
spect to:

(1) Traveling away from home (in-
cluding meals and lodging) deductible
under section 162 or 212,

(2) Any activity which is of a type
generally considered to constitute en-
tertainment, amusement, or recre-
ation, or with respect to a facility used
in connection with such an activity, in-
cluding the items specified in section
274(e), or

(3) Gifts defined in section 274, unless
the taxpayer substantiates such ex-
penditure as provided in paragraph (c)
of this section. This limitation super-
sedes with respect to any such expendi-
ture the doctrine of Cohan v. Commis-
sioner (C.C.A. 2d 1930) 39 F. 2d 540. The

decision held that, where the evidence
indicated a taxpayer incurred deduct-
ible travel or entertainment expense
but the exact amount could not be de-
termined, the court should make a
close approximation and not disallow
the deduction entirely. Section 274(d)
contemplates that no deduction shall
be allowed a taxpayer for such expendi-
tures on the basis of such approxima-
tions or unsupported testimony of the
taxpayer. For purposes of this section,
the term entertainment means enter-
tainment, amusement, or recreation,
and use of a facility therefore; and the
term expenditure includes expenses and
items (including items such as losses
and depreciation).

(b) Elements of an expenditure—(1) In
general. Section 274(d) and this section
contemplate that no deduction shall be
allowed for any expenditure for travel,
entertainment, or a gift unless the tax-
payer substantiates the following ele-
ments for each such expenditure:

(i) Amount;
(ii) Time and place of travel or enter-

tainment (or use of a facility with re-
spect to entertainment), or date and
description of a gift;

(iii) Business purpose; and
(iv) Business relationship to the tax-

payer of each person entertained, using
an entertainment facility or receiving
a gift.

(2) Travel. The elements to be proved
with respect to an expenditure for trav-
el are:

(i) Amount. Amount of each separate
expenditure for traveling away from
home, such as cost of transportation or
lodging, except that the daily cost of
the traveler’s own breakfast, lunch,
and dinner and of expenditures inci-
dental to such travel may be aggre-
gated, if set forth in reasonable cat-
egories, such as for meals, for gasoline
and oil, and for taxi fares;

(ii) Time. Dates of departure and re-
turn for each trip away from home, and
number of days away from home spent
on business;

(iii) Place. Destinations or locality of
travel, described by name of city or
town or other similar designation; and

(iv) Business purpose. Business reason
for travel or nature of the business
benefit derived or expected to be de-
rived as a result of travel.
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(3) Entertainment in general. Elements
to be proved with respect to an expend-
iture for entertainment are:

(i) Amount. Amount of each separate
expenditure for entertainment, except
that such incidental items as taxi fares
or telephone calls may be aggregated
on a daily basis;

(ii) Time. Date of entertainment;
(iii) Place. Name, if any, address or

location, and designation of type of en-
tertainment, such as dinner or theater,
if such information is not apparent
from the designation of the place;

(iv) Business purpose. Business reason
for the entertainment or nature of
business benefit derived or expected to
be derived as a result of the entertain-
ment and, except in the case of busi-
ness meals described in section
274(e)(1), the nature of any business dis-
cussion or activity;

(v) Business relationship. Occupation
or other information relating to the
person or persons entertained, includ-
ing name, title, or other designation,
sufficient to establish business rela-
tionship to the taxpayer.

(4) Entertainment directly preceding or
following a substantial and bona fide
business discussion. If a taxpayer claims
a deduction for entertainment directly
preceding or following a substantial
and bona fide business discussion on
the ground that such entertainment
was associated with the active conduct
of the taxpayer’s trade or business, the
elements to be proved with respect to
such expenditure, in addition to those
enumerated in subparagraph (3)(i), (ii),
(iii), and (v) of this paragraph, are:

(i) Time. Date and duration of busi-
ness discussion;

(ii) Place. Place of business discus-
sion;

(iii) Business purpose. Nature of busi-
ness discussion, and business reason for
the entertainment or nature of busi-
ness benefit derived or expected to be
derived as the result of the entertain-
ment;

(iv) Business relationship. Identifica-
tion of those persons entertained who
participated in the business discussion.

(5) Gifts. Elements to be proved with
respect to an expenditure for a gift are:

(i) Amount. Cost of the gift to the
taxpayer;

(ii) Time. Date of the gift;

(iii) Description. Description of the
gift;

(iv) Business purpose. Business reason
for the gift or nature of business ben-
efit derived or expected to be derived
as a result of the gift; and

(v) Business relationship. Occupation
or other information relating to the re-
cipient of the gift, including name,
title, or other designation, sufficient to
establish business relationship to the
taxpayer.

(c) Rules for substantiation—(1) In gen-
eral. A taxpayer must substantiate
each element of an expenditure (de-
scribed in paragraph (b) of this section)
by adequate records or by sufficient
evidence corroborating his own state-
ment except as otherwise provided in
this section. Section 274(d) con-
templates that a taxpayer will main-
tain and produce such substantiation
as will constitute clear proof of an ex-
penditure for travel, entertainment, or
gifts referred to in section 274. A record
of the elements of an expenditure made
at or near the time of the expenditure,
supported by sufficient documentary
evidence, has a high degree of credi-
bility not present with respect to a
statement prepared subsequent thereto
when generally there is a lack of accu-
rate recall. Thus, the corroborative
evidence required to support a state-
ment not made at or near the time of
the expenditure must have a high de-
gree of probative value to elevate such
statement and evidence to the level of
credibility reflected by a record made
at or near the time of the expenditure
supported by sufficient documentary
evidence. The substantiation require-
ments of section 274(d) are designed to
encourage taxpayers to maintain the
records, together with documentary
evidence, as provided in subparagraph
(2) of this paragraph. To obtain a de-
duction for an expenditure for travel,
entertainment, or gifts, a taxpayer
must substantiate, in accordance with
the provisions of this paragraph, each
element of such an expenditure.

(2) Substantiation by adequate
records—(i) In general. To meet the
‘‘adequate records’’ requirements of
section 274(d), a taxpayer shall main-
tain an account book, diary, statement
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of expense or similar record (as pro-
vided in subdivision (ii) of this sub-
paragraph) and documentary evidence
(as provided in subdivision (iii) of this
subparagraph) which, in combination,
are sufficient to establish each element
of an expenditure specified in para-
graph (b) of this section. It is not nec-
essary to record information in an ac-
count book, diary, statement of ex-
pense or similar record which dupli-
cates information reflected on a re-
ceipt so long as such account book and
receipt complement each other in an
orderly manner.

(ii) Account book, diary, etc. An ac-
count book, diary, statement of ex-
pense or similar record must be pre-
pared or maintained in such manner
that each recording of an element of an
expenditure is made at or near the
time of the expenditure.

(a) Made at or near the time of the ex-
penditure. For purposes of this section,
the phrase made at or near the time of
the expenditure means the elements of
an expenditure are recorded at a time
when, in relation to the making of an
expenditure, the taxpayer has full
present knowledge of each element of
the expenditure, such as the amount,
time, place and business purpose of the
expenditure and business relationship
to the taxpayer of any person enter-
tained. An expense account statement
which is a transcription of an account
book, diary, or similar record prepared
or maintained in accordance with the
provisions of this subdivision shall be
considered a record prepared or main-
tained in the manner prescribed in the
preceding sentence if such expense ac-
count statement is submitted by an
employee to his employer or by an
independent contractor to his client or
customer in the regular course of good
business practice.

(b) Substantiation of business purpose.
In order to constitute an adequate
record of business purpose within the
meaning of section 274(d) and this sub-
paragraph, a written statement of busi-
ness purpose generally is required.
However, the degree of substantiation
necessary to establish business purpose
will vary depending upon the facts and
circumstances of each case. Where the
business purpose of an expenditure is
evident from the surrounding facts and

circumstances, a written explanation
of such business purpose will not be re-
quired. For example, in the case of a
salesman calling on customers on an
established sales route, a written ex-
planation of the business purpose of
such travel ordinarily will not be re-
quired. Similarly, in the case of a busi-
ness meal described in section 274(e)(1),
if the business purpose of such meal is
evident from the business relationship
to the taxpayer of the persons enter-
tained and other surrounding cir-
cumstances, a written explanation of
such business purpose will not be re-
quired.

(c) Confidential information. If any in-
formation relating to the elements of
an expenditure, such as place, business
purpose or business relationship, is of a
confidential nature, such information
need not be set forth in the account
book, diary, statement of expense or
similar record, provided such informa-
tion is recorded at or near the time of
the expenditure and is elsewhere avail-
able to the district director to substan-
tiate such element of the expenditure.

(iii) Documentary evidence. Documen-
tary evidence, such as receipts, paid
bills, or similar evidence sufficient to
support an expenditure shall be re-
quired for:

(a) Any expenditure for lodging while
traveling away from home, and

(b) Any other expenditure of $25 or
more, except, for transportation
charges, documentary evidence will not
be required if not readily available.

Provided, however, that the Commis-
sioner, in his discretion, may prescribe
rules waiving such requirements in cir-
cumstances where he determines it is
impracticable for such documentary
evidence to be required. Ordinarily,
documentary evidence will be consid-
ered adequate to support an expendi-
ture if it includes sufficient informa-
tion to establish the amount, date,
place, and the essential character of
the expenditure. For example, a hotel
receipt is sufficient to support expendi-
tures for business travel if it contains
the following: name, location, date,
and separate amounts for charges such
as for lodging, meals, and telephone.
Similarly, a restaurant receipt is suffi-
cient to support an expenditure for a
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business meal if it contains the fol-
lowing: name and location of the res-
taurant, the date and amount of the
expenditure, and, if a charge is made
for an item other than meals and bev-
erages, an indication that such is the
case. A document may be indicative of
only one (or part of one) element of an
expenditure. Thus, a cancelled check,
together with a bill from the payee, or-
dinarily would establish the element of
cost. In contrast, a cancelled check
drawn payable to a named payee would
not by itself support a business expend-
iture without other evidence showing
that the check was used for a certain
business purpose.

(iv) Retention of documentary evidence.
The Commissioner may, in his discre-
tion, prescribe rules under which an
employer may dispose of documentary
evidence submitted to him by employ-
ees who are required to, and do, make
an adequate accounting to the em-
ployer (within the meaning of para-
graph (e)(4) of this section) if the em-
ployer maintains adequate accounting
procedures with respect to such em-
ployees (within the meaning of para-
graph (e)(5) of this section).

(v) Substantial compliance. If a tax-
payer has not fully substantiated a
particular element of an expenditure,
but the taxpayer establishes to the sat-
isfaction of the district director that
he has substantially complied with the
adequate records requirements of this
subparagraph with respect to the ex-
penditure, the taxpayer may be per-
mitted to establish such element by
evidence which the district director
shall deem adequate.

(3) Substantiation by other sufficient
evidence. If a taxpayer fails to establish
to the satisfaction of the district direc-
tor that he has substantially complied
with the ‘‘adequate records’’ require-
ments of subparagraph (2) of this para-
graph with respect to an element of an
expenditure, then, except as otherwise
provided in this paragraph, the tax-
payer must establish such element:

(i) By his own statement, whether
written or oral, containing specific in-
formation in detail as to such element;
and

(ii) By other corroborative evidence
sufficient to establish such element.

If such element is the description of a
gift, or the cost, time, place, or date of
an expenditure, the corroborative evi-
dence shall be direct evidence, such as
a statement in writing or the oral tes-
timony of persons entertained or other
witness setting forth detailed informa-
tion about such element, or the docu-
mentary evidence described in subpara-
graph (2) of this paragraph. If such ele-
ment is either the business relation-
ship to the taxpayer of persons enter-
tained or the business purpose of an ex-
penditure, the corroborative evidence
may be circumstantial evidence.

(4) Substantiation in exceptional cir-
cumstances. If a taxpayer establishes
that, by reason of the inherent nature
of the situation in which an expendi-
ture was made:

(i) He was unable to obtain evidence
with respect to an element of the ex-
penditure which conforms fully to the
‘‘adequate records’’ requirements of
subparagraph (2) of this paragraph,

(ii) He is unable to obtain evidence
with respect to such element which
conforms fully to the ‘‘other sufficient
evidence’’ requirements of subpara-
graph (3) of this paragraph, and

(iii) He has presented other evidence,
with respect to such element, which
possesses the highest degree of pro-
bative value possible under the cir-
cumstances, such other evidence shall
be considered to satisfy the substan-
tiation requirements of section 274(d)
and this paragraph.

(5) Loss of records due to circumstances
beyond control of taxpayer. Where the
taxpayer establishes that the failure to
produce adequate records is due to the
loss of such records through cir-
cumstances beyond the taxpayer’s con-
trol, such as destruction by fire, flood,
earthquake, or other casualty, the tax-
payer shall have a right to substan-
tiate a deduction by reasonable recon-
struction of his expenditures.

(6) Special rules—(i) Separate expendi-
ture—(a) In general. For the purposes of
this section, each separate payment by
the taxpayer shall ordinarily be consid-
ered to constitute a separate expendi-
ture. However, concurrent or repeti-
tious expenses of a similar nature oc-
curring during the course of a single
event shall be considered a single ex-
penditure. To illustrate the above
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rules, where a taxpayer entertains a
business guest at dinner and thereafter
at the theater, the payment for dinner
shall be considered to constitute one
expenditure and the payment for the
tickets for the theater shall be consid-
ered to constitute a separate expendi-
ture. Similarly, if during a day of busi-
ness travel a taxpayer makes separate
payments for breakfast, lunch, and din-
ner, he shall be considered to have
made three separate expenditures.
However, if during entertainment at a
cocktail lounge the taxpayer pays sep-
arately for each serving of refresh-
ments, the total amount expended for
the refreshments will be treated as a
single expenditure. A tip may be treat-
ed as a separate expenditure.

(b) Aggregation. Except as otherwise
provided in this section, the account
book, diary, statement of expense, or
similar record required by subpara-
graph (2)(ii) of this paragraph shall be
maintained with respect to each sepa-
rate expenditure and not with respect
to aggregate amounts for two or more
expenditures. Thus, each expenditure
for such items as lodging and air or rail
travel shall be recorded as a separate
item and not aggregated. However, at
the option of the taxpayer, amounts
expended for breakfast, lunch, or din-
ner, may be aggregated. A tip or gra-
tuity which is related to an underlying
expense may be aggregated with such
expense. For other provisions permit-
ting recording of aggregate amounts in
an account book, diary, statement of
expense or similar record see paragraph
(b)(2)(i) and (b)(3) of this section (relat-
ing to incidental costs of travel and en-
tertainment).

(ii) Allocation of expenditure. For pur-
poses of this section, if a taxpayer has
established the amount of an expendi-
ture, but is unable to establish the por-
tion of such amount which is attrib-
utable to each person participating in
the event giving rise to the expendi-
ture, such amount shall ordinarily be
allocated to each participant on a pro
rata basis, if such determination is ma-
terial. Accordingly, the total number
of persons for whom a travel or enter-
tainment expenditure is incurred must
be established in order to compute the
portion of the expenditure allocable to
each such person.

(iii) Primary use of a facility. Section
274(a) (1)(B) and (2)(C) denies a deduc-
tion for any expenditure paid or in-
curred before January 1, 1979, with re-
spect to a facility, or paid or incurred
at any time with respect to a club,
used in connection with an entertain-
ment activity unless the taxpayer es-
tablishes that the facility (including a
club) was used primarily for the fur-
therance of his trade or business. A de-
termination whether a facility before
January 1, 1979, or a club at any time
was used primarily for the futherance
of the taxpayer’s trade or business will
depend upon the facts and cir-
cumstances of each case. In order to es-
tablish that a facility was used pri-
marily for the furtherance of his trade
or business, the taxpayer shall main-
tain records of the use of the facility,
the cost of using the facility, mileage
or its equivalent (if appropriate), and
such other information as shall tend to
establish such primary use. Such
records of use shall contain:

(a) For each use of the facility
claimed to be in furtherance of the tax-
payer’s trade or business, the elements
of an expenditure specified in para-
graph (b) of this section, and

(b) For each use of the facility not in
furtherance of the taxpayer’s trade or
business, an appropriate description of
such use, including cost, date, number
of persons entertained, nature of enter-
tainment and, if applicable, informa-
tion such as mileage or its equivalent.
A notation such as ‘‘personal use’’ or
‘‘family use’’ would, in the case of such
use, be sufficient to describe the nature
of entertainment.
If a taxpayer fails to maintain ade-
quate records concerning a facility
which is likely to serve the personal
purposes of the taxpayer, it shall be
presumed that the use of such facility
was primarily personal.

(iv) Additional information. In a case
where it is necessary to obtain addi-
tional information, either:

(a) To clarify information contained
in records, statements, testimony, or
documentary evidence submitted by a
taxpayer under the provisions of para-
graph (c)(2) or (c)(3) of this section, or

(b) To establish the reliability or ac-
curacy of such records, statements,
testimony, or documentary evidence,
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the district director may, notwith-
standing any other provision of this
section, obtain such additional infor-
mation as he determines necessary to
properly implement the provisions of
section 274 and the regulations there-
under by personal interview or other-
wise.

(7) Specific exceptions. Except as oth-
erwise prescribed by the Commissioner,
substantiation otherwise required by
this paragraph is not required for:

(i) Expenses described in section 274
(e)(2) relating to food and beverages for
employees, section 274(e)(3) relating to
expenses treated as compensation, sec-
tion 274(e)(8) relating to items avail-
able to the public, and section 274(e)(9)
relating to entertainment sold to cus-
tomers, and

(ii) Expenses described in section
274(e)(5) relating to recreational, etc.,
expenses for employees, except that a
taxpayer shall keep such records or
other evidence as shall establish that
such expenses were for activities (or fa-
cilities used in connection therewith)
primarily for the benefit of employees
other than employees who are officers,
shareholders or other owners (as de-
fined in section 274(e)(5)), or highly
compensated employees.

(d) Disclosure on returns. The Commis-
sioner may, in his discretion, prescribe
rules under which any taxpayer claim-
ing a deduction for entertainment,
gifts, or travel or any other person re-
ceiving advances, reimbursements, or
allowances for such items, shall make
disclosure on his tax return with re-
spect to such items. The provisions of
this paragraph shall apply notwith-
standing the provisions of paragraph
(e) of this section.

(e) Reporting and substantiation of ex-
penses of certain employees for travel, en-
tertainment, and gifts—(1) In general.
The purpose of this paragraph is to pro-
vide rules for reporting and substan-
tiation of certain expenses paid or in-
curred by taxpayers in connection with
the performance of services as employ-
ees. For purposes of this paragraph, the
term business expenses means ordinary
and necessary expenses for travel, en-
tertainment, or gifts which are deduct-
ible under section 162, and the regula-
tions thereunder, to the extent not dis-
allowed by section 274(c). Thus, the

term business expenses does not include
personal, living or family expenses dis-
allowed by section 262 or travel ex-
penses disallowed by section 274(c), and
advances, reimbursements, or allow-
ances for such expenditures must be re-
ported as income by the employee.

(2) Reporting of expenses for which the
employee is required to make an adequate
accounting to his employer—(i) Reim-
bursements equal to expenses. For pur-
poses of computing tax liability, an
employee need not report on his tax re-
turn business expenses for travel,
transportation, entertainment, gifts,
and similar purposes, paid or incurred
by him solely for the benefit of his em-
ployer for which he is required to, and
does, make an adequate accounting to
his employer (as defined in subpara-
graph (4) of this paragraph) and which
are charged directly or indirectly to
the employer (for example, through
credit cards) or for which the employee
is paid through advances, reimburse-
ments, or otherwise, provided that the
total amount of such advances, reim-
bursements, and charges is equal to
such expenses.

(ii) Reimbursements in excess of ex-
penses. In case the total of the amounts
charged directly or indirectly to the
employer or received from the em-
ployer as advances, reimbursements, or
otherwise, exceeds the business ex-
penses paid or incurred by the em-
ployee and the employee is required to,
and does, make an adequate accounting
to his employer for such expenses, the
employee must include such excess (in-
cluding amounts received for expendi-
tures not deductible by him) in income.

(iii) Expense in excess of reimburse-
ments. If an employee incurs deductible
business expenses on behalf of his em-
ployer which exceed the total of the
amounts charged directly or indirectly
to the employer and received from the
employer as advances, reimburse-
ments, or otherwise, and the employee
wishes to claim a deduction for such
excess, he must:

(a) Submit a statement as part of his
tax return showing all of the informa-
tion required by subparagraph (3) of
this paragraph, and,

(b) Maintain such records and sup-
porting evidence as will substantiate
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each element of an expenditure (de-
scribed in paragraph (b) of this section)
in accordance with paragraph (c) of
this section.

(3) Reporting of expenses for which the
employee is not required to make an ade-
quate accounting to his employer. If the
employee is not required to make an
adequate accounting to his employer
for his business expenses or, though re-
quired, fails to make an adequate ac-
counting for such expenses, he must
submit, as a part of his tax return, a
statement showing the following infor-
mation:

(i) The total of all amounts received
as advances or reimbursements from
his employer, including amounts
charged directly or indirectly to the
employer through credit cards or oth-
erwise; and

(ii) The nature of his occupation, the
number of days away from home on
business, and the total amount of busi-
ness expenses paid or incurred by him
(including those charged directly or in-
directly to the employer through credit
cards or otherwise) broken down into
such categories as transportation,
meals and lodging while away from
home overnight, entertainment, gifts,
and other business expenses.
In addition, he must maintain such
records and supporting evidence as will
substantiate each element of an ex-
penditure (described in paragraph (b) of
this section) in accordance with para-
graph (c) of this section.

(4) Definition of an ‘‘adequate account-
ing’’ to the employer. For purposes of
this paragraph an adequate accounting
means the submission to the employer
of an account book, diary, statement of
expense, or similar record maintained
by the employee in which the informa-
tion as to each element of an expendi-
ture (described in paragraph (b) of this
section) is recorded at or near the time
of the expenditure, together with sup-
porting documentary evidence, in a
manner which conforms to all the
‘‘adequate records’’ requirements of
paragraph (c)(2) of this section. An ade-
quate accounting requires that the em-
ployee account for all amounts re-
ceived from his employer during the
taxable year as advances, reimburse-
ments, or allowances (including those
charged directly or indirectly to the

employer through credit cards or oth-
erwise) for travel, entertainment, and
gifts. The methods of substantiation
allowed under paragraph (c)(4) or (c)(5)
of this section also will be considered
to be an adequate accounting if the em-
ployer accepts an employee’s substan-
tiation and establishes that such sub-
stantiation meets the requirements of
such paragraph (c)(4) or (c)(5). For pur-
poses of an adequate accounting the
method of substantiation allowed
under paragraph (c)(3) of this section
will not be permitted.

(5) Substantiation of expenditures by
certain employees. An employee who
makes an adequate accounting to his
employer within the meaning of this
paragraph will not again be required to
substantiate such expense account in-
formation except in the following
cases:

(i) An employee whose business ex-
penses exceed the total of amounts
charged to his employer and amounts
received through advances, reimburse-
ments or otherwise and who claims a
deduction on his return for such excess;

(ii) An employee who is related to his
employer within the meaning of sec-
tion 267(b) but for this purpose the per-
centage referred to in section 267(b)(2)
shall be 10 percent; and

(iii) Employees in cases where it is
determined that the accounting proce-
dures used by the employer for the re-
porting and substantiation of expenses
by such employees are not adequate, or
where it cannot be determined that
such procedures are adequate. The dis-
trict director will determine whether
the employer’s accounting procedures
are adequate by considering the facts
and circumstances of each case, includ-
ing the use of proper internal controls.
For example, an employer should re-
quire that an expense account must be
verified and approved by a responsible
person other than the person incurring
such expenses. Accounting procedures
will be considered inadequate to the
extent that the employer does not re-
quire an adequate accounting from his
employees as defined in subparagraph
(4) of this paragraph, or does not main-
tain such substantiation. To the extent
an employer fails to maintain adequate
accounting procedures he will thereby
obligate his employees to separately
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substantiate their expense account in-
formation.

(f) Substantiation by reimbursement ar-
rangements or per diem, mileage, and
other traveling allowances. The Commis-
sioner may, in his discretion, prescribe
rules under which:

(1) Reimbursement arrangements
covering ordinary and necessary ex-
penses of traveling away from home
(exclusive of transportation expenses
to and from destination),

(2) Per diem allowances providing for
ordinary and necessary expenses of
traveling away from home (exclusive of
transportation costs to and from des-
tination), and

(3) Mileage allowances providing for
ordinary and necessary expenses of
transportation while traveling away
from home, will, if in accordance with
reasonable business practice, be re-
garded as equivalent to substantiation
by adequate records or other sufficient
evidence for purposes of paragraph (c)
of this section of the amount of such
traveling expenses and as satisfying,
with respect to the amount of such
traveling expenses, the requirements of
an adequate accounting to the em-
ployer for purposes of paragraph (e)(4)
of this section. If the total travel al-
lowance received exceeds the deduct-
ible traveling expenses paid or incurred
by the employee, such excess must be
reported as income on the employee’s
return. See paragraph (h) of this sec-
tion relating to the substantiation of
meal expenses while traveling.

(g) Reporting and substantiation of cer-
tain reimbursements of persons other than
employees—(1) In general. The purpose
of this paragraph is to provide rules for
the reporting and substantiation of
certain expenses for travel, entertain-
ment, and gifts paid or incurred by one
person (hereinafter termed ‘‘inde-
pendent contractor’’) in connection
with services performed for another
person other than an employer (herein-
after termed ‘‘client or customer’’)
under a reimbursement or other ex-
pense allowance arrangement with
such client or customer. For purposes
of this paragraph, the term business ex-
penses means ordinary and necessary
expenses for travel, entertainment, or
gifts which are deductible under sec-
tion 162, and the regulations there-

under, to the extent not disallowed by
section 274(c). Thus, the term business
expenses does not include personal, liv-
ing or family expenses disallowed by
section 262 or travel expenses dis-
allowed by section 274(c), and reim-
bursements for such expenditures must
be reported as income by the inde-
pendent contractor. For purposes of
this paragraph, the term reimbursements
means advances, allowances, or reim-
bursements received by an independent
contractor for travel, entertainment,
or gifts, in connection with the per-
formance by him of services for his cli-
ent or customer, under a reimburse-
ment or other expense allowance ar-
rangement with his client or customer,
and includes amounts charged directly
or indirectly to the client or customer
through credit card systems or other-
wise. See paragraph (h) of this section
relating to the substantiation of meal
expenses while traveling.

(2) Substantiation by independent con-
tractors. An independent contractor
shall substantiate, with respect to his
reimbursements, each element of an
expenditure (described in paragraph (b)
of this section) in accordance with the
requirements of paragraph (c) of this
section; and, to the extent he does not
so substantiate, he shall include such
reimbursements in income. An inde-
pendent contractor shall so substan-
tiate a reimbursement for entertain-
ment regardless of whether he accounts
(within the meaning of subparagraph
(3) of this paragraph) for such enter-
tainment.

(3) Accounting to a client or customer
under section 274(e)(4)(B). Section
274(e)(4)(B) provides that section 274(a)
(relating to disallowance of expenses
for entertainment) shall not apply to
expenditures for entertainment for
which an independent contractor has
been reimbursed if the independent
contractor accounts to his client or
customer to the extent provided by sec-
tion 274(d). For purposes of section
274(e)(4)(B), an independent contractor
shall be considered to account to his
client or customer for an expense paid
or incurred under a reimbursement or
other expense allowance arrangement
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with his client or customer if, with re-
spect to such expense for entertain-
ment, he submits to his client or cus-
tomer adequate records or other suffi-
cient evidence conforming to the re-
quirements of paragraph (c) of this sec-
tion.

(4) Substantiation by client or customer.
A client or customer shall not be re-
quired to substantiate, in accordance
with the requirements of paragraph (c)
of this section, reimbursements to an
independent contractor for travel and
gifts, or for entertainment unless the
independent contractor has accounted
to him (within the meaning of section
274(e)(4)(B) and subparagraph (3) of this
paragraph) for such entertainment. If
an independent contractor has so ac-
counted to a client or customer for en-
tertainment, the client or customer
shall substantiate each element of the
expenditure (as described in paragraph
(b) of this section) in accordance with
the requirements of paragraph (c) of
this section.

(h) Authority for an optional method of
computing meal expenses while traveling.
The Commissioner may establish a
method under which a taxpayer may
elect to use a specified amount or
amounts for meals while traveling in
lieu of substantiating the actual cost
of meals. The taxpayer would not be re-
lieved of substantiating the actual cost
of other travel expenses as well as the
time, place, and business purpose of the
travel. See paragraph (b)(2) and (c) of
this section.

(i) Effective date—(1) In general. Sec-
tion 274(d) and this section apply with
respect to taxable years ending after
December 31, 1962, but only with re-
spect to period after that date.

(2) Certain meal expenses. Paragraph
(h) of this section is effective for ex-
penses paid or incurred after December
31, 1982.

[T.D. 6630, 27 FR 12931, Dec. 29, 1972, as
amended by T.D. 7226, 37 FR 26711, Dec. 15,
1972; T.D. 7909, 48 FR 40370, Sept. 7, 1983; 48
FR 41017, Sept. 13, 1983; T.D. 8051, 50 FR 36576,
Sept. 9, 1985. Redesignated by T.D. 8715, 62
FR 13990, Mar. 25, 1997]

TERMINAL RAILROAD CORPORATIONS AND
THEIR SHAREHOLDERS

§ 1.281–1 In general.
Section 281 provides special rules for

the computation of the taxable in-
comes of a terminal railroad corpora-
tion and its shareholders when the ter-
minal railroad corporation, as a result
of taking related terminal income into
account, reduces a charge which was
made or which would be made for re-
lated terminal services furnished to a
railroad corporation. Section 281 and
paragraphs (a) and (b) of § 1.281–2 pro-
vide that the ‘‘reduced amount’’ de-
scribed in paragraph (c) of § 1.281–2 is
not includable in gross income of the
terminal railroad corporation, is not
treated as a dividend or other distribu-
tion to its railroad shareholders, and is
not treated as an amount paid -or in-
curred by the railroad shareholders to
the terminal railroad corporation. Sec-
tion 281 and paragraph (a)(2) of § 1.281–
2 provide that no deduction otherwise
allowable to a terminal railroad cor-
poration shall be disallowed as a result
of the ‘‘reduced amount’’ described in
paragraph (c) of § 1.281–2. Section 1.281–
3 defines the terms terminal railroad cor-
poration, related terminal income, related
terminal services, agreement, and railroad
corporation. Section 1.281–4 describes
the effective dates and special rules for
application of section 281 to taxable
years ending before October 23, 1962.

[T.D. 7356, 40 FR 23732, June 2, 1975]

§ 1.281–2 Effect of section 281 upon the
computation of taxable income.

(a) Computation of taxable income of
terminal railroad corporations—(1) In-
come not considered received or accrued.
A terminal railroad corporation (as de-
fined in paragraph (a) of § 1.281–3) shall
not be considered to have received or
accrued the ‘‘reduced amount’’ de-
scribed in paragraph (c) of this section
in the computation of its taxable in-
come. Thus, income is not to be consid-
ered accrued or actually or construc-
tively received by a terminal railroad
corporation where, in the manner de-
scribed in paragraph (c) of this section,
(i) a charge which would be made to
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any railroad corporation for related
terminal services is not made, or (ii) a
portion of any liability payable by any
railroad corporation with respect to re-
lated terminal services is discharged.

(2) Deduction not disallowed. In the
computation of the taxable income of a
terminal railroad corporation, a deduc-
tion relating to a ‘‘reduced amount’’,
described in paragraph (c) of this sec-
tion, which is otherwise allowable to it
under chapter 1 of the Code (without
regard to sec. 277) shall not be dis-
allowed by reason of section 281. Thus,
deductions for expenses attributable to
services rendered to a shareholder are
not to be disallowed to a terminal rail-
road corporation merely because, in
the manner described in paragraph (c)
of this section, (i) a charge which
would be made to any railroad corpora-
tion for related terminal services is not
made, or (ii) a portion of any liability
payable by any railroad corporation
with respect to related terminal serv-
ices is discharged. To the extent that
section 281 applies to a deduction relat-
ing to a ‘‘reduced amount’’, such de-
duction shall not be disallowed under
section 277.

(b) Computation of taxable income of
shareholders—(1) Income not considered
received or accrued. A shareholder of a
terminal railroad corporation shall not
be considered to have received or ac-
crued any ‘‘reduced amount’’ (described
in paragraph (c) of this section) in the
computation of the shareholder’s tax-
able income. Thus a dividend is not to
be considered actually or construc-
tively received by a shareholder of a
terminal railroad corporation merely
because, in the manner described in
paragraph (c) of this section, (i) a
charge which would be made to the
shareholder or any other railroad cor-
poration for related terminal services
is not made, or (ii) a portion of any li-
ability payable by it or any other rail-
road corporation with respect to re-
lated terminal services is discharged.

(2) Expenses not considered paid or in-
curred. In the computation of the tax-
able income of a shareholder of a ter-
minal railroad corporation, the share-
holder shall not be considered to have
paid or incurred any ‘‘reduced amount’’
(described in paragraph (c) of this sec-
tion). Thus, a shareholder of the ter-

minal railroad corporation may not de-
duct as an expense for related terminal
services (as defined in paragraph (c) of
§ 1.281–3) an amount in excess of the net
cost to it of such services.

(c) Amounts to which section 281 ap-
plies—(1) Reduced amount. For purposes
of this section, the term reduced
amount means, subject to the limita-
tion of paragraph (c)(4) of this section,
the amount by which:

(i) A charge which would be made by
a terminal railroad corporation for its
taxable year for related terminal serv-
ices provided to a railroad corporation;
or

(ii) A liability of a railroad corpora-
tion, resulting from a charge made by
a terminal railroad corporation for its
taxable year, with respect to related
terminal services provided by the ter-
minal railroad corporation, is reduced
by reason of the terminal railroad cor-
poration’s taking into account, pursu-
ant to an agreement (as defined in
paragraph (d) of § 1.281–3), related ter-
minal income (as defined in paragraph
(b) of § 1.281–3) received or accrued
(without regard to section 281) during
such taxable year.

(2) Charge which would be made. For
purposes of this section, a ‘‘charge
which would be made’’ by a terminal
railroad corporation is the amount
that would be charged to any railroad
corporation for related terminal serv-
ices provided if the terminal railroad
corporation made the charge without
taking related terminal income into
account.

(3) Reduction resulting from related ter-
minal income. For purposes of subpara-
graph (1) of this section, a charge or a
liability is reduced by taking related
terminal income into account to the
extent that:

(i) Related terminal income is re-
ceived or accrued (without regard to
section 281) by the terminal railroad
corporation for its taxable year in
which the charge or liability is re-
duced; and

(ii) The charge or liability in ques-
tion would have been larger than it is
had such income not been received or
accrued (without regard to section 281).
The reduction must be made (directly
or indirectly) on the books of the ter-
minal railroad corporation, and in fact,
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for the same taxable year for which the
charge would be made or for which the
liability is incurred. The reduction of
the charge or liability must be taken
into account by the terminal railroad
corporation in ascertaining the in-
come, profit, or loss for such taxable
year for the purpose of reports to
shareholders and the Interstate Com-
merce Commission, and for credit pur-
poses.

(4) Limitation. To the extent that a
reduced amount (as described in para-
graph (c)(1) of this section but without
regard to the limitation under this sub-
paragraph) would operate either to cre-
ate or to increase a net operating loss
for the terminal railroad corporation,
this section shall not apply. Therefore,
if a portion of a liability is discharged
(in the manner described in this para-
graph) and the discharged portion of
the liability exceeds an amount equal
to the terminal railroad corporation’s
gross income minus the deductions al-
lowed by chapter 1 of the Code (com-
puted with regard to the modifications
specified in section 172(d) but without
regard to section 281 and this section),
then section 281 and this section shall
not apply to such excess. The limita-
tion described in this subparagraph
shall apply only to taxable years of ter-
minal railroad corporations ending
after October 23, 1962.

(d) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples. In these examples,
references to ‘‘before the application of
section 281’’, ‘‘after the application of
section 281’’, ‘‘taxable income’’, and
‘‘allowable deductions’’ take no ac-
count of section 277, which may apply
to deductions to which section 281 does
not apply.

Example 1 (i) Facts. The T Company is a
terminal railroad corporation which charges
its three equal shareholders, the X, Y, and Z
railroad corporations, a rental calculated
monthly on a wheelage or user basis for the
use of its services and facilities. The T Com-
pany and each of its shareholders report in-
come on the calendar year basis. A written
lease agreement to which all of the share-
holders were parties was entered into in 1947.
The agreement provides that at the end of
each year the liabilities of each of the share-
holders resulting from charges for rental ob-
ligations with respect to related terminal
services shall be reduced by the share-

holder’s one-third share of the net income
from each source of revenue that produced
income (computed before reduction for Fed-
eral income taxes). For the calendar year
1973, the T Company’s charges to its share-
holders include the following charges for re-
lated terminal services: $35,000 to the X Com-
pany, $25,000 to the Y Company, and $20,000
to the Z Company. Thus, prior to reduction,
total shareholder liabilities to the T Com-
pany for related terminal services are $80,000
at the end of 1973. The T Company’s net in-
come from all sources (before reduction of li-
abilities pursuant to the 1947 agreement and
before reduction for Federal income taxes)
and its taxable income, before the applica-
tion of section 281, for 1973 are $36,000 deter-
mined as follows:

Source Gross
income

Allowable
deductions

Income
(or loss)

Related terminal services
performed:

For shareholders ...... $80,000 $65,000 $15,000
For nonshareholders 46,000 37,000 9,000

Related terminal in-
come ......................... 126,000 102,000 24,000

Nonrelated terminal in-
come ......................... 30,000 18,000 12,000

Total ...................... 156,000 120,000 36,000

The liability of each shareholder is, pursuant
to the agreement, discharged in part by the
T Company crediting $12,000 against the
rental due from each shareholder for a total
discharge of liabilities of $36,000 (the net in-
come from all sources), resulting in net
shareholder liabilities owing to the T Com-
pany at the end of 1973 of $44,000 ($80,000 less
$36,000): $23,000 from the X Company, $13,000
from the Y Company, and $8,000 from the Z
Company.

(ii) Effect on terminal railroad corporation.
The reduced amount to which this section
applies is $24,000 (related terminal income of
$9,000 from nonshareholders and $15,000 from
shareholders). Thus, to the extent of $24,000,
the T Company is not considered to have re-
ceived or accrued income from the dis-
charged liabilities of $36,000. Similarly, to
the extent of the same $24,000, the T Com-
pany is not disallowed deductions for ex-
penses merely by reason of the discharge.
The T Company’s taxable income for 1973
after application of section 281 is $12,000,
computed as follows:
Gross income ($156,000 less $24,000) ................ $132,000
Less allowable deductions ..................................... 120,000

Taxable income ....................................... 12,000

(iii) Effect on shareholders—The reduced
amount of $24,000 shall not be deemed to con-
stitute either a dividend to the shareholders
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of the T Company or an expense paid or in-
curred by them. Thus, under the facts de-
scribed, neither the X Company, the Y Com-
pany, nor the Z Company shall be considered
to have received or accrued a dividend of
$8,000, or to have paid or incurred an expense
of $8,000. Assuming the X Company’s taxable
income for 1973 before the application of sec-
tion 281 would have been $43,200, computed in
the following manner, its taxable income for
1973 after the application of section 281 is
$50,000, determined as follows:

Before
the appli-
cation of
sec. 281

After the
applica-
tion of

sec. 281

Gross income:
From sources other than T Co .. $146,000 $146,000
Dividend considered received

because of T Co.’s discharge
of liabilities of $12,000 ............ 12,000 4,000

Total .................................... 158,000 150,000

Less allowable deductions:
From sources other than T Co .. 69,600 69,600
85 percent dividend received de-

duction under sec. 243 attrib-
utable to dividend considered
received because of T Co.’s
discharge of liabilities ............. 10,200 3,400

Expenses for accrued charges
for related terminal services
performed by T Co ................. 35,000 27,000

114,800 100,000

Taxable income .......................... 43,200 50,000

Example 2. Assume the same facts as in Ex-
ample (1), except that the charges to each of
the shareholders for related terminal serv-
ices for 1973 were as follows: $35,000 to the X
Company, $40,000 to the Y Company, and
$5,000 to the Z Company. Assume further
that the Z Company, prior to the reduction
in liabilities at the end of 1973, owed the T
Company an additional $4,000 resulting from
charges for 1972 for related terminal services
and $6,000 resulting from the purchase of
equipment. Since only $21,000 (X Company
$8,000, Y Company $8,000, Z Company $5,000)
of the liabilities which were discharged re-
sulted from charges made for 1973 for related
terminal services, the reduced amount to
which this section applies is $21,000 (instead
of $24,000 as in Example (1)). Thus, the T Com-
pany’s taxable income for 1973 would be
$15,000 ($36,000 less $21,000 reduced amount)
and the amount which shall be considered
not to have been received or accrued as a
dividend nor paid or incurred as an expense
of each shareholder is $8,000 for the X Com-
pany, $8,000 for the Y Company, and $5,000 for
the Z Company.

Example 3. Assume the same facts as in Ex-
ample (1), except that the allowable deduc-
tions with respect to nonrelated terminal ac-
tivities were $39,000 instead of $18,000. The T

Company’s net income from all sources (be-
fore reduction for Federal income taxes) and
its taxable income, before the application of
section 281, is therefore $15,000, determined
as follows:

Source Gross in-
come

Allowable
deductions

Income
(or loss)

Related terminal in-
come ........................ $126,000 $102,000 $24,000

Nonrelated terminal in-
come ........................ 30,000 39,000 (9,000)

Total ..................... 156,000 141,000 15,000

The liability of each shareholder is neverthe-
less discharged in part, pursuant to the
agreement, by the T Company crediting
$8,000 against the rental due from each
shareholder for a total discharge of liabil-
ities of $24,000 (the net income from each
source of revenue that produced income). As-
sume further that none of the modifications
specified in section 172(d) apply. If the limi-
tation under paragraph (c)(4) of this section
were not applied, the reduced amount for the
purposes of this section would be $24,000, and
the operation of this section would result in
a net operating loss of $9,000, since the allow-
able deductions of $141,000 would exceed the
gross income of $132,000 ($156,000 less dis-
charged liabilities of $24,000) by that amount.
Because of the limitation under paragraph
(c)(4) of this section, however, $9,000 is not
included in the reduced amount to which
this section applies. Accordingly, the re-
duced amount is $15,000 (instead of $24,000 as
in Example (1)). Thus, the T Company’s tax-
able income for 1973 would be zero ($15,000
less the $15,000 reduced amount), and the
amount which each shareholder shall be con-
sidered not to have received or accrued as a
dividend nor paid or incurred as an expense
is $5,000.

Example 4. Assume the same facts as in Ex-
ample (1), except that under the agreement
income from the terminal parking lot would
not reduce the shareholders’ liabilities. As-
sume further that such income amounted to
$3,000 of the total related terminal income of
$24,000 for the taxable year 1973. The liability
of each shareholder therefore is discharged
by crediting $11,000 against its rental due for
a total discharge of liabilities of $33,000. The
reduced amount to which this section applies
is $21,000 ($24,000 less $3,000) since only to the
extent of $21,000 would there have been no
such reduction under the agreement if there
were no related terminal income.

Example 5. Assume the same facts as in Ex-
ample (1), except that, pursuant to the agree-
ment, the A Company, a nonshareholder rail-
road corporation, is to have its liabilities re-
sulting from charges for rental obligations
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reduced equally with each of the share-
holders. Assume further that the T Com-
pany’s charges to the A Company for the cal-
endar year 1973 included $15,000 for related
terminal services and that the liability of
each shareholder and the A Company is dis-
charged in part pursuant to the agreement
by the T Company crediting $9,000 against
the rental due from each. The reduced
amount to which this section applies is
$24,000. Thus, the T Company’s taxable in-
come for 1973 is $12,000, and each shareholder
shall not be considered to have received or
accrued as a dividend nor paid or incurred as
an expense $6,000 ($24,000/ $36,000 × $9,000)
merely because of the discharge of its own li-
ability. Similarly, each shareholder shall not
be considered to have received or accrued as
a dividend nor paid or incurred as an expense
$2,000 (1/3 × ($24,000/$36,000 × $9,000)) merely
because of the discharge of the liability of
the A Company. Section 281 does not apply
to the determination of the tax consequences
of the transaction to the A Company. Simi-
larly, the section does not apply to the de-
termination of the tax consequences to the
shareholders resulting from that portion of
the discharge of the liability of the A Com-
pany which is attributable to the application
of income which is not related terminal in-
come ($3,000). Hence, such consequences shall
be determined under the sections of the In-
ternal Revenue Code which govern in the ab-
sence of section 281.

Example 6. (i) Facts. The TR Company is a
terminal railroad corporation with three
equal shareholders, the M, N, and O Railroad
Corporations. The TR Company and each of
its shareholders report income on the cal-
endar year basis. Pursuant to a written
agreement entered into in 1947 to which all
shareholders were parties, the TR Company
makes one annual charge to each of the
three shareholders at the end of each year
for the difference between the cost of oper-
ations, allocated on a wheelage or user basis
for the use of its services and facilities pro-
vided to the shareholder during the year, and
one-third of its net income from all other
sources (computed before reduction for Fed-
eral income taxes). The TR Company’s tax-
able income, before the application of sec-
tion 281, for 1973 is $21,000 determined as fol-
lows:

Source Gross in-
come

Allowable
deductions

Income
(or loss)

Related terminal serv-
ices performed:

For shareholders .. $65,000 $65,000 0
For nonshare-

holders .............. 46,000 37,000 $9,000

Related terminal in-
come ........................ 111,000 102,000 9,000

Source Gross in-
come

Allowable
deductions

Income
(or loss)

Nonrelated terminal in-
come from nonshare-
holders ..................... 30,000 18,000 12,000

Total ..................... 141,000 120,000 21,000

For the calendar year 1973, the TR com-
pany’s charges to its shareholders are $23,000
($30,000 less $7,000) to the M company, $13,000
($20,000 less $7,000) to the N company, and
$8,000 ($15,000 less $7,000) to the O company
for a total of $44,000 for related terminal
services.

(ii) Effect on terminal railroad corporation.
The reduced amount to which this section
applies is $9,000. The TR company is not con-
sidered to have received or accrued income
of $9,000 (related terminal income) merely
because the charge of $21,000 (net income
from all sources other than shareholders)
was not made. Similarly, to the extent of
$9,000, the TR company is not disallowed de-
ductions for expenses merely because the full
cost of services was not charged. The TR
company’s taxable income for 1973 after ap-
plication of section 281, is $12,000, computed
as follows:
Gross income ($141,000 less $9,000 charges not

made) ................................................................. $132,000
Less allowable deductions ..................................... 120,000

Taxable income .............................................. 12,000

(iii) Effect on shareholders. Neither the M
company, the N company, nor the O com-
pany shall be considered to have received or
accrued a dividend of $3,000 nor to have paid
or incurred an expense of $3,000 merely by
reason of the reduced charges. Thus, assum-
ing the M company’s taxable income for 1973
before the application of section 281 would
have been $47,450, computed in the following
manner, its taxable income for 1973 after the
application of section 281 is $50,000, deter-
mined as follows:

Before
the appli-
cation of
sec. 281

After the
applica-
tion of

sec. 281

Gross income:
From sources other than TR Co $146,000 $146,000
Dividend considered received

because of TR Co.’s reduction
of charges ............................... 7,000 4,000

Total .................................... 153,000 150,000

Less allowable deductions:
From sources other than TR Co 69,600 69,600

85 percent dividend received deduc-
tion under sec. 243 attributable to
dividend considered received be-
cause of TR Co.’s reduction of
charges .......................................... 5,950 3,400
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Before
the appli-
cation of
sec. 281

After the
applica-
tion of

sec. 281

Expenses for accrued charges for re-
lated terminal services performed
by TR Co ....................................... 30,000 27,000

105,550 100,000

Taxable income .......................... 47,450 50,000

[T.D. 7356, 40 FR 23733, June 2, 1975]

§ 1.281–3 Definitions.
(a) Terminal railroad corporation. The

term terminal railroad corporation
means a corporation which, in the tax-
able year, meets all of the following
conditions:

(1) The corporation and each of its
shareholders must be domestic cor-
porations. Thus, all of the shareholders
of the corporation, as well as the cor-
poration itself, must be corporations
which were organized or created in the
United States, including only the
States and the District of Columbia, or
under the law of the United States or
of any State or territory.

(2) All of the shareholders must be
railroad corporations which are subject
to Part I of the Interstate Commerce
Act. Thus, if any shareholder of the
corporation, regardless of the class or
percentage of stock owned, is not sub-
ject to the jurisdiction of the Inter-
state Commerce Commission under
part I of that Act, the corporation can-
not qualify as a terminal railroad cor-
poration.

(3) The corporation must not be a
member of an affiliated group of cor-
porations (as defined in section 1504),
other than as a common parent cor-
poration. For this purpose it is imma-
terial whether or not the affiliated
group has ever made a consolidated in-
come tax return. Thus, if the X rail-
road corporation owns 80 percent of all
of the outstanding stock of the Y rail-
road corporation, the X railroad cor-
poration may qualify, but the Y rail-
road corporation cannot qualify, as a
terminal railroad corporation.

(4) The primary business of the cor-
poration must be that of providing to
domestic railroad corporations subject
to Part I of the Interstate Commerce
Act and to the shippers and passengers
of such railroad corporations one or

more of the following facilities or serv-
ices: (i) Railroad terminal facilities,
(ii) railroad switching facilities, (iii)
railroad terminal services, or (iv) rail-
road switching services. The designated
facilities and services include the fur-
nishing of terminal trackage, the oper-
ation of stockyards or a union pas-
senger or freight station, and the oper-
ation of railroad bridges and ferries.
The providing of the designated facili-
ties includes the leasing of those facili-
ties. A corporation shall be considered
as having established that its primary
business is that of providing the des-
ignated facilities and services if more
than 50 percent of its gross income
(computed without regard to section
281, and excluding dividends and gains
and losses from the disposition of cap-
ital assets or property described in sec-
tion 1231(b)) for the taxable year is de-
rived from those sources. The fact that
income from a service or facility is in-
cluded within the definition of related
terminal income is immaterial for pur-
poses of determining whether that
service or facility is one which is des-
ignated in this subparagraph. Thus, al-
though income from the operation of a
commuter railroad line may be related
terminal income, a corporation whose
primary business is the operation of
that facility is not a terminal railroad
corporation, since its primary business
is not the providing of the designated
facilities or services.

(5) A substantial part of the services
rendered by the corporation for the
taxable year must be rendered to one
or more of its shareholders. For pur-
poses of this requirement, providing
the use of facilities shall be considered
the rendering of services.

(6) Each shareholder of the corpora-
tion must compute its taxable income
on the basis of a taxable year which ei-
ther begins or ends on the same day as
the taxable year of the corporation.

(b) Related terminal income—(1) In gen-
eral. Related terminal income is, gen-
erally, the type of income normally
earned from the operation of a railroad
terminal. The term related terminal in-
come means the taxable income (com-
puted without regard to sections 172,
277, or 281) which the terminal railroad
corporation derives for the taxable
year from the sources enumerated in
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paragraph (b)(2) of this section. Related
terminal income must be derived from
direct provision of the specified facili-
ties or services by the terminal cor-
poration itself. Thus, income con-
sisting of rent from a lease of a ter-
minal facility by a terminal corpora-
tion to a railroad user would qualify;
but dividends from a corporation in
which the terminal corporation owned
stock and which provided such facili-
ties or services to others would not
qualify. The term does not include gain
or loss derived from the sale, exchange,
or other disposition of capital assets or
section 1231 assets, whether or not sec-
tion 1245 or section 1250 applies to part
or all of that gain. For example, the
term does not apply to gain from the
sale of a terminal building or terminal
equipment. All direct and indirect ex-
penses and other deductible items at-
tributable to related terminal services
or facilities shall be deducted in deter-
mining related terminal income. Attri-
bution shall be determined in accord-
ance with customary railroad account-
ing practices accepted by the Inter-
state Commerce Commission, except
that interest paid with respect to the
indebtedness of a terminal railroad
corporation shall be deducted from re-
lated terminal income to the extent
that the proceeds from the indebted-
ness were directly or indirectly applied
to facilities or activities producing
such income. The district director may
either accept the use of the taxpayer’s
method of determining the application
of the proceeds of all indebtedness of
such corporation or prescribe the use of
another method which, under all the
facts and circumstances, appears to re-
flect more accurately the probable ap-
plication of such proceeds.

(2) Sources of related terminal income.
The term related terminal income in-
cludes only income derived from one or
more of the following sources:

(i) From services or facilities of a
character ordinarily and regularly pro-
vided by terminal railroad corporations
for railroad corporations or for the em-
ployees, passengers, or shippers of rail-
road corporations. Whether the serv-
ices or facilities are of a character or-
dinarily and regularly provided by ter-
minal railroad corporations is to be de-
termined by accepted industry prac-

tice. The fact that nonterminal busi-
nesses may also provide such services
or facilities is immaterial. However,
there must be a direct relationship be-
tween the service or facility provided
and the operation of the terminal, in-
cluding the operation of its trackage
and switching facilities. Thus, the term
related terminal income includes income
derived from operating or leasing
switching facilities and terminal facili-
ties, such as income from charges to
railroad corporations for the use of a
union passenger or freight station.
Also included for this purpose is in-
come derived from charges to railroad
shippers, including express companies
and freight forwarders, for the use of
sheds or warehouses, even though not
directly intended for railroad use. The
term includes income derived from
leasing or operating restaurants, drug-
stores, barbershops, newsstands, ticket
agencies, banking facilities, car rental
facilities, or other similar facilities for
passengers, in waiting rooms or along
passenger concourses. Similarly, the
term includes income derived from op-
erating or leasing passenger parking
facilities, and from renting taxicab
space, located on or adjacent to the
terminal premises. Although the term
does include income derived from the
operation of a small hotel operated pri-
marily for and usually occupied pri-
marily by the employees of the rail-
road corporations, it does not include
income derived from the operation of a
hotel for passengers or other persons.

(ii) From any railroad corporation
for services or facilities provided by
the terminal railroad corporation in
connection with railroad operations. A
service or a facility is provided in con-
nection with railroad operations if it is
of a character ordinarily and regularly
availed of by railroad corporations. For
purposes of this subdivision, the in-
come must be derived from railroad
corporations. Thus, in addition to the
income derived from sources described
in paragraph (b)(2)(i) of this section,
the term related terminal income in-
cludes income derived from switching
facilities or leasing to any railroad cor-
poration, or operating for the benefit of
such corporation, a beltline or bypass
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railroad leading to or from the ter-
minal premises. Also included are in-
come derived from the rental of office
space (whether or not services are pro-
vided to the occupants) in the terminal
building to any railroad corporation
for that corporation’s administrative
or operating divisions, and income de-
rived from tolls charged to any rail-
road corporation for the use of a rail-
road bridge or ferry.

(iii) From the use by persons other
than railroad corporations of a portion
of a facility, or of a service, which is
used primarily for railroad purposes. A
facility or service is used primarily for
railroad purposes if the predominant
reason for its continued operation or
provision is the furnishing of facilities
or services described in either subdivi-
sion (i) or (ii) of this subparagraph. The
determination required by this subdivi-
sion is to be made independently for
each separate facility or service. Two
substantial portions of a single struc-
ture may be considered separate facili-
ties, depending upon the respective
uses made of each. Moreover, any sub-
stantial addition, constructed after Oc-
tober 23, 1962, to a facility shall be con-
sidered a separate facility.
The term related terminal income in-
cludes income produced by operating a
commuter service or by renting tracks
and facilities for a commuter service to
an independent operator. The term also
includes the sale or rental of adver-
tising space at a terminal facility. If
the conditions described in this sub-
division are satisfied, the term related
terminal income may include income
which has no connection with the oper-
ation of the terminal. Thus, if a ter-
minal railroad corporation operates a
railroad bridge primarily to provide
railroad corporations a means of cross-
ing a river and the lower level of the
bridge contains a roadway for similar
use by automobiles, the term includes
income derived from the tolls charged
to the automobiles for the use of the
bridge roadway. However, upon the dis-
continuance of operations of the rail-
road level of the bridge, the term would
cease to include the automobile tolls.
If excess steam from a steam plant op-
erated primarily to supply steam to
the terminal is sold to another busi-
ness in the neighborhood, the term

would include the income derived from
such sale. However, because an oil or
gas well or a mine constitutes a sepa-
rate facility, the term related terminal
income does not include income derived
in any form from a deposit of oil, nat-
ural gas, or any other mineral located
on property owned or leased by the ter-
minal railroad corporation.

Similarly, while the term includes in-
come derived from the rental of a small
number of offices located in the ter-
minal building (whether or not the les-
sees are railroad corporations), it does
not include income derived from the
leasing or operation, for the use of the
general public, of a large number of of-
fices or a large number of rooms for
lodging, whether or not the space is
physically part of the same structure
as the terminal. Moreover, the term
does not include income derived from
the rental of offices to the general pub-
lic in an addition to the terminal build-
ing constructed after October 23, 1962,
unless the addition is primarily used
for railroad purposes and the offices
rented to the general public do not con-
stitute a separate facility in the addi-
tion. Whether or not income from the
addition is determined to be related
terminal income, the income from the
small number of offices which were in-
cluded in the terminal building before
the addition was constructed shall con-
tinue to be related terminal income.

(iv) From the United States in pay-
ment for facilities or services in con-
nection with mail handling. The in-
come must be derived directly from the
U.S. Government, or any agency there-
of (including for this purpose the U.S.
Postal Service), through the receipt of
payments for mail-handling facilities
or services. Thus, the term would in-
clude income derived from the rental of
space for a post office for use by the
general public on the terminal prem-
ises or from the sorting of mail in a
railroad box car.

(3) Illustration. The provisions of this
paragraph may be illustrated by the
following example:

Example. For its calendar year 1973, the R
Company, a terminal railroad corporation,
has taxable income of $36,000, before the ap-
plication of section 281 and taking no ac-
count of section 277, determined as follows:
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Gross income:
Switching charges ........................................ $50,000
Express companies ...................................... 2,000
Commuter line .............................................. 4,000
U.S. mail handling ........................................ 4,000
Railroad bridge tolls:.

From railroads ....................................... 2,000
From automobiles .................................. 1,000

Total ............................................... 3,000
Station and train charges ............................. 47,000
Terminal parking lot ...................................... 4,000
Rent from terminal building:

Passenger facilities (ground level) ........ 8,000
Offices leased to railroads (2d floor) ..... 3,000
Offices leased to others (2d floor) ........ 1,000
Hotel open to public (3d through 6th

floors) ................................................. 14,000
Total ............................................... 26,000

Interest received from bond investments ..... 1,500
Dividends received from wholly owned sub-

sidiary ........................................................ 10,000
Amount realized from sale of equipment ..... 6,000
Less:

Adjusted basis ....................................... 1,000
Expenses of sale ................................... 500

1,500

4,500

156,000
Allowable deductions:

Dividend received deduction ........................ 8,500
Interest paid:

On loan for hotel furnishings ................. 1,500
On loan for rolling stock ........................ 2,000

3,500
Maintenance, depreciation, management

and other expenses:
Attributable to hotel ............................... 3,000
Attributable to parking lot ...................... 1,000
Attributable to U.S. mail handling ......... 1,000
All other ................................................. 98,000

103,000
Loss from sale of securities ......................... 3,000
Charitable contribution .................................. 500
Net operating loss deduction ........................ 1,500

120,000

Taxable income before the application of
sec. 281 .................................................... 36,000

The R Co.’s related terminal income for
1973 is $24,000, computed as follows:

Taxable income (before the application of
sec. 281) ................................................... 36,000

Less:
Dividend received .................................. 10,000
Minus dividend received deduction ....... 8,500

1,500
Interest received ........................................... 1,500
Amount realized from sale of equipment ..... 6,000
Less:

Adjusted basis ....................................... 1,000
Expense of sale ..................................... 500

1,500

4,500
Hotel income ................................................. 14,000
Less:

Interest paid on loan for hotel ............... 1,500

Other hotel expenses ............................ 3,000

4,500

9,500

17,000

19,000
Add:

Loss from sale of securities .................. 3,000
Charitable contribution .......................... 500
Net operating loss deduction ................ 1,500

5,000

Related terminal income ............................... 24,000

(c) Related terminal services. The term
related terminal services means only the
services or the use of facilities, pro-
vided by the terminal railroad corpora-
tion, which are taken into account in
computing related terminal income.
Thus, the term includes the providing
of terminal and switching services, the
furnishing of terminal and switching
facilities including the furnishing of
terminal trackage, and the operation
of bridges and ferries for railroad pur-
poses. For example, upon the facts of
the example in the preceding para-
graph, the charges for related terminal
services are $126,000, determined as fol-
lows:
Switching charges ................................................ $50,000
Express companies ............................................. 2,000
Commuter line ..................................................... 4,000
U.S. mail handling ............................................... 4,000
Railroad bridge tolls ............................................. 3,000
Station and train charges .................................... 47,000
Terminal parking lot ............................................. 4,000
Rent from:

Passenger facilities ....................................... 8,000
Offices ........................................................... 4,000

Total ....................................................... 126,000

(d) Agreement. As used in section 281
and § 1.281–2 the term agreement means
a written contract, entered into before
the beginning of the terminal railroad
corporation’s taxable year in question,
to which all shareholders of the ter-
minal railroad corporation are parties.
The fact that other railroad corpora-
tions or persons are also parties will
not disqualify an agreement. Section
281 applies only if, and to the extent
that, the reduction of the liability or
charge that would be made, as de-
scribed in paragraph (c) of § 1.281–2, re-
sults from the agreement. Thus, where
the other conditions of the statute are
met, section 281 applies if a written
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agreement, to which all of the share-
holders were parties and which was en-
tered into prior to the beginning of the
terminal railroad corporation’s taxable
year, provides that the net revenues of
the terminal railroad corporation are
to be applied as a reduction of what
would otherwise be the charge for the
taxable year for related terminal serv-
ices provided to the shareholders.
Similarly, section 281 applies, where its
other requirements are fulfilled, if the
agreement provides that the net reve-
nues are to be credited against rental
obligations resulting from related ter-
minal services furnished to share-
holders. However, section 281 does not
apply where the agreement provides
that the net revenues are to be divided
among the shareholders and distrib-
uted to them in cash or held subject to
their unconditional right of withdrawal
instead of being applied to the com-
putation of charges, or in reduction of
liabilities incurred, for related ter-
minal services.

(e) Railroad corporation. For purposes
of section 281, § 1.281–2, and this section,
the term railroad corporation means any
corporation (regardless of whether it is
a shareholder of the terminal railroad
corporation) that is engaged as a com-
mon carrier in the furnishing or sale of
transportation by railroad, or is a les-
sor of railroad equipment or facilities.
For purposes of the preceding sentence,
a corporation is a lessor of railroad
equipment or facilities only if (1) it is
subject to part I of the Interstate Com-
merce Act, (2) substantially all of its
railroad properties have been leased to
a railroad corporation or corporations,
(3) each lease is for a term of more
than 20 years, and (4) 80 percent or
more of its gross income for the tax-
able year is derived for such leases.

[T.D. 7356, 40 FR 23735, June 2, 1975]

§ 1.281–4 Taxable years affected.
(a) In general. Except as provided in

paragraph (b) of this section, the provi-
sions of section 281 and §§ 1.281–2 and
1.281–3 shall apply to all taxable years
to which either the Internal Revenue
Code of 1954 or the Internal Revenue
Code of 1939 apply.

(b) Taxable years ending before October
23, 1962. (1)(i) In the case of a taxable
year of a terminal railroad corporation

ending before October 23, 1962, section
281 (a) shall apply only to the extent
that the terminal railroad corporation
(a) computed its taxable income on its
return for such taxable year as if the
‘‘reduced amount’’, described in para-
graph (c) of § 1.281–2, were not received
or accrued, and (b) did not decrease its
otherwise allowable deductions for
such taxable year on account of that
‘‘reduced amount’’. Similarly, in the
case of a taxable year of a shareholder
of a terminal railroad corporation end-
ing before October 23, 1962, section
281(b) shall apply only to the extent
that such shareholder computed its
taxable income on its return for such
taxable year as if the shareholder had
neither received or accrued as a divi-
dend nor paid or incurred as an expense
the ‘‘reduced amount’’ described in
paragraph (c) of § 1.281–2. Such return
must have been filed on or before the
due date (including the period of any
extension of time) for filing the return
for the applicable taxable year. The
fact that an amended return or claim
for refund or credit of overpayment
was subsequently filed, or a deficiency
subsequently assessed, based upon a
computation of taxable income which
is inconsistent with the manner in
which the taxable income was com-
puted on the timely filed return, is im-
material.

(ii) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. The G Company is a terminal
railroad corporation which in 1960 reduced
the liabilities resulting from charges to its
shareholders, pursuant to a 1947 written
agreement, by its income from nonshare-
holder sources. For the calendar year 1960,
the G Company’s related terminal income
was $24,000, of which $3,000 is attributable to
income from the United States in payment
for facilities and services in connection with
mail handling. Although the shareholders’ li-
abilities were reduced by $24,000 as a result
of taking related terminal income earned
during the taxable year into account, on its
timely filed 1960 income tax return the G
Company treated the $3,000 of liabilities
which were reduced on account of income
from mail handling as gross income received
or accrued during the year. Assuming that
the provisions of § 1.281–2 otherwise apply,
their application to the determination of the
1960 tax liability of the G Company shall not
extend to the entire ‘‘reduced amount’’ of
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$24,000, but shall be limited to $21,000 of that
amount.

Example 2. Assume the same facts as in Ex-
ample (1), and the following additional facts.
The G Company had three shareholders in
1960, and an equal discharge of liability of
$8,000 resulted for each of them on account of
related terminal income. Each shareholder
treated, on its timely filed 1960 income tax
return, $1,000 of its liabilities, which were so
reduced and were attributable to income
from the United States in payment for facili-
ties and services in connection with mail
handling, as if it had received $1,000 from the
G Company as a dividend and paid that $1,000
to the G Company for services. Each share-
holder treated the remaining $7,000 of its li-
abilities which were so reduced as if the li-
abilities which were reduced had never been
incurred. Assuming that the provisions of
§ 1.281–2 otherwise apply, each shareholder
shall not be considered to have received or
accrued as a dividend, nor to have paid or in-
curred as an expense $7,000 (instead of $8,000).

(2) For any taxable year of a terminal
railroad corporation ending before Oc-
tober 23, 1962, a claim for refund or
credit of overpayment of income tax
based upon section 281 may be filed,
even though such refund or credit of
overpayment was otherwise barred by
operation of any law or rule of law on
October 23, 1962, subject to the condi-
tions set forth in paragraph (b)(2)(i)
through (v) of this section.

(i) The claim for refund or credit of
overpayment must not have been
barred by a closing agreement (under
either section 3760 of the Internal Rev-
enue Code of 1939 or section 7121 of the
Internal Revenue Code of 1954), or by a
compromise (under section 3761 of the
Internal Revenue Code of 1939 or sec-
tion 7122 of the Internal Revenue Code
of 1954);

(ii) The claim for refund or credit of
overpayment shall be allowed only to
the extent that the overpayment of in-
come tax results from the recomputa-
tion of the terminal railroad corpora-
tion’s taxable income in the manner
described in paragraph (a) of § 1.281–2;

(iii) The claim for refund or credit of
the overpayment must have been filed
prior to October 23, 1963;

(iv) The claim for refund or credit of
overpayment shall be allowed only to
the extent that the manner in which
the terminal railroad corporation’s
taxable income is recomputed is the
manner in which the terminal railroad
corporation’s taxable income was com-
puted on its timely filed income tax re-
turn for such taxable year; and

(v) Each railroad corporation which
was a shareholder of the terminal rail-
road corporation during such taxable
year must consent in writing to the as-
sessment, within such period as may be
agreed upon with the district director,
of any deficiency for any year (even
though assessment of the deficiency
would otherwise be prevented by the
operation of any law or rule of law at
the time of filing the consent) to the
extent that:

(A) The deficiency is attributable to
the recomputation of the shareholder’s
taxable income in the manner de-
scribed in paragraph (b) of § 1.281–2, and

(B) The deficiency results from the
shareholder’s allocable portion of the
‘‘reduced amount’’ (described in para-
graph (c) of § 1.281–2) which gives rise to
the refund or credit granted to the ter-
minal railroad corporation under this
subparagraph.

[T.D. 7356, 40 FR 23737, June 2, 1975]

VerDate 23<MAR>99 07:40 Apr 22, 1999 Jkt 183082 PO 00000 Frm 00633 Fmt 8010 Sfmt 8010 Y:\SGML\183082T.XXX pfrm02 PsN: 183082T



639

FINDING AIDS

A list of CFR titles, subtitles, chapters, subchapters and parts and an alphabet-
ical list of agencies publishing in the CFR are included in the CFR Index and
Finding Aids volume to the Code of Federal Regulations which is published sepa-
rately and revised annually.
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LXI National Labor Relations Board (Part 7101)

LXII Equal Employment Opportunity Commission (Part 7201)

LXIII Inter-American Foundation (Part 7301)

LXV Department of Housing and Urban Development (Part 7501)

LXVI National Archives and Records Administration (Part 7601)

LXIX Tennessee Valley Authority (Part 7901)

LXXI Consumer Product Safety Commission (Part 8101)

LXXIV Federal Mine Safety and Health Review Commission (Part 8401)

LXXVI Federal Retirement Thrift Investment Board (Part 8601)

LXXVII Office of Management and Budget (Part 8701)

Title 6—[Reserved]

Title 7—Agriculture

SUBTITLE A—OFFICE OF THE SECRETARY OF AGRICULTURE (PARTS
0—26)

SUBTITLE B—REGULATIONS OF THE DEPARTMENT OF AGRICULTURE
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Chap.
Title 7—Agriculture—Continued

I Agricultural Marketing Service (Standards, Inspections, Mar-
keting Practices), Department of Agriculture (Parts 27—209)

II Food and Nutrition Service, Department of Agriculture (Parts
210—299)

III Animal and Plant Health Inspection Service, Department of Ag-
riculture (Parts 300—399)

IV Federal Crop Insurance Corporation, Department of Agriculture
(Parts 400—499)

V Agricultural Research Service, Department of Agriculture
(Parts 500—599)

VI Natural Resources Conservation Service, Department of Agri-
culture (Parts 600—699)

VII Farm Service Agency, Department of Agriculture (Parts 700—
799)

VIII Grain Inspection, Packers and Stockyards Administration (Fed-
eral Grain Inspection Service), Department of Agriculture
(Parts 800—899)

IX Agricultural Marketing Service (Marketing Agreements and Or-
ders; Fruits, Vegetables, Nuts), Department of Agriculture
(Parts 900—999)

X Agricultural Marketing Service (Marketing Agreements and Or-
ders; Milk), Department of Agriculture (Parts 1000—1199)

XI Agricultural Marketing Service (Marketing Agreements and Or-
ders; Miscellaneous Commodities), Department of Agriculture
(Parts 1200—1299)

XIII Northeast Dairy Compact Commission (Parts 1300—1399)

XIV Commodity Credit Corporation, Department of Agriculture
(Parts 1400—1499)

XV Foreign Agricultural Service, Department of Agriculture (Parts
1500—1599)

XVI Rural Telephone Bank, Department of Agriculture (Parts 1600—
1699)

XVII Rural Utilities Service, Department of Agriculture (Parts 1700—
1799)

XVIII Rural Housing Service, Rural Business-Cooperative Service,
Rural Utilities Service, and Farm Service Agency, Depart-
ment of Agriculture (Parts 1800—2099)

XXVI Office of Inspector General, Department of Agriculture (Parts
2600—2699)

XXVII Office of Information Resources Management, Department of
Agriculture (Parts 2700—2799)

XXVIII Office of Operations, Department of Agriculture (Parts 2800—
2899)

XXIX Office of Energy, Department of Agriculture (Parts 2900—2999)

XXX Office of the Chief Financial Officer, Department of Agriculture
(Parts 3000—3099)

XXXI Office of Environmental Quality, Department of Agriculture
(Parts 3100—3199)

XXXII Office of Procurement and Property Management, Department
of Agriculture (Parts 3200—3299)
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Chap.
Title 7—Agriculture—Continued

XXXIII Office of Transportation, Department of Agriculture (Parts
3300—3399)

XXXIV Cooperative State Research, Education, and Extension Service,
Department of Agriculture (Parts 3400—3499)

XXXV Rural Housing Service, Department of Agriculture (Parts 3500—
3599)

XXXVI National Agricultural Statistics Service, Department of Agri-
culture (Parts 3600—3699)

XXXVII Economic Research Service, Department of Agriculture (Parts
3700—3799)

XXXVIII World Agricultural Outlook Board, Department of Agriculture
(Parts 3800—3899)

XLI [Reserved]

XLII Rural Business-Cooperative Service and Rural Utilities Service,
Department of Agriculture (Parts 4200—4299)

Title 8—Aliens and Nationality

I Immigration and Naturalization Service, Department of Justice
(Parts 1—499)

Title 9—Animals and Animal Products

I Animal and Plant Health Inspection Service, Department of Ag-
riculture (Parts 1—199)

II Grain Inspection, Packers and Stockyards Administration
(Packers and Stockyards Programs), Department of Agri-
culture (Parts 200—299)

III Food Safety and Inspection Service, Department of Agriculture
(Parts 300—599)

Title 10—Energy

I Nuclear Regulatory Commission (Parts 0—199)

II Department of Energy (Parts 200—699)

III Department of Energy (Parts 700—999)

X Department of Energy (General Provisions) (Parts 1000—1099)

XVII Defense Nuclear Facilities Safety Board (Parts 1700—1799)

Title 11—Federal Elections

I Federal Election Commission (Parts 1—9099)

Title 12—Banks and Banking

I Comptroller of the Currency, Department of the Treasury (Parts
1—199)

II Federal Reserve System (Parts 200—299)

III Federal Deposit Insurance Corporation (Parts 300—399)
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Chap.
Title 12—Banks and Banking—Continued

IV Export-Import Bank of the United States (Parts 400—499)

V Office of Thrift Supervision, Department of the Treasury (Parts
500—599)

VI Farm Credit Administration (Parts 600—699)

VII National Credit Union Administration (Parts 700—799)

VIII Federal Financing Bank (Parts 800—899)

IX Federal Housing Finance Board (Parts 900—999)

XI Federal Financial Institutions Examination Council (Parts
1100—1199)

XIV Farm Credit System Insurance Corporation (Parts 1400—1499)

XV Department of the Treasury (Parts 1500—1599)

XVII Office of Federal Housing Enterprise Oversight, Department of
Housing and Urban Development (Parts 1700—1799)

XVIII Community Development Financial Institutions Fund, Depart-
ment of the Treasury (Parts 1800—1899)

Title 13—Business Credit and Assistance

I Small Business Administration (Parts 1—199)

III Department of Commerce, Economic Development Administra-
tion, (Parts 300—399)

Title 14—Aeronautics and Space

I Federal Aviation Administration, Department of Transportation
(Parts 1—199)

II Office of the Secretary, Department of Transportation (Aviation
Proceedings) (Parts 200—399)

III Commercial Space Transportation, Federal Aviation Adminis-
tration, Department of Transportation (Parts 400—499)

V National Aeronautics and Space Administration (Parts 1200—
1299)

Title 15—Commerce and Foreign Trade

SUBTITLE A—OFFICE OF THE SECRETARY OF COMMERCE (PARTS 0—
29)

SUBTITLE B—REGULATIONS RELATING TO COMMERCE AND FOREIGN
TRADE

I Bureau of the Census, Department of Commerce (Parts 30—199)

II National Institute of Standards and Technology, Department of
Commerce (Parts 200—299)

III International Trade Administration, Department of Commerce
(Parts 300—399)

IV Foreign-Trade Zones Board, Department of Commerce (Parts
400—499)

VII Bureau of Export Administration, Department of Commerce
(Parts 700—799)
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Chap.
Title 15—Commerce and Foreign Trade—Continued

VIII Bureau of Economic Analysis, Department of Commerce (Parts
800—899)

IX National Oceanic and Atmospheric Administration, Department
of Commerce (Parts 900—999)

XI Technology Administration, Department of Commerce (Parts
1100—1199)

XIII East-West Foreign Trade Board (Parts 1300—1399)

XIV Minority Business Development Agency (Parts 1400—1499)

SUBTITLE C—REGULATIONS RELATING TO FOREIGN TRADE AGREE-
MENTS

XX Office of the United States Trade Representative (Parts 2000—
2099)

SUBTITLE D—REGULATIONS RELATING TO TELECOMMUNICATIONS
AND INFORMATION

XXIII National Telecommunications and Information Administration,
Department of Commerce (Parts 2300—2399)

Title 16—Commercial Practices

I Federal Trade Commission (Parts 0—999)

II Consumer Product Safety Commission (Parts 1000—1799)

Title 17—Commodity and Securities Exchanges

I Commodity Futures Trading Commission (Parts 1—199)

II Securities and Exchange Commission (Parts 200—399)

IV Department of the Treasury (Parts 400—499)

Title 18—Conservation of Power and Water Resources

I Federal Energy Regulatory Commission, Department of Energy
(Parts 1—399)

III Delaware River Basin Commission (Parts 400—499)

VI Water Resources Council (Parts 700—799)

VIII Susquehanna River Basin Commission (Parts 800—899)

XIII Tennessee Valley Authority (Parts 1300—1399)

Title 19—Customs Duties

I United States Customs Service, Department of the Treasury
(Parts 1—199)

II United States International Trade Commission (Parts 200—299)

III International Trade Administration, Department of Commerce
(Parts 300—399)
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Chap.
Title 20—Employees’ Benefits

I Office of Workers’ Compensation Programs, Department of
Labor (Parts 1—199)

II Railroad Retirement Board (Parts 200—399)

III Social Security Administration (Parts 400—499)

IV Employees’ Compensation Appeals Board, Department of Labor
(Parts 500—599)

V Employment and Training Administration, Department of Labor
(Parts 600—699)

VI Employment Standards Administration, Department of Labor
(Parts 700—799)

VII Benefits Review Board, Department of Labor (Parts 800—899)

VIII Joint Board for the Enrollment of Actuaries (Parts 900—999)

IX Office of the Assistant Secretary for Veterans’ Employment and
Training, Department of Labor (Parts 1000—1099)

Title 21—Food and Drugs

I Food and Drug Administration, Department of Health and
Human Services (Parts 1—1299)

II Drug Enforcement Administration, Department of Justice (Parts
1300—1399)

III Office of National Drug Control Policy (Parts 1400—1499)

Title 22—Foreign Relations

I Department of State (Parts 1—199)

II Agency for International Development (Parts 200—299)

III Peace Corps (Parts 300—399)

IV International Joint Commission, United States and Canada
(Parts 400—499)

V United States Information Agency (Parts 500—599)

VII Overseas Private Investment Corporation, International Devel-
opment Cooperation Agency (Parts 700—799)

IX Foreign Service Grievance Board Regulations (Parts 900—999)

X Inter-American Foundation (Parts 1000—1099)

XI International Boundary and Water Commission, United States
and Mexico, United States Section (Parts 1100—1199)

XII United States International Development Cooperation Agency
(Parts 1200—1299)

XIII Board for International Broadcasting (Parts 1300—1399)

XIV Foreign Service Labor Relations Board; Federal Labor Relations
Authority; General Counsel of the Federal Labor Relations
Authority; and the Foreign Service Impasse Disputes Panel
(Parts 1400—1499)

XV African Development Foundation (Parts 1500—1599)

XVI Japan-United States Friendship Commission (Parts 1600—1699)

XVII United States Institute of Peace (Parts 1700—1799)
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Chap.
Title 23—Highways

I Federal Highway Administration, Department of Transportation
(Parts 1—999)

II National Highway Traffic Safety Administration and Federal
Highway Administration, Department of Transportation
(Parts 1200—1299)

III National Highway Traffic Safety Administration, Department of
Transportation (Parts 1300—1399)

Title 24—Housing and Urban Development

SUBTITLE A—OFFICE OF THE SECRETARY, DEPARTMENT OF HOUSING
AND URBAN DEVELOPMENT (PARTS 0—99)

SUBTITLE B—REGULATIONS RELATING TO HOUSING AND URBAN DE-
VELOPMENT

I Office of Assistant Secretary for Equal Opportunity, Department
of Housing and Urban Development (Parts 100—199)

II Office of Assistant Secretary for Housing-Federal Housing Com-
missioner, Department of Housing and Urban Development
(Parts 200—299)

III Government National Mortgage Association, Department of
Housing and Urban Development (Parts 300—399)

IV Office of Multifamily Housing Assistance Restructuring, Depart-
ment of Housing and Urban Development (Parts 400—499)

V Office of Assistant Secretary for Community Planning and De-
velopment, Department of Housing and Urban Development
(Parts 500—599)

VI Office of Assistant Secretary for Community Planning and De-
velopment, Department of Housing and Urban Development
(Parts 600—699) [Reserved]

VII Office of the Secretary, Department of Housing and Urban Devel-
opment (Housing Assistance Programs and Public and Indian
Housing Programs) (Parts 700—799)

VIII Office of the Assistant Secretary for Housing—Federal Housing
Commissioner, Department of Housing and Urban Develop-
ment (Section 8 Housing Assistance Programs, Section 202 Di-
rect Loan Program, Section 202 Supportive Housing for the El-
derly Program and Section 811 Supportive Housing for Persons
With Disabilities Program) (Parts 800—899)

IX Office of Assistant Secretary for Public and Indian Housing, De-
partment of Housing and Urban Development (Parts 900—999)

X Office of Assistant Secretary for Housing—Federal Housing
Commissioner, Department of Housing and Urban Develop-
ment (Interstate Land Sales Registration Program) (Parts
1700—1799)

XII Office of Inspector General, Department of Housing and Urban
Development (Parts 2000—2099)

XX Office of Assistant Secretary for Housing—Federal Housing
Commissioner, Department of Housing and Urban Develop-
ment (Parts 3200—3899)

XXV Neighborhood Reinvestment Corporation (Parts 4100—4199)
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Chap.
Title 25—Indians

I Bureau of Indian Affairs, Department of the Interior (Parts 1—
299)

II Indian Arts and Crafts Board, Department of the Interior (Parts
300—399)

III National Indian Gaming Commission, Department of the Inte-
rior (Parts 500—599)

IV Office of Navajo and Hopi Indian Relocation (Parts 700—799)

V Bureau of Indian Affairs, Department of the Interior, and Indian
Health Service, Department of Health and Human Services
(Part 900)

VI Office of the Assistant Secretary-Indian Affairs, Department of
the Interior (Part 1001)

VII Office of the Special Trustee for American Indians, Department
of the Interior (Part 1200)

Title 26—Internal Revenue

I Internal Revenue Service, Department of the Treasury (Parts 1—
799)

Title 27—Alcohol, Tobacco Products and Firearms

I Bureau of Alcohol, Tobacco and Firearms, Department of the
Treasury (Parts 1—299)

Title 28—Judicial Administration

I Department of Justice (Parts 0—199)

III Federal Prison Industries, Inc., Department of Justice (Parts
300—399)

V Bureau of Prisons, Department of Justice (Parts 500—599)

VI Offices of Independent Counsel, Department of Justice (Parts
600—699)

VII Office of Independent Counsel (Parts 700—799)

Title 29—Labor

SUBTITLE A—OFFICE OF THE SECRETARY OF LABOR (PARTS 0—99)

SUBTITLE B—REGULATIONS RELATING TO LABOR

I National Labor Relations Board (Parts 100—199)

II Office of Labor-Management Standards, Department of Labor
(Parts 200—299)

III National Railroad Adjustment Board (Parts 300—399)

IV Office of Labor-Management Standards, Department of Labor
(Parts 400—499)

V Wage and Hour Division, Department of Labor (Parts 500—899)

IX Construction Industry Collective Bargaining Commission (Parts
900—999)

X National Mediation Board (Parts 1200—1299)
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Chap.
Title 29—Labor—Continued

XII Federal Mediation and Conciliation Service (Parts 1400—1499)

XIV Equal Employment Opportunity Commission (Parts 1600—1699)

XVII Occupational Safety and Health Administration, Department of
Labor (Parts 1900—1999)

XX Occupational Safety and Health Review Commission (Parts
2200—2499)

XXV Pension and Welfare Benefits Administration, Department of
Labor (Parts 2500—2599)

XXVII Federal Mine Safety and Health Review Commission (Parts
2700—2799)

XL Pension Benefit Guaranty Corporation (Parts 4000—4999)

Title 30—Mineral Resources

I Mine Safety and Health Administration, Department of Labor
(Parts 1—199)

II Minerals Management Service, Department of the Interior
(Parts 200—299)

III Board of Surface Mining and Reclamation Appeals, Department
of the Interior (Parts 300—399)

IV Geological Survey, Department of the Interior (Parts 400—499)

VI Bureau of Mines, Department of the Interior (Parts 600—699)

VII Office of Surface Mining Reclamation and Enforcement, Depart-
ment of the Interior (Parts 700—999)

Title 31—Money and Finance: Treasury

SUBTITLE A—OFFICE OF THE SECRETARY OF THE TREASURY (PARTS
0—50)

SUBTITLE B—REGULATIONS RELATING TO MONEY AND FINANCE

I Monetary Offices, Department of the Treasury (Parts 51—199)

II Fiscal Service, Department of the Treasury (Parts 200—399)

IV Secret Service, Department of the Treasury (Parts 400—499)

V Office of Foreign Assets Control, Department of the Treasury
(Parts 500—599)

VI Bureau of Engraving and Printing, Department of the Treasury
(Parts 600—699)

VII Federal Law Enforcement Training Center, Department of the
Treasury (Parts 700—799)

VIII Office of International Investment, Department of the Treasury
(Parts 800—899)

Title 32—National Defense

SUBTITLE A—DEPARTMENT OF DEFENSE

I Office of the Secretary of Defense (Parts 1—399)

V Department of the Army (Parts 400—699)

VI Department of the Navy (Parts 700—799)

VerDate 26<APR>99 13:57 Apr 26, 1999 Jkt 183082 PO 00000 Frm 00012 Fmt 8092 Sfmt 8092 Y:\SGML\183082B.XXX pfrm04 PsN: 183082B



651

Chap.
Title 32—National Defense—Continued

VII Department of the Air Force (Parts 800—1099)

SUBTITLE B—OTHER REGULATIONS RELATING TO NATIONAL DE-
FENSE

XII Defense Logistics Agency (Parts 1200—1299)

XVI Selective Service System (Parts 1600—1699)

XIX Central Intelligence Agency (Parts 1900—1999)

XX Information Security Oversight Office, National Archives and
Records Administration (Parts 2000—2099)

XXI National Security Council (Parts 2100—2199)

XXIV Office of Science and Technology Policy (Parts 2400—2499)

XXVII Office for Micronesian Status Negotiations (Parts 2700—2799)

XXVIII Office of the Vice President of the United States (Parts 2800—
2899)

XXIX Presidential Commission on the Assignment of Women in the
Armed Forces (Part 2900)

Title 33—Navigation and Navigable Waters

I Coast Guard, Department of Transportation (Parts 1—199)

II Corps of Engineers, Department of the Army (Parts 200—399)

IV Saint Lawrence Seaway Development Corporation, Department
of Transportation (Parts 400—499)

Title 34—Education

SUBTITLE A—OFFICE OF THE SECRETARY, DEPARTMENT OF EDU-
CATION (PARTS 1—99)

SUBTITLE B—REGULATIONS OF THE OFFICES OF THE DEPARTMENT
OF EDUCATION

I Office for Civil Rights, Department of Education (Parts 100—199)

II Office of Elementary and Secondary Education, Department of
Education (Parts 200—299)

III Office of Special Education and Rehabilitative Services, Depart-
ment of Education (Parts 300—399)

IV Office of Vocational and Adult Education, Department of Edu-
cation (Parts 400—499)

V Office of Bilingual Education and Minority Languages Affairs,
Department of Education (Parts 500—599)

VI Office of Postsecondary Education, Department of Education
(Parts 600—699)

VII Office of Educational Research and Improvement, Department of
Education (Parts 700—799)

XI National Institute for Literacy (Parts 1100—1199)

SUBTITLE C—REGULATIONS RELATING TO EDUCATION

XII National Council on Disability (Parts 1200—1299)
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Chap.
Title 35—Panama Canal

I Panama Canal Regulations (Parts 1—299)

Title 36—Parks, Forests, and Public Property

I National Park Service, Department of the Interior (Parts 1—199)

II Forest Service, Department of Agriculture (Parts 200—299)

III Corps of Engineers, Department of the Army (Parts 300—399)

IV American Battle Monuments Commission (Parts 400—499)

V Smithsonian Institution (Parts 500—599)

VII Library of Congress (Parts 700—799)

VIII Advisory Council on Historic Preservation (Parts 800—899)

IX Pennsylvania Avenue Development Corporation (Parts 900—999)

X Presidio Trust (Parts 1000—1099)

XI Architectural and Transportation Barriers Compliance Board
(Parts 1100—1199)

XII National Archives and Records Administration (Parts 1200—1299)

XIV Assassination Records Review Board (Parts 1400—1499)

Title 37—Patents, Trademarks, and Copyrights

I Patent and Trademark Office, Department of Commerce (Parts
1—199)

II Copyright Office, Library of Congress (Parts 200—299)

IV Assistant Secretary for Technology Policy, Department of Com-
merce (Parts 400—499)

V Under Secretary for Technology, Department of Commerce
(Parts 500—599)

Title 38—Pensions, Bonuses, and Veterans’ Relief

I Department of Veterans Affairs (Parts 0—99)

Title 39—Postal Service

I United States Postal Service (Parts 1—999)

III Postal Rate Commission (Parts 3000—3099)

Title 40—Protection of Environment

I Environmental Protection Agency (Parts 1—799)

V Council on Environmental Quality (Parts 1500—1599)

Title 41—Public Contracts and Property Management

SUBTITLE B—OTHER PROVISIONS RELATING TO PUBLIC CONTRACTS

50 Public Contracts, Department of Labor (Parts 50–1—50–999)

VerDate 26<APR>99 13:57 Apr 26, 1999 Jkt 183082 PO 00000 Frm 00014 Fmt 8092 Sfmt 8092 Y:\SGML\183082B.XXX pfrm04 PsN: 183082B



653

Chap.
Title 41—Public Contracts and Property Management—Continued

51 Committee for Purchase From People Who Are Blind or Severely
Disabled (Parts 51–1—51–99)

60 Office of Federal Contract Compliance Programs, Equal Employ-
ment Opportunity, Department of Labor (Parts 60–1—60–999)

61 Office of the Assistant Secretary for Veterans Employment and
Training, Department of Labor (Parts 61–1—61–999)

SUBTITLE C—FEDERAL PROPERTY MANAGEMENT REGULATIONS
SYSTEM

101 Federal Property Management Regulations (Parts 101–1—101–99)

105 General Services Administration (Parts 105–1—105–999)

109 Department of Energy Property Management Regulations (Parts
109–1—109–99)

114 Department of the Interior (Parts 114–1—114–99)

115 Environmental Protection Agency (Parts 115–1—115–99)

128 Department of Justice (Parts 128–1—128–99)

SUBTITLE D—OTHER PROVISIONS RELATING TO PROPERTY MANAGE-
MENT [RESERVED]

SUBTITLE E—FEDERAL INFORMATION RESOURCES MANAGEMENT
REGULATIONS SYSTEM

201 Federal Information Resources Management Regulation (Parts
201–1—201–99) [Reserved]

SUBTITLE F—FEDERAL TRAVEL REGULATION SYSTEM

300 General (Parts 300–1—300.99)

301 Temporary Duty (TDY) Travel Allowances (Parts 301–1—301–99)

302 Relocation Allowances (Parts 302–1—302–99)

303 Payment of Expenses Connected with the Death of Certain Em-
ployees (Parts 303–1—303–2)

304 Payment from a Non-Federal Source for Travel Expenses (Parts
304–1—304–99)

Title 42—Public Health

I Public Health Service, Department of Health and Human Serv-
ices (Parts 1—199)

IV Health Care Financing Administration, Department of Health
and Human Services (Parts 400—499)

V Office of Inspector General-Health Care, Department of Health
and Human Services (Parts 1000—1999)

Title 43—Public Lands: Interior

SUBTITLE A—OFFICE OF THE SECRETARY OF THE INTERIOR (PARTS
1—199)

SUBTITLE B—REGULATIONS RELATING TO PUBLIC LANDS

I Bureau of Reclamation, Department of the Interior (Parts 200—
499)

II Bureau of Land Management, Department of the Interior (Parts
1000—9999)
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Chap.
Title 43—Public Lands: Interior—Continued

III Utah Reclamation Mitigation and Conservation Commission
(Parts 10000—10005)

Title 44—Emergency Management and Assistance

I Federal Emergency Management Agency (Parts 0—399)

IV Department of Commerce and Department of Transportation
(Parts 400—499)

Title 45—Public Welfare

SUBTITLE A—DEPARTMENT OF HEALTH AND HUMAN SERVICES
(PARTS 1—199)

SUBTITLE B—REGULATIONS RELATING TO PUBLIC WELFARE

II Office of Family Assistance (Assistance Programs), Administra-
tion for Children and Families, Department of Health and
Human Services (Parts 200—299)

III Office of Child Support Enforcement (Child Support Enforce-
ment Program), Administration for Children and Families,
Department of Health and Human Services (Parts 300—399)

IV Office of Refugee Resettlement, Administration for Children and
Families Department of Health and Human Services (Parts
400—499)

V Foreign Claims Settlement Commission of the United States,
Department of Justice (Parts 500—599)

VI National Science Foundation (Parts 600—699)

VII Commission on Civil Rights (Parts 700—799)

VIII Office of Personnel Management (Parts 800—899)

X Office of Community Services, Administration for Children and
Families, Department of Health and Human Services (Parts
1000—1099)

XI National Foundation on the Arts and the Humanities (Parts
1100—1199)

XII Corporation for National and Community Service (Parts 1200—
1299)

XIII Office of Human Development Services, Department of Health
and Human Services (Parts 1300—1399)

XVI Legal Services Corporation (Parts 1600—1699)

XVII National Commission on Libraries and Information Science
(Parts 1700—1799)

XVIII Harry S. Truman Scholarship Foundation (Parts 1800—1899)

XXI Commission on Fine Arts (Parts 2100—2199)

XXII Christopher Columbus Quincentenary Jubilee Commission
(Parts 2200—2299)

XXIII Arctic Research Commission (Part 2301)

XXIV James Madison Memorial Fellowship Foundation (Parts 2400—
2499)

XXV Corporation for National and Community Service (Parts 2500—
2599)
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Chap.
Title 46—Shipping

I Coast Guard, Department of Transportation (Parts 1—199)

II Maritime Administration, Department of Transportation (Parts
200—399)

III Coast Guard (Great Lakes Pilotage), Department of Transpor-
tation (Parts 400—499)

IV Federal Maritime Commission (Parts 500—599)

Title 47—Telecommunication

I Federal Communications Commission (Parts 0—199)

II Office of Science and Technology Policy and National Security
Council (Parts 200—299)

III National Telecommunications and Information Administration,
Department of Commerce (Parts 300—399)

Title 48—Federal Acquisition Regulations System

1 Federal Acquisition Regulation (Parts 1—99)

2 Department of Defense (Parts 200—299)

3 Department of Health and Human Services (Parts 300—399)

4 Department of Agriculture (Parts 400—499)

5 General Services Administration (Parts 500—599)

6 Department of State (Parts 600—699)

7 United States Agency for International Development (Parts
700—799)

8 Department of Veterans Affairs (Parts 800—899)

9 Department of Energy (Parts 900—999)

10 Department of the Treasury (Parts 1000—1099)

12 Department of Transportation (Parts 1200—1299)

13 Department of Commerce (Parts 1300—1399)

14 Department of the Interior (Parts 1400—1499)

15 Environmental Protection Agency (Parts 1500—1599)

16 Office of Personnel Management Federal Employees Health Ben-
efits Acquisition Regulation (Parts 1600—1699)

17 Office of Personnel Management (Parts 1700—1799)

18 National Aeronautics and Space Administration (Parts 1800—
1899)

19 United States Information Agency (Parts 1900—1999)

20 Nuclear Regulatory Commission (Parts 2000—2099)

21 Office of Personnel Management, Federal Employees Group Life
Insurance Federal Acquisition Regulation (Parts 2100—2199)

23 Social Security Administration (Parts 2300—2399)

24 Department of Housing and Urban Development (Parts 2400—
2499)

25 National Science Foundation (Parts 2500—2599)

28 Department of Justice (Parts 2800—2899)

29 Department of Labor (Parts 2900—2999)
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Chap.
Title 48—Federal Acquisition Regulations System—Continued

34 Department of Education Acquisition Regulation (Parts 3400—
3499)

35 Panama Canal Commission (Parts 3500—3599)

44 Federal Emergency Management Agency (Parts 4400—4499)

51 Department of the Army Acquisition Regulations (Parts 5100—
5199)

52 Department of the Navy Acquisition Regulations (Parts 5200—
5299)

53 Department of the Air Force Federal Acquisition Regulation
Supplement (Parts 5300—5399)

54 Defense Logistics Agency, Department of Defense (Part 5452)

57 African Development Foundation (Parts 5700—5799)

61 General Services Administration Board of Contract Appeals
(Parts 6100—6199)

63 Department of Transportation Board of Contract Appeals (Parts
6300—6399)

99 Cost Accounting Standards Board, Office of Federal Procure-
ment Policy, Office of Management and Budget (Parts 9900—
9999)

Title 49—Transportation

SUBTITLE A—OFFICE OF THE SECRETARY OF TRANSPORTATION
(PARTS 1—99)

SUBTITLE B—OTHER REGULATIONS RELATING TO TRANSPORTATION

I Research and Special Programs Administration, Department of
Transportation (Parts 100—199)

II Federal Railroad Administration, Department of Transportation
(Parts 200—299)

III Federal Highway Administration, Department of Transportation
(Parts 300—399)

IV Coast Guard, Department of Transportation (Parts 400—499)

V National Highway Traffic Safety Administration, Department of
Transportation (Parts 500—599)

VI Federal Transit Administration, Department of Transportation
(Parts 600—699)

VII National Railroad Passenger Corporation (AMTRAK) (Parts
700—799)

VIII National Transportation Safety Board (Parts 800—999)

X Surface Transportation Board, Department of Transportation
(Parts 1000—1399)

XI Bureau of Transportation Statistics, Department of Transpor-
tation (Parts 1400—1499)

Title 50—Wildlife and Fisheries

I United States Fish and Wildlife Service, Department of the Inte-
rior (Parts 1—199)
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Chap.
Title 50—Wildlife and Fisheries—Continued

II National Marine Fisheries Service, National Oceanic and Atmos-
pheric Administration, Department of Commerce (Parts 200—
299)

III International Fishing and Related Activities (Parts 300—399)

IV Joint Regulations (United States Fish and Wildlife Service, De-
partment of the Interior and National Marine Fisheries Serv-
ice, National Oceanic and Atmospheric Administration, De-
partment of Commerce); Endangered Species Committee Reg-
ulations (Parts 400—499)

V Marine Mammal Commission (Parts 500—599)

VI Fishery Conservation and Management, National Oceanic and
Atmospheric Administration, Department of Commerce (Parts
600—699)

CFR Index and Finding Aids

Subject/Agency Index

List of Agency Prepared Indexes

Parallel Tables of Statutory Authorities and Rules

List of CFR Titles, Chapters, Subchapters, and Parts

Alphabetical List of Agencies Appearing in the CFR
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Alphabetical List of Agencies Appearing in the CFR
(Revised as of March 31, 1999)

Agency
CFR Title, Subtitle or

Chapter

Administrative Committee of the Federal Register 1, I
Advanced Research Projects Agency 32, I
Advisory Commission on Intergovernmental Relations 5, VII
Advisory Committee on Federal Pay 5, IV
Advisory Council on Historic Preservation 36, VIII
African Development Foundation 22, XV

Federal Acquisition Regulation 48, 57
Agency for International Development 22, II

Federal Acquisition Regulation 48, 7
Agricultural Marketing Service 7, I, IX, X, XI
Agricultural Research Service 7, V
Agriculture Department

Agricultural Marketing Service 7, I, IX, X, XI
Agricultural Research Service 7, V
Animal and Plant Health Inspection Service 7, III; 9, I
Chief Financial Officer, Office of 7, XXX
Commodity Credit Corporation 7, XIV
Cooperative State Research, Education, and Extension

Service
7, XXXIV

Economic Research Service 7, XXXVII
Energy, Office of 7, XXIX
Environmental Quality, Office of 7, XXXI
Farm Service Agency 7, VII, XVIII
Federal Acquisition Regulation 48, 4
Federal Crop Insurance Corporation 7, IV
Food and Nutrition Service 7, II
Food Safety and Inspection Service 9, III
Foreign Agricultural Service 7, XV
Forest Service 36, II
Grain Inspection, Packers and Stockyards Administration 7, VIII; 9, II
Information Resources Management, Office of 7, XXVII
Inspector General, Office of 7, XXVI
National Agricultural Library 7, XLI
National Agricultural Statistics Service 7, XXXVI
Natural Resources Conservation Service 7, VI
Operations, Office of 7, XXVIII
Procurement and Property Management, Office of 7, XXXII
Rural Business-Cooperative Service 7, XVIII, XLII
Rural Development Administration 7, XLII
Rural Housing Service 7, XVIII, XXXV
Rural Telephone Bank 7, XVI
Rural Utilities Service 7, XVII, XVIII, XLII
Secretary of Agriculture, Office of 7, Subtitle A
Transportation, Office of 7, XXXIII
World Agricultural Outlook Board 7, XXXVIII

Air Force Department 32, VII
Federal Acquisition Regulation Supplement 48, 53

Alcohol, Tobacco and Firearms, Bureau of 27, I
AMTRAK 49, VII
American Battle Monuments Commission 36, IV
American Indians, Office of the Special Trustee 25, VII
Animal and Plant Health Inspection Service 7, III; 9, I
Appalachian Regional Commission 5, IX
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Agency
CFR Title, Subtitle or

Chapter

Architectural and Transportation Barriers Compliance Board 36, XI
Arctic Research Commission 45, XXIII
Armed Forces Retirement Home 5, XI
Army Department 32, V

Engineers, Corps of 33, II; 36, III
Federal Acquisition Regulation 48, 51

Assassination Records Review Board 36, XIV
Benefits Review Board 20, VII
Bilingual Education and Minority Languages Affairs, Office of 34, V
Blind or Severely Disabled, Committee for Purchase From

People Who Are
41, 51

Board for International Broadcasting 22, XIII
Census Bureau 15, I
Central Intelligence Agency 32, XIX
Chief Financial Officer, Office of 7, XXX
Child Support Enforcement, Office of 45, III
Children and Families, Administration for 45, II, III, IV, X
Christopher Columbus Quincentenary Jubilee Commission 45, XXII
Civil Rights, Commission on 45, VII
Civil Rights, Office for 34, I
Coast Guard 33, I; 46, I; 49, IV
Coast Guard (Great Lakes Pilotage) 46, III
Commerce Department 44, IV

Census Bureau 15, I‘
Economic Affairs, Under Secretary 37, V
Economic Analysis, Bureau of 15, VIII
Economic Development Administration 13, III
Emergency Management and Assistance 44, IV
Export Administration, Bureau of 15, VII
Federal Acquisition Regulation 48, 13
Fishery Conservation and Management 50, VI
Foreign-Trade Zones Board 15, IV
International Trade Administration 15, III; 19, III
National Institute of Standards and Technology 15, II
National Marine Fisheries Service 50, II, IV, VI
National Oceanic and Atmospheric Administration 15, IX; 50, II, III, IV, VI
National Telecommunications and Information

Administration
15, XXIII; 47, III

National Weather Service 15, IX
Patent and Trademark Office 37, I
Productivity, Technology and Innovation, Assistant

Secretary for
37, IV

Secretary of Commerce, Office of 15, Subtitle A
Technology, Under Secretary for 37, V
Technology Administration 15, XI
Technology Policy, Assistant Secretary for 37, IV

Commercial Space Transportation 14, III
Commodity Credit Corporation 7, XIV
Commodity Futures Trading Commission 5, XLI; 17, I
Community Planning and Development, Office of Assistant

Secretary for
24, V, VI

Community Services, Office of 45, X
Comptroller of the Currency 12, I
Construction Industry Collective Bargaining Commission 29, IX
Consumer Product Safety Commission 5, LXXI; 16, II
Cooperative State Research, Education, and Extension

Service
7, XXXIV

Copyright Office 37, II
Corporation for National and Community Service 45, XII, XXV
Cost Accounting Standards Board 48, 99
Council on Environmental Quality 40, V
Customs Service, United States 19, I
Defense Contract Audit Agency 32, I
Defense Department 5, XXVI; 32, Subtitle A

Advanced Research Projects Agency 32, I
Air Force Department 32, VII
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Agency
CFR Title, Subtitle or

Chapter

Army Department 32, V; 33, II; 36, III, 48,
51

Defense Intelligence Agency 32, I
Defense Logistics Agency 32, I, XII; 48, 54
Engineers, Corps of 33, II; 36, III
Federal Acquisition Regulation 48, 2
National Imagery and Mapping Agency 32, I
Navy Department 32, VI; 48, 52
Secretary of Defense, Office of 32, I

Defense Contract Audit Agency 32, I
Defense Intelligence Agency 32, I
Defense Logistics Agency 32, XII; 48, 54
Defense Nuclear Facilities Safety Board 10, XVII
Delaware River Basin Commission 18, III
Drug Enforcement Administration 21, II
East-West Foreign Trade Board 15, XIII
Economic Affairs, Under Secretary 37, V
Economic Analysis, Bureau of 15, VIII
Economic Development Administration 13, III
Economic Research Service 7, XXXVII
Education, Department of 5, LIII

Bilingual Education and Minority Languages Affairs, Office
of

34, V

Civil Rights, Office for 34, I
Educational Research and Improvement, Office of 34, VII
Elementary and Secondary Education, Office of 34, II
Federal Acquisition Regulation 48, 34
Postsecondary Education, Office of 34, VI
Secretary of Education, Office of 34, Subtitle A
Special Education and Rehabilitative Services, Office of 34, III
Vocational and Adult Education, Office of 34, IV

Educational Research and Improvement, Office of 34, VII
Elementary and Secondary Education, Office of 34, II
Employees’ Compensation Appeals Board 20, IV
Employees Loyalty Board 5, V
Employment and Training Administration 20, V
Employment Standards Administration 20, VI
Endangered Species Committee 50, IV
Energy, Department of 5, XXIII; 10, II, III, X

Federal Acquisition Regulation 48, 9
Federal Energy Regulatory Commission 5, XXIV; 18, I
Property Management Regulations 41, 109

Energy, Office of 7, XXIX
Engineers, Corps of 33, II; 36, III
Engraving and Printing, Bureau of 31, VI
Environmental Protection Agency 5, LIV; 40, I

Federal Acquisition Regulation 48, 15
Property Management Regulations 41, 115

Environmental Quality, Office of 7, XXXI
Equal Employment Opportunity Commission 5, LXII; 29, XIV
Equal Opportunity, Office of Assistant Secretary for 24, I
Executive Office of the President 3, I

Administration, Office of 5, XV
Environmental Quality, Council on 40, V
Management and Budget, Office of 25, III, LXXVII; 48, 99
National Drug Control Policy, Office of 21, III
National Security Council 32, XXI; 47, 2
Presidential Documents 3
Science and Technology Policy, Office of 32, XXIV; 47, II
Trade Representative, Office of the United States 15, XX

Export Administration, Bureau of 15, VII
Export-Import Bank of the United States 5, LII; 12, IV
Family Assistance, Office of 45, II
Farm Credit Administration 5, XXXI; 12, VI
Farm Credit System Insurance Corporation 5, XXX; 12, XIV
Farm Service Agency 7, VII, XVIII
Federal Acquisition Regulation 48, 1
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Agency
CFR Title, Subtitle or

Chapter

Federal Aviation Administration 14, I
Commercial Space Transportation 14, III

Federal Claims Collection Standards 4, II
Federal Communications Commission 5, XXIX; 47, I
Federal Contract Compliance Programs, Office of 41, 60
Federal Crop Insurance Corporation 7, IV
Federal Deposit Insurance Corporation 5, XXII; 12, III
Federal Election Commission 11, I
Federal Emergency Management Agency 44, I

Federal Acquisition Regulation 48, 44
Federal Employees Group Life Insurance Federal Acquisition

Regulation
48, 21

Federal Employees Health Benefits Acquisition Regulation 48, 16
Federal Energy Regulatory Commission 5, XXIV; 18, I
Federal Financial Institutions Examination Council 12, XI
Federal Financing Bank 12, VIII
Federal Highway Administration 23, I, II; 49, III
Federal Home Loan Mortgage Corporation 1, IV
Federal Housing Enterprise Oversight Office 12, XVII
Federal Housing Finance Board 12, IX
Federal Labor Relations Authority, and General Counsel of

the Federal Labor Relations Authority
5, XIV; 22, XIV

Federal Law Enforcement Training Center 31, VII
Federal Maritime Commission 46, IV
Federal Mediation and Conciliation Service 29, XII
Federal Mine Safety and Health Review Commission 5, LXXIV; 29, XXVII
Federal Pay, Advisory Committee on 5, IV
Federal Prison Industries, Inc. 28, III
Federal Procurement Policy Office 48, 99
Federal Property Management Regulations 41, 101
Federal Property Management Regulations System 41, Subtitle C
Federal Railroad Administration 49, II
Federal Register, Administrative Committee of 1, I
Federal Register, Office of 1, II
Federal Reserve System 12, II

Board of Governors 5, LVIII
Federal Retirement Thrift Investment Board 5, VI, LXXVI
Federal Service Impasses Panel 5, XIV
Federal Trade Commission 5, XLVII; 16, I
Federal Transit Administration 49, VI
Federal Travel Regulation System 41, Subtitle F
Fine Arts, Commission on 45, XXI
Fiscal Service 31, II
Fish and Wildlife Service, United States 50, I, IV
Fishery Conservation and Management 50, VI
Food and Drug Administration 21, I
Food and Nutrition Service 7, II
Food Safety and Inspection Service 9, III
Foreign Agricultural Service 7, XV
Foreign Assets Control, Office of 31, V
Foreign Claims Settlement Commission of the United States 45, V
Foreign Service Grievance Board 22, IX
Foreign Service Impasse Disputes Panel 22, XIV
Foreign Service Labor Relations Board 22, XIV
Foreign-Trade Zones Board 15, IV
Forest Service 36, II
General Accounting Office 4, I, II
General Services Administration 5, LVII

Contract Appeals, Board of 48, 61
Federal Acquisition Regulation 48, 5
Federal Property Management Regulations System 41, 101, 105
Federal Travel Regulation System 41, Subtitle F
General 41, 300
Payment From a Non-Federal Source for Travel Expenses 41, 304
Payment of Expenses Connected With the Death of Certain

Employees
41, 303

Relocation Allowances 41, 302
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Agency
CFR Title, Subtitle or

Chapter

Temporary Duty (TDY) Travel Allowances 41, 301
Geological Survey 30, IV
Government Ethics, Office of 5, XVI
Government National Mortgage Association 24, III
Grain Inspection, Packers and Stockyards Administration 7, VIII; 9, II
Harry S. Truman Scholarship Foundation 45, XVIII
Health and Human Services, Department of 5, XLV; 45, Subtitle A

Child Support Enforcement, Office of 45, III
Children and Families, Administration for 45, II, III, IV, X
Community Services, Office of 45, X
Family Assistance, Office of 45, II
Federal Acquisition Regulation 48, 3
Food and Drug Administration 21, I
Health Care Financing Administration 42, IV
Human Development Services, Office of 45, XIII
Indian Health Service 25, V
Inspector General (Health Care), Office of 42, V
Public Health Service 42, I
Refugee Resettlement, Office of 45, IV

Health Care Financing Administration 42, IV
Housing and Urban Development, Department of 5, LXV; 24, Subtitle B

Community Planning and Development, Office of Assistant
Secretary for

24, V, VI

Equal Opportunity, Office of Assistant Secretary for 24, I
Federal Acquisition Regulation 48, 24
Federal Housing Enterprise Oversight, Office of 12, XVII
Government National Mortgage Association 24, III
Housing—Federal Housing Commissioner, Office of

Assistant Secretary for
24, II, VIII, X, XX

Inspector General, Office of 24, XII
Multifamily Housing Assistance Restructuring, Office of 24, IV
Public and Indian Housing, Office of Assistant Secretary for 24, IX
Secretary, Office of 24, Subtitle A, VII

Housing—Federal Housing Commissioner, Office of Assistant
Secretary for

24, II, VIII, X, XX

Human Development Services, Office of 45, XIII
Immigration and Naturalization Service 8, I
Independent Counsel, Office of 28, VII
Indian Affairs, Bureau of 25, I, V
Indian Affairs, Office of the Assistant Secretary 25, VI
Indian Arts and Crafts Board 25, II
Indian Health Service 25, V
Information Agency, United States 22, V

Federal Acquisition Regulation 48, 19
Information Resources Management, Office of 7, XXVII
Information Security Oversight Office, National Archives and

Records Administration
32, XX

Inspector General
Agriculture Department 7, XXVI
Health and Human Services Department 42, V
Housing and Urban Development Department 24, XII

Institute of Peace, United States 22, XVII
Inter-American Foundation 5, LXIII; 22, X
Intergovernmental Relations, Advisory Commission on 5, VII
Interior Department

American Indians, Office of the Special Trustee 25, VII
Endangered Species Committee 50, IV
Federal Acquisition Regulation 48, 14
Federal Property Management Regulations System 41, 114
Fish and Wildlife Service, United States 50, I, IV
Geological Survey 30, IV
Indian Affairs, Bureau of 25, I, V
Indian Affairs, Office of the Assistant Secretary 25, VI
Indian Arts and Crafts Board 25, II
Land Management, Bureau of 43, II
Minerals Management Service 30, II
Mines, Bureau of 30, VI
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Agency
CFR Title, Subtitle or

Chapter

National Indian Gaming Commission 25, III
National Park Service 36, I
Reclamation, Bureau of 43, I
Secretary of the Interior, Office of 43, Subtitle A
Surface Mining and Reclamation Appeals, Board of 30, III
Surface Mining Reclamation and Enforcement, Office of 30, VII

Internal Revenue Service 26, I
International Boundary and Water Commission, United States

and Mexico, United States Section
22, XI

International Development, Agency for 22, II
Federal Acquisition Regulation 48, 7

International Development Cooperation Agency, United
States

22, XII

International Development, Agency for 22, II; 48, 7
Overseas Private Investment Corporation 5, XXXIII; 22, VII

International Fishing and Related Activities 50, III
International Investment, Office of 31, VIII
International Joint Commission, United States and Canada 22, IV
International Organizations Employees Loyalty Board 5, V
International Trade Administration 15, III; 19, III
International Trade Commission, United States 19, II
Interstate Commerce Commission 5, XL
James Madison Memorial Fellowship Foundation 45, XXIV
Japan–United States Friendship Commission 22, XVI
Joint Board for the Enrollment of Actuaries 20, VIII
Justice Department 5, XXVIII; 28, I

Drug Enforcement Administration 21, II
Federal Acquisition Regulation 48, 28
Federal Claims Collection Standards 4, II
Federal Prison Industries, Inc. 28, III
Foreign Claims Settlement Commission of the United

States
45, V

Immigration and Naturalization Service 8, I
Offices of Independent Counsel 28, VI
Prisons, Bureau of 28, V
Property Management Regulations 41, 128

Labor Department 5, XLII
Benefits Review Board 20, VII
Employees’ Compensation Appeals Board 20, IV
Employment and Training Administration 20, V
Employment Standards Administration 20, VI
Federal Acquisition Regulation 48, 29
Federal Contract Compliance Programs, Office of 41, 60
Federal Procurement Regulations System 41, 50
Labor-Management Standards, Office of 29, II, IV
Mine Safety and Health Administration 30, I
Occupational Safety and Health Administration 29, XVII
Pension and Welfare Benefits Administration 29, XXV
Public Contracts 41, 50
Secretary of Labor, Office of 29, Subtitle A
Veterans’ Employment and Training, Office of the Assistant

Secretary for
41, 61; 20, IX

Wage and Hour Division 29, V
Workers’ Compensation Programs, Office of 20, I

Labor-Management Standards, Office of 29, II, IV
Land Management, Bureau of 43, II
Legal Services Corporation 45, XVI
Library of Congress 36, VII

Copyright Office 37, II
Management and Budget, Office of 5, III, LXXVII; 48, 99
Marine Mammal Commission 50, V
Maritime Administration 46, II
Merit Systems Protection Board 5, II
Micronesian Status Negotiations, Office for 32, XXVII
Mine Safety and Health Administration 30, I
Minerals Management Service 30, II
Mines, Bureau of 30, VI
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Agency
CFR Title, Subtitle or

Chapter

Minority Business Development Agency 15, XIV
Miscellaneous Agencies 1, IV
Monetary Offices 31, I
Multifamily Housing Assistance Restructuring, Office of 24, IV
National Aeronautics and Space Administration 5, LIX; 14, V

Federal Acquisition Regulation 48, 18
National Agricultural Library 7, XLI
National Agricultural Statistics Service 7, XXXVI
National Archives and Records Administration 5, LXVI; 36, XII

Information Security Oversight Office 32, XX
National Bureau of Standards 15, II
National Capital Planning Commission 1, IV
National Commission for Employment Policy 1, IV
National Commission on Libraries and Information Science 45, XVII
National and Community Service, Corporation for 45, XII, XXV
National Council on Disability 34, XII
National Credit Union Administration 12, VII
National Drug Control Policy, Office of 21, III
National Foundation on the Arts and the Humanities 45, XI
National Highway Traffic Safety Administration 23, II, III; 49, V
National Imagery and Mapping Agency 32, I
National Indian Gaming Commission 25, III
National Institute for Literacy 34, XI
National Institute of Standards and Technology 15, II
National Labor Relations Board 5, LXI; 29, I
National Marine Fisheries Service 50, II, IV, VI
National Mediation Board 29, X
National Oceanic and Atmospheric Administration 15, IX; 50, II, III, IV, VI
National Park Service 36, I
National Railroad Adjustment Board 29, III
National Railroad Passenger Corporation (AMTRAK) 49, VII
National Science Foundation 5, XLIII; 45, VI

Federal Acquisition Regulation 48, 25
National Security Council 32, XXI
National Security Council and Office of Science and

Technology Policy
47, II

National Telecommunications and Information
Administration

15, XXIII; 47, III

National Transportation Safety Board 49, VIII
National Weather Service 15, IX
Natural Resources Conservation Service 7, VI
Navajo and Hopi Indian Relocation, Office of 25, IV
Navy Department 32, VI

Federal Acquisition Regulation 48, 52
Neighborhood Reinvestment Corporation 24, XXV
Northeast Dairy Compact Commission 7, XIII
Nuclear Regulatory Commission 5, XLVIII; 10, I

Federal Acquisition Regulation 48, 20
Occupational Safety and Health Administration 29, XVII
Occupational Safety and Health Review Commission 29, XX
Offices of Independent Counsel 28, VI
Operations Office 7, XXVIII
Overseas Private Investment Corporation 5, XXXIII; 22, VII
Panama Canal Commission 48, 35
Panama Canal Regulations 35, I
Patent and Trademark Office 37, I
Payment From a Non-Federal Source for Travel Expenses 41, 304
Payment of Expenses Connected With the Death of Certain

Employees
41, 303

Peace Corps 22, III
Pennsylvania Avenue Development Corporation 36, IX
Pension and Welfare Benefits Administration 29, XXV
Pension Benefit Guaranty Corporation 29, XL
Personnel Management, Office of 5, I, XXXV; 45, VIII

Federal Acquisition Regulation 48, 17
Federal Employees Group Life Insurance Federal

Acquisition Regulation
48, 21
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Agency
CFR Title, Subtitle or

Chapter

Federal Employees Health Benefits Acquisition Regulation 48, 16
Postal Rate Commission 5, XLVI; 39, III
Postal Service, United States 5, LX; 39, I
Postsecondary Education, Office of 34, VI
President’s Commission on White House Fellowships 1, IV
Presidential Commission on the Assignment of Women in the

Armed Forces
32, XXIX

Presidential Documents 3
Presidio Trust 36, X
Prisons, Bureau of 28, V
Procurement and Property Management, Office of 7, XXXII
Productivity, Technology and Innovation, Assistant

Secretary
37, IV

Public Contracts, Department of Labor 41, 50
Public and Indian Housing, Office of Assistant Secretary for 24, IX
Public Health Service 42, I
Railroad Retirement Board 20, II
Reclamation, Bureau of 43, I
Refugee Resettlement, Office of 45, IV
Regional Action Planning Commissions 13, V
Relocation Allowances 41, 302
Research and Special Programs Administration 49, I
Rural Business-Cooperative Service 7, XVIII, XLII
Rural Development Administration 7, XLII
Rural Housing Service 7, XVIII, XXXV
Rural Telephone Bank 7, XVI
Rural Utilities Service 7, XVII, XVIII, XLII
Saint Lawrence Seaway Development Corporation 33, IV
Science and Technology Policy, Office of 32, XXIV
Science and Technology Policy, Office of, and National

Security Council
47, II

Secret Service 31, IV
Securities and Exchange Commission 17, II
Selective Service System 32, XVI
Small Business Administration 13, I
Smithsonian Institution 36, V
Social Security Administration 20, III; 48, 23
Soldiers’ and Airmen’s Home, United States 5, XI
Special Counsel, Office of 5, VIII
Special Education and Rehabilitative Services, Office of 34, III
State Department 22, I

Federal Acquisition Regulation 48, 6
Surface Mining and Reclamation Appeals, Board of 30, III
Surface Mining Reclamation and Enforcement, Office of 30, VII
Surface Transportation Board 49, X
Susquehanna River Basin Commission 18, VIII
Technology Administration 15, XI
Technology Policy, Assistant Secretary for 37, IV
Technology, Under Secretary for 37, V
Tennessee Valley Authority 5, LXIX; 18, XIII
Thrift Supervision Office, Department of the Treasury 12, V
Trade Representative, United States, Office of 15, XX
Transportation, Department of 5, L

Coast Guard 33, I; 46, I; 49, IV
Coast Guard (Great Lakes Pilotage) 46, III
Commercial Space Transportation 14, III
Contract Appeals, Board of 48, 63
Emergency Management and Assistance 44, IV
Federal Acquisition Regulation 48, 12
Federal Aviation Administration 14, I
Federal Highway Administration 23, I, II; 49, III
Federal Railroad Administration 49, II
Federal Transit Administration 49, VI
Maritime Administration 46, II
National Highway Traffic Safety Administration 23, II, III; 49, V
Research and Special Programs Administration 49, I
Saint Lawrence Seaway Development Corporation 33, IV
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Agency
CFR Title, Subtitle or

Chapter

Secretary of Transportation, Office of 14, II; 49, Subtitle A
Surface Transportation Board 49, X
Transportation Statistics Bureau 49, XI

Transportation, Office of 7, XXXIII
Transportation Statistics Brureau 49, XI
Travel Allowances, Temporary Duty (TDY) 41, 301
Treasury Department 5, XXI; 12, XV; 17, IV

Alcohol, Tobacco and Firearms, Bureau of 27, I
Community Development Financial Institutions Fund 12, XVIII
Comptroller of the Currency 12, I
Customs Service, United States 19, I
Engraving and Printing, Bureau of 31, VI
Federal Acquisition Regulation 48, 10
Federal Law Enforcement Training Center 31, VII
Fiscal Service 31, II
Foreign Assets Control, Office of 31, V
Internal Revenue Service 26, I
International Investment, Office of 31, VIII
Monetary Offices 31, I
Secret Service 31, IV
Secretary of the Treasury, Office of 31, Subtitle A
Thrift Supervision, Office of 12, V

Truman, Harry S. Scholarship Foundation 45, XVIII
United States and Canada, International Joint Commission 22, IV
United States and Mexico, International Boundary and Water

Commission, United States Section
22, XI

Utah Reclamation Mitigation and Conservation Commission 43, III
Veterans Affairs Department 38, I

Federal Acquisition Regulation 48, 8
Veterans’ Employment and Training, Office of the Assistant

Secretary for
41, 61; 20, IX

Vice President of the United States, Office of 32, XXVIII
Vocational and Adult Education, Office of 34, IV
Wage and Hour Division 29, V
Water Resources Council 18, VI
Workers’ Compensation Programs, Office of 20, I
World Agricultural Outlook Board 7, XXXVIII
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Table of OMB Control Numbers
The OMB control numbers for chapter I of title 26 were consolidated into

§§ 601.9000 and 602.101 at 50 FR 10221, Mar. 14, 1985. At 61 FR 58008, Nov. 12, 1996,
§ 601.9000 was removed. Section 602.101 is reprinted below for the convenience of
the user.

PART 602—OMB CONTROL NUM-
BERS UNDER THE PAPERWORK RE-
DUCTION ACT

§ 602.101 OMB Control numbers.
(a) Purpose. This part collects and

displays the control numbers assigned
to collections of information in Inter-
nal Revenue Service regulations by the
Office of Management and Budget
(OMB) under the Paperwork Reduction
Act of 1980. The Internal Revenue Serv-
ice intends that this part comply with
the requirements of §§ 1320.7(f), 1320.12,
1320.13, and 1320.14 of 5 CFR part 1320
(OMB regulations implementing the
Paperwork Reduction Act), for the dis-
play of control numbers assigned by
OMB to collections of information in
Internal Revenue Service regulations.
This part does not display control
numbers assigned by the Office of Man-
agement and Budget to collections of
information of the Bureau of Alcohol,
Tobacco, and Firearms.

(b) Display.

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.23–5 ................................................................ 1545–0074
1.25–1T .............................................................. 1545–0922

1545–0930
1.25–2T .............................................................. 1545–0922

1545–0930
1.25–3T .............................................................. 1545–0922

1545–0930
1.25–4T .............................................................. 1545–0922
1.25–5T .............................................................. 1545–0922
1.25–6T .............................................................. 1545–0922
1.25–7T .............................................................. 1545–0922
1.25–8T .............................................................. 1545–0922
1.28–1 ................................................................ 1545–0619
1.31–2 ................................................................ 1545–0074
1.32–2 ................................................................ 1545–0074
1.32–3T .............................................................. 1545–1575
1.37–1 ................................................................ 1545–0074
1.37–3 ................................................................ 1545–0074
1.41–2 ................................................................ 1545–0619
1.41–3 ................................................................ 1545–0619
1.41–4A .............................................................. 1545–0074

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.41–4 (b) and (c) .............................................. 1545–0074
1.41–8(d) ............................................................ 1545–0732
1.41–9 ................................................................ 1545–0619
1.42–1T .............................................................. 1545–0984

1545–0988
1.42–2 ................................................................ 1545–1005
1.42–5 ................................................................ 1545–1291
1.42–6 ................................................................ 1545–1102
1.42–8 ................................................................ 1545–1102
1.42–10 .............................................................. 1545–1102
1.42–13 .............................................................. 1545–1357
1.42–14 .............................................................. 1545–1423
1.43–3(a)(3) ....................................................... 1545–1292
1.43–3(b)(3) ....................................................... 1545–1292
1.44A–1 .............................................................. 1545–0068
1.44A–3 .............................................................. 1545–0074
1.44B–1 .............................................................. 1545–0219
1.458–1 .............................................................. 1545–0879
1.458–2 .............................................................. 1545–0152
1.46–1 ................................................................ 1545–0123

1545–0155
1.46–3 ................................................................ 1545–0155
1.46–4 ................................................................ 1545–0155
1.46–5 ................................................................ 1545–0155
1.46–6 ................................................................ 1545–0155
1.46–8 ................................................................ 1545–0155
1.46–9 ................................................................ 1545–0155
1.46–10 .............................................................. 1545–0118
1.46–11 .............................................................. 1545–0155
1.47–1 ................................................................ 1545–0166

1545–0155
1.47–3 ................................................................ 1545–0166

1545–0155
1.47–4 ................................................................ 1545–0123
1.47–5 ................................................................ 1545–0092
1.47–6 ................................................................ 1545–0099
1.48–3 ................................................................ 1545–0155
1.48–4 ................................................................ 1545–0808

1545–0155
1.48–5 ................................................................ 1545–0155
1.48–6 ................................................................ 1545–0155
1.48–12 .............................................................. 1545–0155
1.50A–1 .............................................................. 1545–0895
1.50A–2 .............................................................. 1545–0895
1.50A–3 .............................................................. 1545–0895
1.50A–4 .............................................................. 1545–0895
1.50A–5 .............................................................. 1545–0895
1.50A–6 .............................................................. 1545–0895
1.50A–7 .............................................................. 1545–0895
1.50B–1 .............................................................. 1545–0895
1.50B–2 .............................................................. 1545–0895
1.50B–3 .............................................................. 1545–0895
1.50B–4 .............................................................. 1545–0895
1.50B–5 .............................................................. 1545–0895
1.51–1 ................................................................ 1545–0219

1545–0241
1545–0244
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1545–0797
1.52–2 ................................................................ 1545–0219
1.52–3 ................................................................ 1545–0219
1.56–1 ................................................................ 1545–0123
1.56(g)–1 ............................................................ 1545–1233
1.56A–1 .............................................................. 1545–0227
1.56A–2 .............................................................. 1545–0227
1.56A–3 .............................................................. 1545–0227
1.56A–4 .............................................................. 1545–0227
1.56A–5 .............................................................. 1545–0227
1.57–5 ................................................................ 1545–0227
1.58–1 ................................................................ 1545–0175
1.58–9(c)(5)(iii)(B) .............................................. 1545–1093
1.58–9(e)(3) ....................................................... 1545–1093
1.61–2 ................................................................ 1545–0771
1.61–2T .............................................................. 1545–0771
1.61–4 ................................................................ 1545–0187
1.61–15 .............................................................. 1545–0074
1.62–2 ................................................................ 1545–1148
1.63–1 ................................................................ 1545–0074
1.67–2T .............................................................. 1545–0110
1.67–3T .............................................................. 1545–0118
1.67–3 ................................................................ 1545–1018
1.71–1T .............................................................. 1545–0074
1.72–4 ................................................................ 1545–0074
1.72–6 ................................................................ 1545–0074
1.72–9 ................................................................ 1545–0074
1.72–17 .............................................................. 1545–0074
1.72–17A ............................................................ 1545–0074
1.72–18 .............................................................. 1545–0074
1.74–1 ................................................................ 1545–1100
1.79–2 ................................................................ 1545–0074
1.79–3 ................................................................ 1545–0074
1.83–2 ................................................................ 1545–0074
1.83–5 ................................................................ 1545–0074
1.83–6 ................................................................ 1545–1448
1.103–10 ............................................................ 1545–0123

1545–0940
1.103–15AT ....................................................... 1545–0720
1.103–18 ............................................................ 1545–1226
1.103(n)–2T ....................................................... 1545–0874
1.103(n)–4T ....................................................... 1545–0874
1.103A–2 ............................................................ 1545–0720
1.105–4 .............................................................. 1545–0074
1.105–5 .............................................................. 1545–0074
1.105–6 .............................................................. 1545–0074
1.108–4 .............................................................. 1545–1539
1.108–5 .............................................................. 1545–1421
1.117–5 .............................................................. 1545–0869
1.119–1 .............................................................. 1545–0067
1.120–3 .............................................................. 1545–0057
1.121–1 .............................................................. 1545–0072
1.121–2 .............................................................. 1545–0072
1.121–3 .............................................................. 1545–0072
1.121–4 .............................................................. 1545–0072

1545–0091
1.121–5 .............................................................. 1545–0072
1.127–2 .............................................................. 1545–0768
1.132–1T ............................................................ 1545–0771
1.132–2 .............................................................. 1545–0771
1.132–2T ............................................................ 1545–0771
1.132–5 .............................................................. 1545–0771
1.132–5T ............................................................ 1545–0771

1545–1098
1.141–1 .............................................................. 1545–1451
1.141–12 ............................................................ 1545–1451
1.142–2 .............................................................. 1545–1451
1.148–0 .............................................................. 1545–1098
1.148–1 .............................................................. 1545–1098
1.148–2 .............................................................. 1545–1098

1545–1347
1.148–3 .............................................................. 1545–1098

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1545–1347
1.148–4 .............................................................. 1545–1098

1545–1347
1.148–5 .............................................................. 1545–1098

1545–1490
1.148–6 .............................................................. 1545–1098

1545–1451
1.148–7 .............................................................. 1545–1098
1.148–7 .............................................................. 1545–1347
1.148–8 .............................................................. 1545–1098
1.148–11 ............................................................ 1545–1098
1.148–11 ............................................................ 1545–1347
1.149(e)–1 .......................................................... 1545–0720
1.150–1 .............................................................. 1545–1347
1.151–1 .............................................................. 1545–0074
1.152–3 .............................................................. 1545–0071
1.152–4 .............................................................. 1545–0074
1.152–4T ............................................................ 1545–0074
1.162–1 .............................................................. 1545–0139
1.162–2 .............................................................. 1545–0139
1.162–3 .............................................................. 1545–0139
1.162–4 .............................................................. 1545–0139
1.162–5 .............................................................. 1545–0139
1.162–6 .............................................................. 1545–0139
1.162–7 .............................................................. 1545–0139
1.162–8 .............................................................. 1545–0139
1.162–9 .............................................................. 1545–0139
1.162–10 ............................................................ 1545–0139
1.162–11 ............................................................ 1545–0139
1.162–12 ............................................................ 1545–0139
1.162–13 ............................................................ 1545–0139
1.162–14 ............................................................ 1545–0139
1.162–15 ............................................................ 1545–0139
1.162–16 ............................................................ 1545–0139
1.162–17 ............................................................ 1545–0139
1.162–18 ............................................................ 1545–0139
1.162–19 ............................................................ 1545–0139
1.162–20 ............................................................ 1545–0139
1.162–27 ............................................................ 1545–1466
1.163–5 .............................................................. 1545–0786

1545–1132
1.163–8T ............................................................ 1545–0995
1.163–10T .......................................................... 1545–0074
1.163–13 ............................................................ 1545–1491
1.163(d)–1 .......................................................... 1545–1421
1.165–1 .............................................................. 1545–0177
1.165–2 .............................................................. 1545–0177
1.165–3 .............................................................. 1545–0177
1.165–4 .............................................................. 1545–0177
1.165–5 .............................................................. 1545–0177
1.165–6 .............................................................. 1545–0177
1.165–7 .............................................................. 1545–0177
1.165–8 .............................................................. 1545–0177
1.165–9 .............................................................. 1545–0177
1.165–10 ............................................................ 1545–0177
1.165–11 ............................................................ 1545–0074

1545–0177
1545–0786

1.165–12 ............................................................ 1545–0786
1.166–1 .............................................................. 1545–0123
1.166–2 .............................................................. 1545–1254
1.166–4 .............................................................. 1545–0123
1.166–10 ............................................................ 1545–0123
1.167(a)–5T ....................................................... 1545–1021
1.167(a)–7 .......................................................... 1545–0172
1.167(a)–11 ........................................................ 1545–0152

1545–0172
1.167(a)–12 ........................................................ 1545–0172
1.167(d)–1 .......................................................... 1545–0172
1.167(e)–1 .......................................................... 1545–0172
1.167(f)–11 ......................................................... 1545–0172
1.167(l)–1 ........................................................... 1545–0172
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1.168(d)–1 .......................................................... 1545–1146
1.168(f)(8)–1T .................................................... 1545–0923
1.168(i)–1 ........................................................... 1545–1331
1.168–5 .............................................................. 1545–0172
1.169–4 .............................................................. 1545–0172
1.170–1 .............................................................. 1545–0074
1.170–2 .............................................................. 1545–0074
1.170–3 .............................................................. 1545–0123
1.170A–1 ............................................................ 1545–0074
1.170A–2 ............................................................ 1545–0074
1.170A–4(A)(b) .................................................. 1545–0123
1.170A–8 ............................................................ 1545–0074
1.170A–9 ............................................................ 1545–0052

1545–0074
1.170A–11 .......................................................... 1545–0123

1545–0074
1.170A–12 .......................................................... 1545–0020

1545–0074
1.170A–13 .......................................................... 1545–0074

1545–0754
1545–0908
1545–1431

1.170A–13(f) ...................................................... 1545–1464
1.170A–14 .......................................................... 1545–0763
1.171–4 .............................................................. 1545–1491
1.171–5 .............................................................. 1545–1491
1.172–1 .............................................................. 1545–0172
1.172–13 ............................................................ 1545–0863
1.173–1 .............................................................. 1545–0172
1.174–3 .............................................................. 1545–0152
1.174–4 .............................................................. 1545–0152
1.175–3 .............................................................. 1545–0187
1.175–6 .............................................................. 1545–0152
1.177–1 .............................................................. 1545–0172
1.179–2 .............................................................. 1545–1201
1.179–3 .............................................................. 1545–1201
1.179–5 .............................................................. 1545–0172
1.180–2 .............................................................. 1545–0074
1.182–6 .............................................................. 1545–0074
1.183–1 .............................................................. 1545–0195
1.183–2 .............................................................. 1545–0195
1.183–3 .............................................................. 1545–0195
1.183–4 .............................................................. 1545–0195
1.190–3 .............................................................. 1545–0074
1.194–2 .............................................................. 1545–0735
1.194–4 .............................................................. 1545–0735
1.195–1 .............................................................. 1545–1582.
1.197–1T ............................................................ 1545–1425
1.213–1 .............................................................. 1545–0074
1.215–1T ............................................................ 1545–0074
1.217–2 .............................................................. 1545–0182
1.243–3 .............................................................. 1545–0123
1.243–4 .............................................................. 1545–0123
1.243–5 .............................................................. 1545–0123
1.248–1 .............................................................. 1545–0172
1.261–1 .............................................................. 1545–1041
1.263(e)–1 .......................................................... 1545–0123
1.263A–1 ............................................................ 1545–0987
1.263A–1T ......................................................... 1545–0187
1.263A–2 ............................................................ 1545–0987
1.263A–3 ............................................................ 1545–0987

1545–0987
1.263A–8(b)(2)(iii) .............................................. 1545–1265
1.263A–9(d)(1) ................................................... 1545–1265
1.263A–9(f)(1)(ii) ................................................ 1545–1265
1.263A–9(f)(2)(iv) ............................................... 1545–1265
1.263A–9(g)(2)(iv)(C) ......................................... 1545–1265
1.263A–9(g)(3)(iv) .............................................. 1545–1265
1.265–1 .............................................................. 1545–0074
1.265–2 .............................................................. 1545–0123
1.266–1 .............................................................. 1545–0123
1.267(f)–1 ........................................................... 1545–0885

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.268–1 .............................................................. 1545–0184
1.274–1 .............................................................. 1545–0139
1.274–2 .............................................................. 1545–0139
1.274–3 .............................................................. 1545–0139
1.274–4 .............................................................. 1545–0139
1.274–5A ............................................................ 1545–0139

1545–0771
1.274–5T ............................................................ 1545–0074

1545–0172
1545–0771

1.274–6 .............................................................. 1545–0139
1545–0771

1.274–6T ............................................................ 1545–0074
1545–0771

1.274–7 .............................................................. 1545–0139
1.274–8 .............................................................. 1545–0139
1.279–6 .............................................................. 1545–0123
1.280C–4 ........................................................... 1545–1155
1.280F–3T .......................................................... 1545–0074
1.281–4 .............................................................. 1545–0123
1.302–4 .............................................................. 1545–0074
1.305–3 .............................................................. 1545–0123
1.305–5 .............................................................. 1545–1438
1.307–2 .............................................................. 1545–0074
1.312–15 ............................................................ 1545–0172
1.316–1 .............................................................. 1545–0123
1.331–1 .............................................................. 1545–0074
1.332–4 .............................................................. 1545–0123
1.332–6 .............................................................. 1545–0123
1.337(d)–1 .......................................................... 1545–1160
1.337(d)–2 .......................................................... 1545–1160
1.337(d)–4 .......................................................... 1545–1633
1.338–1 .............................................................. 1545–1295
1.338(b)–1 .......................................................... 1545–1295
1.338(h)(10)–1 ................................................... 1545–1295
1.341–7 .............................................................. 1545–0123
1.351–3 .............................................................. 1545–0074
1.355–5 .............................................................. 1545–0123
1.362–2 .............................................................. 1545–0123
1.367(a)–1T ....................................................... 1545–0026
1.367(a)–2T ....................................................... 1545–0026
1.367(a)–3 .......................................................... 1545–0026

1545–1478
1.367(a)–6T ....................................................... 1545–0026
1.367(a)–8 .......................................................... 1545–1271
1.367(d)–1T ....................................................... 1545–0026
1.367(e)–1T ....................................................... 1545–1487
1.367(e)–2T ....................................................... 1545–1124
1.368–3 .............................................................. 1545–0123
1.371–1 .............................................................. 1545–0123
1.371–2 .............................................................. 1545–0123
1.374–3 .............................................................. 1545–0123
1.381(b)–1 .......................................................... 1545–0123
1.381(c)(4)–1 ..................................................... 1545–0123

1545–0152
1545–0879

1.381(c)(5)–1 ..................................................... 1545–0123
1545–0152

1.381(c)(6)–1 ..................................................... 1545–0123
1545–0152

1.381(c)(8)–1 ..................................................... 1545–0123
1.381(c)(10)–1 ................................................... 1545–0123
1.381(c)(11)–1(k) ............................................... 1545–0123
1.381(c)(13)–1 ................................................... 1545–0123
1.381(c)(17)–1 ................................................... 1545–0045
1.381(c)(25)–1 ................................................... 1545–0045
1.382–1T ............................................................ 1545–0123
1.382–2 .............................................................. 1545–0123
1.382–2T ............................................................ 1545–0123
1.382–3 .............................................................. 1545–1281

1545–1345
1.382–4 .............................................................. 1545–1120
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1.382–6 .............................................................. 1545–1381
1.382–8T ............................................................ 1545–1434
1.382–9 .............................................................. 1545–1260

1545–1120
1545–1275
1545–1324

1.382–91 ............................................................ 1545–1260
1545–1324

1.383–1 .............................................................. 1545–0074
1545–1120

1.401(a)–11 ........................................................ 1545–0710
1.401(a)–20 ........................................................ 1545–0928
1.401(a)–31 ........................................................ 1545–1341
1.401(a)–50 ........................................................ 1545–0710
1.401(a)(31)–1 ................................................... 1545–1341
1.401(b)–1 .......................................................... 1545–0197
1.401(f)–1 ........................................................... 1545–0710
1.401(k)–1 .......................................................... 1545–1039

1545–1069
1.401–1 .............................................................. 1545–0020

1545–0197
1545–0200
1545–0534
1545–0710

1.401–12(n) ........................................................ 1545–0806
1.401–14 ............................................................ 1545–0710
1.402(c)–2 .......................................................... 1545–1341
1.402(f)–1 ........................................................... 1545–1341
1.403(b)–1 .......................................................... 1545–0710
1.403(b)–2 .......................................................... 1545–1341
1.404(a)–4 .......................................................... 1545–0710
1.404(a)–12 ........................................................ 1545–0710
1.404A–2 ............................................................ 1545–0123
1.404A–6 ............................................................ 1545–0123
1.408–2 .............................................................. 1545–0390
1.408–5 .............................................................. 1545–0747
1.408–6 .............................................................. 1545–0203

1545–0390
1.408–7 .............................................................. 1545–0119
1.408A–2 ............................................................ 1545–1616
1.408A–4 ............................................................ 1545–1616
1.408A–5 ............................................................ 1545–1616
1.408A–7 ............................................................ 1545–1616
1.410(a)–2 .......................................................... 1545–0710
1.410(d)–1 .......................................................... 1545–0710
1.411(a)–11 ........................................................ 1545–1471
1.411(d)–4 .......................................................... 1545–1545
1.411(d)–6 .......................................................... 1545–1477
1.412(b)–5 .......................................................... 1545–0710
1.412(c)(1)–2 ..................................................... 1545–0710
1.412(c)(2)–1 ..................................................... 1545–0710
1.412(c)(3)–2 ..................................................... 1545–0710
1.414(c)–5 .......................................................... 1545–0797
1.414(r)–1 .......................................................... 1545–1221
1.415–2 .............................................................. 1545–0710
1.415–6 .............................................................. 1545–0710
1.417(e)–1 .......................................................... 1545–1471
1.417(e)–1T ....................................................... 1545–1471
1.441–3T ............................................................ 1545–0134
1.442–1 .............................................................. 1545–0074

1545–0123
1545–0134
1545–0152

1.442–2T ............................................................ 1545–0134
1.442–3T ............................................................ 1545–0134
1.443–1 .............................................................. 1545–0123
1.444–3T ............................................................ 1545–1036
1.446–1 .............................................................. 1545–0074

1545–0152
1.446–4(d) .......................................................... 1545–1412
1.448–1(g) .......................................................... 1545–0152
1.448–1(h) .......................................................... 1545–0152

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.448–1(i) ........................................................... 1545–0152
1.448–2T ............................................................ 1545–0152
1.451–1 .............................................................. 1545–0091
1.451–3 .............................................................. 1545–0152

1545–0736
1.451–4 .............................................................. 1545–0123
1.451–5 .............................................................. 1545–0074
1.451–6 .............................................................. 1545–0074
1.451–7 .............................................................. 1545–0074
1.453–1 .............................................................. 1545–0152
1.453–2 .............................................................. 1545–0152
1.453–8 .............................................................. 1545–0152

1545–0228
1.453–10 ............................................................ 1545–0152
1.453A–1 ............................................................ 1545–0152

1545–1134
1.453A–2 ............................................................ 1545–0152

1545–1134
1.453A–3 ............................................................ 1545–0963
1.454–1 .............................................................. 1545–0074
1.455–2 .............................................................. 1545–0152
1.455–6 .............................................................. 1545–0123
1.456–2 .............................................................. 1545–0123
1.456–6 .............................................................. 1545–0123
1.456–7 .............................................................. 1545–0123
1.458–1 .............................................................. 1545–0879
1.458–2 .............................................................. 1545–0152
1.460–6 .............................................................. 1545–1031

1545–1572
1.461–1 .............................................................. 1545–0074
1.461–2 .............................................................. 1545–0096
1.461–4 .............................................................. 1545–0917
1.461–5 .............................................................. 1545–0917
1.463–1T ............................................................ 1545–0916
1.465–1T ............................................................ 1545–0712
1.466–1T ............................................................ 1545–0152
1.466–4 .............................................................. 1545–0152
1.468A–3 ............................................................ 1545–1269

1545–1378
1545–1511

1.468A–4 ............................................................ 1545–0954
1.468A–7 ............................................................ 1545–0954
1.468A–8 ............................................................ 1545–1269
1.468B–1(j) ........................................................ 1545–1299
1.468B–2(k) ....................................................... 1545–1299
1.468B–2(l) ........................................................ 1545–1299
1.468B–3(b) ....................................................... 1545–1299
1.468B–3(e) ....................................................... 1545–1299
1.468B–5(b) ....................................................... 1545–1299
1.469–1 .............................................................. 1545–1008
1.469–2T ............................................................ 1545–0712

1545–1091
1.469–4T ............................................................ 1545–0985

1545–1037
1.471–2 .............................................................. 1545–0123
1.471–5 .............................................................. 1545–0123
1.471–6 .............................................................. 1545–0123
1.471–8 .............................................................. 1545–0123
1.471–11 ............................................................ 1545–0123

1545–0152
1.472–1 .............................................................. 1545–0042

1545–0152
1.472–2 .............................................................. 1545–0152
1.472–3 .............................................................. 1545–0042
1.472–5 .............................................................. 1545–0152
1.472–8 .............................................................. 1545–0028

1545–0042
1.475(b)–4 .......................................................... 1545–1496
1.481–4 .............................................................. 1545–0152
1.481–5 .............................................................. 1545–0152
1.482–1 .............................................................. 1545–1364
1.482–4 .............................................................. 1545–1364

VerDate 06<MAY>99 13:38 May 27, 1999 Jkt 183082 PO 00000 Frm 00034 Fmt 8013 Sfmt 8010 Y:\SGML\183082B.XXX pfrm01 PsN: 183082B



673

OMB Control Numbers § 602.101

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.482–7 .............................................................. 1545–1364
1.501(a)–1 .......................................................... 1545–0056

1545–0057
1.501(c)(3)–1 ..................................................... 1545–0056
1.501(c)(9)–5 ..................................................... 1545–0047
1.501(c)(17)–3 ................................................... 1545–0047
1.501(e)–1 .......................................................... 1545–0814
1.503(c)–1 .......................................................... 1545–0047

1545–0052
1.505(c)–1T ........................................................ 1545–0916
1.507–1 .............................................................. 1545–0052
1.507–2 .............................................................. 1545–0052
1.508–1 .............................................................. 1545–0052

1545–0056
1.509(a)–3 .......................................................... 1545–0047
1.509(a)–5 .......................................................... 1545–0047
1.509(c)–1 .......................................................... 1545–0052
1.512(a)–1 .......................................................... 1545–0687
1.512(a)–4 .......................................................... 1545–0047

1545–0687
1.521–1 .............................................................. 1545–0051

1545–0058
1.527–2 .............................................................. 1545–0129
1.527–5 .............................................................. 1545–0129
1.527–6 .............................................................. 1545–0129
1.527–9 .............................................................. 1545–0129
1.528–8 .............................................................. 1545–0127
1.533–2 .............................................................. 1545–0123
1.534–2 .............................................................. 1545–0123
1.542–3 .............................................................. 1545–0123
1.545–2 .............................................................. 1545–0123
1.545–3 .............................................................. 1545–0123
1.547–2 .............................................................. 1545–0045

1545–0123
1.547–3 .............................................................. 1545–0123
1.551–4 .............................................................. 1545–0074
1.552–3 .............................................................. 1545–0099
1.552–4 .............................................................. 1545–0099
1.552–5 .............................................................. 1545–0099
1.556–2 .............................................................. 1545–0704
1.561–1 .............................................................. 1545–0044
1.561–2 .............................................................. 1545–0123
1.562–3 .............................................................. 1545–0123
1.563–2 .............................................................. 1545–0123
1.564–1 .............................................................. 1545–0123
1.565–1 .............................................................. 1545–0043

1545–0123
1.565–2 .............................................................. 1545–0043
1.565–3 .............................................................. 1545–0043
1.565–5 .............................................................. 1545–0043
1.565–6 .............................................................. 1545–0043
1.585–1 .............................................................. 1545–0123
1.585–3 .............................................................. 1545–0123
1.585–8 .............................................................. 1545–1290
1.586–2 .............................................................. 1545–0123
1.593–1 .............................................................. 1545–0123
1.593–6 .............................................................. 1545–0123
1.593–6A ............................................................ 1545–0123
1.593–7 .............................................................. 1545–0123
1.595–1 .............................................................. 1545–0123
1.597–2 .............................................................. 1545–1300
1.597–4 .............................................................. 1545–1300
1.597–6 .............................................................. 1545–1300
1.597–7 .............................................................. 1545–1300
1.611–2 .............................................................. 1545–0099
1.611–3 .............................................................. 1545–0007

1545–0099
1.612–4 .............................................................. 1545–0074
1.612–5 .............................................................. 1545–0099
1.613–3 .............................................................. 1545–0099
1.613–4 .............................................................. 1545–0099
1.613–6 .............................................................. 1545–0099

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.613–7 .............................................................. 1545–0099
1.613A–3 ............................................................ 1545–0919
1.613A–3(e) ....................................................... 1545–1251
1.613A–3(l) ........................................................ 1545–0919
1.613A–5 ............................................................ 1545–0099
1.613A–6 ............................................................ 1545–0099
1.614–2 .............................................................. 1545–0099
1.614–3 .............................................................. 1545–0099
1.614–5 .............................................................. 1545–0099
1.614–6 .............................................................. 1545–0099
1.614–8 .............................................................. 1545–0099
1.617–1 .............................................................. 1545–0099
1.617–3 .............................................................. 1545–0099
1.617–4 .............................................................. 1545–0099
1.631–1 .............................................................. 1545–0007
1.631–2 .............................................................. 1545–0007
1.641(b)–2 .......................................................... 1545–0092
1.642(c)–1 .......................................................... 1545–0092
1.642(c)–2 .......................................................... 1545–0092
1.642(c)–5 .......................................................... 1545–0074
1.642(c)–6 .......................................................... 1545–0020

1545–0074
1545–0092

1.642(g)–1 .......................................................... 1545–0092
1.642(i)–1 ........................................................... 1545–0092
1.663(b)–2 .......................................................... 1545–0092
1.664–1 .............................................................. 1545–0196
1.664–1(a)(7) ..................................................... 1545–1536
1.664–2 .............................................................. 1545–0196
1.664–3 .............................................................. 1545–0196
1.664–4 .............................................................. 1545–0020

1545–0196
1.665(a)–0A through
1.665(g)–2A ....................................................... 1545–0192
1.666(d)–1A ....................................................... 1545–0092
1.671–4 .............................................................. 1545–1442
1.701–1 .............................................................. 1545–0099
1.702–1 .............................................................. 1545–0074
1.703–1 .............................................................. 1545–0099
1.704–2 .............................................................. 1545–1090
1.706–1 .............................................................. 1545–0099

1545–0074
1545–0134

1.706–1T ............................................................ 1545–0099
1.707–3(c)(2) ..................................................... 1545–1243
1.707–5(a)(7)(ii) ................................................. 1545–1243
1.707–6(c) .......................................................... 1545–1243
1.707–8 .............................................................. 1545–1243
1.708–1 .............................................................. 1545–0099
1.732–1 .............................................................. 1545–0099
1.736–1 .............................................................. 1545–0074
1.743–1 .............................................................. 1545–0074
1.751–1 .............................................................. 1545–0074

1545–0099
1545–0941

1.752–5 .............................................................. 1545–1090
1.754–1 .............................................................. 1545–0099
1.755–1 .............................................................. 1545–0099
1.755–2T ............................................................ 1545–1021
1.761–2 .............................................................. 1545–1338
1.801–1 .............................................................. 1545–0123

1545–0128
1.801–3 .............................................................. 1545–0123
1.801–5 .............................................................. 1545–0128
1.801–8 .............................................................. 1545–0128
1.804–4 .............................................................. 1545–0128
1.811–2 .............................................................. 1545–0128
1.812–2 .............................................................. 1545–0128
1.815–6 .............................................................. 1545–0128
1.818–4 .............................................................. 1545–0128
1.818–5 .............................................................. 1545–0128
1.818–8 .............................................................. 1545–0128
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1.819–2 .............................................................. 1545–0128
1.821–1 .............................................................. 1545–1027
1.821–3 .............................................................. 1545–1027
1.821–4 .............................................................. 1545–1027
1.822–5 .............................................................. 1545–1027
1.822–6 .............................................................. 1545–1027
1.822–8 .............................................................. 1545–1027
1.822–9 .............................................................. 1545–1027
1.823–2 .............................................................. 1545–1027
1.823–5 .............................................................. 1545–1027
1.823–6 .............................................................. 1545–1027
1.825–1 .............................................................. 1545–1027
1.826–1 .............................................................. 1545–1027
1.826–2 .............................................................. 1545–1027
1.826–3 .............................................................. 1545–1027
1.826–4 .............................................................. 1545–1027
1.826–6 .............................................................. 1545–1027
1.831–3 .............................................................. 1545–0123
1.831–4 .............................................................. 1545–0123
1.832–4 .............................................................. 1545–1227
1.832–5 .............................................................. 1545–0123
1.848–2(g)(8) ..................................................... 1545–1287
1.848–2(h)(3) ..................................................... 1545–1287
1.848–2(i)(4) ...................................................... 1545–1287
1.851–2 .............................................................. 1545–1010
1.851–4 .............................................................. 1545–0123
1.852–1 .............................................................. 1545–0123
1.852–4 .............................................................. 1545–0123

1545–0145
1.852–6 .............................................................. 1545–0123

1545–0144
1.852–7 .............................................................. 1545–0074
1.852–9 .............................................................. 1545–0074

1545–0123
1545–0144
1545–0145

1.852–11 ............................................................ 1545–1094
1.853–3 .............................................................. 1545–0123
1.853–4 .............................................................. 1545–0123
1.854–2 .............................................................. 1545–0123
1.855–1 .............................................................. 1545–0123
1.856–2 .............................................................. 1545–0123

1545–1004
1.856–6 .............................................................. 1545–0123
1.856–7 .............................................................. 1545–0123
1.856–8 .............................................................. 1545–0123
1.857–8 .............................................................. 1545–0123
1.857–9 .............................................................. 1545–0074
1.858–1 .............................................................. 1545–0123
1.860–2 .............................................................. 1545–0045
1.860–4 .............................................................. 1545–0045

1545–1054
1545–1057

1.860E–2(a)(5) ................................................... 1545–1276
1.860E–2(a)(7) ................................................... 1545–1276
1.860E–2(b)(2) ................................................... 1545–1276
1.861–2 .............................................................. 1545–0089
1.861–3 .............................................................. 1545–0089
1.861–8 .............................................................. 1545–0126
1.861–8(e)(6) and (g) ........................................ 1545–1224
1.861–9T ............................................................ 1545–0121

1545–1072
1.861–18 ............................................................ 1545–1594
1.863–1 .............................................................. 1545–1476
1.863–3 .............................................................. 1545–1476

1545–1556
1.863–3A ............................................................ 1545–0126
1.863–4 .............................................................. 1545–0126
1.863–7 .............................................................. 1545–0132
1.864–4 .............................................................. 1545–0126
1.871–1 .............................................................. 1545–0096
1.871–6 .............................................................. 1545–0795

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.871–7 .............................................................. 1545–0089
1.871–10 ............................................................ 1545–0089

1545–0165
1.874–1 .............................................................. 1545–0089
1.881–4 .............................................................. 1545–1440
1.882–4 .............................................................. 1545–0126
1.884–0 .............................................................. 1545–1070
1.884–1 .............................................................. 1545–1070
1.884–2 .............................................................. 1545–1070
1.884–2T ............................................................ 1545–0126

1545–1070
1.884–4 .............................................................. 1545–1070
1.884–5 .............................................................. 1545–1070
1.892–1T ............................................................ 1545–1053
1.892–2T ............................................................ 1545–1053
1.892–3T ............................................................ 1545–1053
1.892–4T ............................................................ 1545–1053
1.892–5T ............................................................ 1545–1053
1.892–6T ............................................................ 1545–1053
1.892–7T ............................................................ 1545–1053
1.897–2 .............................................................. 1545–0123

1545–0902
1.897–3 .............................................................. 1545–0123
1.897–5T ............................................................ 1545–0902
1.897–6T ............................................................ 1545–0902
1.901–2 .............................................................. 1545–0746
1.901–2A ............................................................ 1545–0746
1.901–3 .............................................................. 1545–0122
1.902–1 .............................................................. 1545–0122

1545–1458
1.904–1 .............................................................. 1545–0121

1545–0122
1.904–2 .............................................................. 1545–0121

1545–0122
1.904–3 .............................................................. 1545–0121
1.904–4 .............................................................. 1545–0121
1.904–5 .............................................................. 1545–0121
1.904(f)–1 ........................................................... 1545–0121

1545–0122
1.904(f)–2 ........................................................... 1545–0121
1.904(f)–3 ........................................................... 1545–0121
1.904(f)–4 ........................................................... 1545–0121
1.904(f)–5 ........................................................... 1545–0121
1.904(f)–6 ........................................................... 1545–0121
1.904(f)–7 ........................................................... 1545–1127
1.905–2 .............................................................. 1545–0122
1.905–3T ............................................................ 1545–1056
1.905–4T ............................................................ 1545–1056
1.905–5T ............................................................ 1545–1056
1.911–1 .............................................................. 1545–0067

1545–0070
1.911–2 .............................................................. 1545–0067

1545–0070
1.911–3 .............................................................. 1545–0067

1545–0070
1.911–4 .............................................................. 1545–0067

1545–0070
1.911–5 .............................................................. 1545–0067

1545–0070
1.911–6 .............................................................. 1545–0067

1545–0070
1.911–7 .............................................................. 1545–0067

1545–0070
1.913–13 ............................................................ 1545–0067
1.921–1T ............................................................ 1545–0190

1545–0884
1545–0935
1545–0939

1.921–2 .............................................................. 1545–0884
1.921–3T ............................................................ 1545–0935
1.923–1T ............................................................ 1545–0935
1.924(a)–1T ....................................................... 1545–0935
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1.925(a)–1T ....................................................... 1545–0935
1.925(b)–1T ....................................................... 1545–0935
1.926(a)–1T ....................................................... 1545–0935
1.927(a)–1T ....................................................... 1545–0935
1.927(b)–1T ....................................................... 1545–0935
1.927(d)–1 .......................................................... 1545–0884
1.927(d)–2T ....................................................... 1545–0935
1.927(e)–1T ....................................................... 1545–0935
1.927(e)–2T ....................................................... 1545–0935
1.927(f)–1 ........................................................... 1545–0884
1.931–1 .............................................................. 1545–0074

1545–0123
1.934–1 .............................................................. 1545–0782
1.935–1 .............................................................. 1545–0074

1545–0087
1545–0803

1.936–1 .............................................................. 1545–0215
1545–0217

1.936–4 .............................................................. 1545–0215
1.936–5 .............................................................. 1545–0704
1.936–6 .............................................................. 1545–0215
1.936–7 .............................................................. 1545–0215
1.936–10(c) ........................................................ 1545–1138
1.952–2 .............................................................. 1545–0126
1.953–2 .............................................................. 1545–0126
1.954–1 .............................................................. 1545–1068
1.954–2 .............................................................. 1545–1068
1.955–2 .............................................................. 1545–0123
1.955–3 .............................................................. 1545–0123
1.955A–2 ............................................................ 1545–0755
1.955A–3 ............................................................ 1545–0755
1.956–1 .............................................................. 1545–0704
1.956–2 .............................................................. 1545–0704
1.959–1 .............................................................. 1545–0704
1.959–2 .............................................................. 1545–0704
1.960–1 .............................................................. 1545–0122
1.962–2 .............................................................. 1545–0704
1.962–3 .............................................................. 1545–0704
1.962–4 .............................................................. 1545–0704
1.964–1 .............................................................. 1545–0126

1545–0704
1545–1072

1.964–3 .............................................................. 1545–0126
1.970–2 .............................................................. 1545–0126
1.985–2 .............................................................. 1545–1051

1545–1131
1.985–3 .............................................................. 1545–1051
1.988–0 .............................................................. 1545–1131
1.988–1 .............................................................. 1545–1131
1.988–2 .............................................................. 1545–1131
1.988–3 .............................................................. 1545–1131
1.988–4 .............................................................. 1545–1131
1.988–5 .............................................................. 1545–1131
1.992–1 .............................................................. 1545–0190

1545–0938
1.992–2 .............................................................. 1545–0190

1545–0884
1545–0938

1.992–3 .............................................................. 1545–0190
1545–0938

1.992–4 .............................................................. 1545–0190
1545–0938

1.993–3 .............................................................. 1545–0938
1.993–4 .............................................................. 1545–0938
1.994–1 .............................................................. 1545–0938
1.995–5 .............................................................. 1545–0938
1.1012–1 ............................................................ 1545–0074

1545–1139
1.1014–4 ............................................................ 1545–0184
1.1015–1 ............................................................ 1545–0020
1.1017–1. ........................................................... 1545–1539
1.1031(d)–1T ..................................................... 1545–1021

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.1033(a)–2 ........................................................ 1545–0184
1.1033(g)–1 ........................................................ 1545–0184
1.1034–1 ............................................................ 1545–0072
1.1039–1 ............................................................ 1545–0184
1.1041–1T .......................................................... 1545–0074
1.1042–1T .......................................................... 1545–0916
1.1044(a)–1 ........................................................ 1545–1421
1.1060–1T .......................................................... 1545–1021
1.1071–1 ............................................................ 1545–0184
1.1071–4 ............................................................ 1545–0184
1.1081–4 ............................................................ 1545–0028

1545–0046
1545–0123

1.1081–11 .......................................................... 1545–0074
1545–0123

1.1082–1 ............................................................ 1545–0046
1.1082–2 ............................................................ 1545–0046
1.1082–3 ............................................................ 1545–0046

1545–0184
1.1082–4 ............................................................ 1545–0046
1.1082–5 ............................................................ 1545–0046
1.1082–6 ............................................................ 1545–0046
1.1083–1 ............................................................ 1545–0123
1.1092(b)–1T ..................................................... 1545–0644
1.1092(b)–2T ..................................................... 1545–0644
1.1092(b)–3T ..................................................... 1545–0644
1.1092(b)–4T ..................................................... 1545–0644
1.1092(b)–5T ..................................................... 1545–0644
1.1211–1 ............................................................ 1545–0074
1.1212–1 ............................................................ 1545–0074
1.1221–2 ............................................................ 1545–1403
1.1221–2(d)(2)(iv) .............................................. 1545–1480
1.1221–2(e)(5) ................................................... 1545–1480
1.1221–2(g)(5)(ii) ............................................... 1545–1480
1.1221–2(g)(6)(ii) ............................................... 1545–1480
1.1221–2(g)(6)(iii) .............................................. 1545–1480
1.1221–2T(c) ...................................................... 1545–1403
1.1231–1 ............................................................ 1545–0177

1545–0184
1.1231–2 ............................................................ 1545–0177

1545–0184
1.1231–2 ............................................................ 1545–0074
1.1232–3 ............................................................ 1545–0074
1.1237–1 ............................................................ 1545–0184
1.1239–1 ............................................................ 1545–0091
1.1242–1 ............................................................ 1545–0184
1.1243–1 ............................................................ 1545–0123
1.1244(e)–1 ........................................................ 1545–0123

1545–1447
1.1245–1 ............................................................ 1545–0184
1.1245–2 ............................................................ 1545–0184
1.1245–3 ............................................................ 1545–0184
1.1245–4 ............................................................ 1545–0184
1.1245–5 ............................................................ 1545–0184
1.1245–6 ............................................................ 1545–0184
1.1247–1 ............................................................ 1545–0122
1.1247–2 ............................................................ 1545–0122
1.1247–4 ............................................................ 1545–0122
1.1247–5 ............................................................ 1545–0122
1.1248–7 ............................................................ 1545–0074
1.1250–1 ............................................................ 1545–0184
1.1250–2 ............................................................ 1545–0184
1.1250–3 ............................................................ 1545–0184
1.1250–4 ............................................................ 1545–0184
1.1250–5 ............................................................ 1545–0184
1.1251–1 ............................................................ 1545–0184
1.1251–2 ............................................................ 1545–0074

1545–0184
1.1251–3 ............................................................ 1545–0184
1.1251–4 ............................................................ 1545–0184
1.1252–1 ............................................................ 1545–0184
1.1252–2 ............................................................ 1545–0184
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1.1254–1(c)(3) ................................................... 1545–1352
1.1254–4 ............................................................ 1545–1493
1.1254–5(d)(2) ................................................... 1545–1352
1.1258–1 ............................................................ 1545–1452
1.1272–3 ............................................................ 1545–1353
1.1273–2(h)(2) ................................................... 1545–1353
1.1274–3(d) ........................................................ 1545–1353
1.1274–5(b) ........................................................ 1545–1353
1.1274A–1(c) ..................................................... 1545–1353
1.1275–2 ............................................................ 1545–1450
1.1275–3 ............................................................ 1545–0887

1545–1353
1545–1450

1.1275–4 ............................................................ 1545–1450
1.1275–6 ............................................................ 1545–1450
1.1287–1 ............................................................ 1545–0786
1.1291–9 ............................................................ 1545–1507
1.1291–10 .......................................................... 1545–1507

1545–1304
1.1294–1T .......................................................... 1545–1002

1545–1028
1.1295–1T .......................................................... 1545–1028

1545–1555
1.1295–3T .......................................................... 1545–1555
1.1297–3T .......................................................... 1545–1028
1.1311(a)–1 ........................................................ 1545–0074
1.1361–1 ............................................................ 1545–0731
1.1362–1 ............................................................ 1545–1308
1.1362–2 ............................................................ 1545–1308
1.1362–3 ............................................................ 1545–1308
1.1362–4 ............................................................ 1545–1308
1.1362–5 ............................................................ 1545–1308
1.1362–6 ............................................................ 1545–1308
1.1362–7 ............................................................ 1545–1308
1.1367–1(f) ......................................................... 1545–1139
1.1368–1(f)(2) .................................................... 1545–1139
1.1368–1(f)(3) .................................................... 1545–1139
1.1368–1(f)(4) .................................................... 1545–1139
1.1368–1(g)(2) ................................................... 1545–1139
1.1374–1A .......................................................... 1545–0130
1.1377–1 ............................................................ 1545–1462
1.1383–1 ............................................................ 1545–0074
1.1385–1 ............................................................ 1545–0074

1545–0098
1.1388–1 ............................................................ 1545–0118

1545–0123
1.1398–1 ............................................................ 1545–1375
1.1398–2 ............................................................ 1545–1375
1.1402(a)–2 ........................................................ 1545–0074
1.1402(a)–5 ........................................................ 1545–0074
1.1402(a)–11 ...................................................... 1545–0074
1.1402(a)–15 ...................................................... 1545–0074
1.1402(a)–16 ...................................................... 1545–0074
1.1402(b)–1 ........................................................ 1545–0171
1.1402(c)–2 ........................................................ 1545–0074
1.1402(e)(1)–1 ................................................... 1545–0074
1.1402(e)(2)–1 ................................................... 1545–0074
1.1402(e)–1A ..................................................... 1545–0168
1.1402(e)–2A ..................................................... 1545–0168
1.1402(e)–3A ..................................................... 1545–0168
1.1402(e)–4A ..................................................... 1545–0168
1.1402(e)–5A ..................................................... 1545–0168
1.1402(f)–1 ......................................................... 1545–0074
1.1402(h)–1 ........................................................ 1545–0064
1.1441–1 ............................................................ 1545–1484
1.1441–2 ............................................................ 1545–0795
1.1441–3 ............................................................ 1545–0165

1545–0795
1.1441–4 ............................................................ 1545–1484
1.1441–5 ............................................................ 1545–0096

1545–0795
1.1441–6 ............................................................ 1545–0055

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1545–0795
1.1441–7 ............................................................ 1545–0795
1.1441–8 ............................................................ 1545–1053

1545–1484
1.1441–8T .......................................................... 1545–1053
1.1441–9 ............................................................ 1545–1484
1.1443–1 ............................................................ 1545–0096
1.1445–1 ............................................................ 1545–0902
1.1445–2 ............................................................ 1545–0902

1545–1060
1.1445–3 ............................................................ 1545–0902

1545–1060
1.1445–4 ............................................................ 1545–0902
1.1445–5 ............................................................ 1545–0902
1.1445–6 ............................................................ 1545–0902

1545–1060
1.1445–7 ............................................................ 1545–0902
1.1445–8 ............................................................ 1545–0096
1.1445–9T .......................................................... 1545–0902
1.1445–10T ........................................................ 1545–0902
1.1451–1 ............................................................ 1545–0054
1.1451–2 ............................................................ 1545–0054
1.1461–1 ............................................................ 1545–0054

1545–0055
1545–0795

1.1461–2 ............................................................ 1545–0054
1545–0055
1545–0096
1545–0795

1.1461–3 ............................................................ 1545–0054
1545–0055
1545–0096
1545–0795

1.1461–4 ............................................................ 1545–0054
1545–0055
1545–0096

1.1462–1 ............................................................ 1545–0795
1.1492–1 ............................................................ 1545–0026
1.1494–1 ............................................................ 1545–0026
1.1502–5 ............................................................ 1545–0257
1.1502–9 ............................................................ 1545–0121
1.1502–13 .......................................................... 1545–0123

1545–0885
1545–1161
1545–1433

1.1502–16 .......................................................... 1545–0123
1.1502–18 .......................................................... 1545–0123
1.1502–19 .......................................................... 1545–0123
1.1502–20 .......................................................... 1545–1160
1.1502–21T ........................................................ 1545–1237
1.1502–31 .......................................................... 1545–1344
1.1502–32 .......................................................... 1545–1344
1.1502–33 .......................................................... 1545–1344
1.1502–47 .......................................................... 1545–0123
1.1502–75 .......................................................... 1545–0025

1545–0123
1545–0133
1545–0152

1.1502–76 .......................................................... 1545–1344
1.1502–77 .......................................................... 1545–0123
1.1502–77T ........................................................ 1545–1046
1.1502–78 .......................................................... 1545–0582
1.1502–95T ........................................................ 1545–1218
1.1503–2A .......................................................... 1545–1083
1.1552–1 ............................................................ 1545–0123
1.1561–3 ............................................................ 1545–0123
1.1563–1 ............................................................ 1545–0123

1545–0797
1.1563–3 ............................................................ 1545–0123
1.6001–1 ............................................................ 1545–0058

1545–0074
1545–0099
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1545–0123
1545–0865

1.6011–1 ............................................................ 1545–0055
1545–0074
1545–0085
1545–0089
1545–0090
1545–0091
1545–0096
1545–0121
1545–0458
1545–0666
1545–0675
1545–0908

1.6011–2 ............................................................ 1545–0055
1545–0938

1.6011–3 ............................................................ 1545–0238
1545–0239

1.6012–1 ............................................................ 1545–0067
1545–0085
1545–0089
1545–0675
1545–0074

1.6012–2 ............................................................ 1545–0047
1545–0051
1545–0067
1545–0123
1545–0126
1545–0130
1545–0128
1545–0175
1545–0687
1545–0890
1545–1023
1545–1027

1.6012–3 ............................................................ 1545–0047
1545–0067
1545–0092
1545–0196
1545–0687

1.6012–4 ............................................................ 1545–0067
1.6012–5 ............................................................ 1545–0067

1545–0967
1545–0970
1545–0991
1545–0936
1545–1023
1545–1033
1545–1079

1.6012–6 ............................................................ 1545–0067
1.6012–7T .......................................................... 1545–1348

1545–0089
1545–0129

1.6013–1 ............................................................ 1545–0074
1.6013–2 ............................................................ 1545–0091
1.6013–6 ............................................................ 1545–0074
1.6013–7 ............................................................ 1545–0074
1.6015(a)–1 ........................................................ 1545–0087
1.6015(b)–1 ........................................................ 1545–0087
1.6015(d)–1 ........................................................ 1545–0087
1.6015(e)–1 ........................................................ 1545–0087
1.6015(f)–1 ......................................................... 1545–0087
1.6015(g)–1 ........................................................ 1545–0087
1.6015(h)–1 ........................................................ 1545–0087
1.6015(i)–1 ......................................................... 1545–0087
1.6017–1 ............................................................ 1545–0074

1545–0087
1545–0090

1.6031(b)–1T ..................................................... 1545–0099
1.6031(c)–1T ...................................................... 1545–0099
1.6031–1 ............................................................ 1545–0099

1545–0970

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.6032–1 ............................................................ 1545–0099
1.6033–2 ............................................................ 1545–0047

1545–0049
1545–0052
1545–0092
1545–0687
1545–1150

1.6033–3 ............................................................ 1545–0052
1.6034–1 ............................................................ 1545–0092

1545–0094
1.6035–1 ............................................................ 1545–0704
1.6035–2 ............................................................ 1545–0704
1.6035–3 ............................................................ 1545–0704
1.6037–1 ............................................................ 1545–0130

1545–1023
1.6038–2 ............................................................ 1545–0704

1545–0805
1545–1317

1.6038A–2 .......................................................... 1545–1191
1.6038A–3 .......................................................... 1545–1191

1545–1440
1.6038B–1 .......................................................... 1545–1615
1.6038B–1T ....................................................... 1545–0026
1.6038B–2 .......................................................... 1545–1615
1.6039–2 ............................................................ 1545–0820
1.6041–1 ............................................................ 1545–0008

1545–0108
1545–0112
1545–0115
1545–0120
1545–0295
1545–0350
1545–0367
1545–0387
1545–0441
1545–0957

1.6041–2 ............................................................ 1545–0008
1545–0119
1545–0350
1545–0441

1.6041–3 ............................................................ 1545–1148
1.6041–4 ............................................................ 1545–0115

1545–0295
1545–0367
1545–0387
1545–0957

1.6041–5 ............................................................ 1545–0295
1545–0367
1545–0387
1545–0957

1.6041–6 ............................................................ 1545–0008
1545–0115

1.6041–7 ............................................................ 1545–0112
1545–0295
1545–0350
1545–0367
1545–0387
1545–0441
1545–0957

1.6042–1 ............................................................ 1545–0110
1.6042–2 ............................................................ 1545–0110

1545–0295
1545–0367
1545–0387
1545–0957

1.6042–3 ............................................................ 1545–0295
1545–0367
1545–0387
1545–0957

1.6042–4 ............................................................ 1545–0110
1.6043–1 ............................................................ 1545–0041
1.6043–2 ............................................................ 1545–0041
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1545–0110
1545–0295
1545–0387

1.6043–3 ............................................................ 1545–0047
1.6044–1 ............................................................ 1545–0118
1.6044–2 ............................................................ 1545–0118
1.6044–3 ............................................................ 1545–0118
1.6044–4 ............................................................ 1545–0118
1.6044–5 ............................................................ 1545–0118
1.6045–1 ............................................................ 1545–0715
1.6045–2 ............................................................ 1545–0115
1.6045–4 ............................................................ 1545–1085
1.6046–1 ............................................................ 1545–0704

1545–0794
1545–1317

1.6046–2 ............................................................ 1545–0704
1.6046–3 ............................................................ 1545–0704
1.6047–1 ............................................................ 1545–0119

1545–0295
1545–0387

1.6049–1 ............................................................ 1545–0112
1545–0117
1545–0295
1545–0367
1545–0387
1545–0597
1545–0957

1.6049–2 ............................................................ 1545–0117
1.6049–3 ............................................................ 1545–0117
1.6049–4 ............................................................ 1545–0096

1545–0112
1545–0117
1545–1018
1545–1050

1.6049–5 ............................................................ 1545–0096
1545–0112
1545–0117

1.6049–6 ............................................................ 1545–0096
1.6049–7 ............................................................ 1545–1018
1.6049–7T .......................................................... 1545–0112

1545–0117
1545–0118

1.6050A–1 .......................................................... 1545–0115
1.6050B–1 .......................................................... 1545–0120
1.6050D–1 ......................................................... 1545–0120

1545–0232
1.6050E–1 .......................................................... 1545–0120
1.6050H–1 ......................................................... 1545–0901

1545–1380
1.6050H–2 ......................................................... 1545–0901

1545–1339
1545–1380

1.6050H–1T ....................................................... 1545–0901
1.6050I–2 ........................................................... 1545–1449
1.6050J–1T ........................................................ 1545–0877
1.6050K–1 .......................................................... 1545–0941
1.6050P–1 .......................................................... 1545–1419
1.6050P–1T ....................................................... 1545–1419
1.6052–1 ............................................................ 1545–0008
1.6052–2 ............................................................ 1545–0008
1.6060–1 ............................................................ 1545–0074
1.6061–1 ............................................................ 1545–0123
1.6061–2T .......................................................... 1545–1348
1.6062–1 ............................................................ 1545–0123
1.6063–1 ............................................................ 1545–0123
1.6065–1 ............................................................ 1545–0123
1.6071–1 ............................................................ 1545–0123

1545–0810
1.6072–1 ............................................................ 1545–0074
1.6072–2 ............................................................ 1545–0123

1545–0807
1.6073–1 ............................................................ 1545–0087

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1.6073–2 ............................................................ 1545–0087
1.6073–3 ............................................................ 1545–0087
1.6073–4 ............................................................ 1545–0087
1.6074–1 ............................................................ 1545–0123
1.6074–2 ............................................................ 1545–0123
1.6081–1 ............................................................ 1545–0066

1545–0148
1545–0233
1545–1057
1545–1081

1.6081–2 ............................................................ 1545–0148
1545–1054
1545–1036

1.6081–3 ............................................................ 1545–0233
1.6081–4 ............................................................ 1545–0188

1545–1479
1.6081–6 ............................................................ 1545–0148

1545–1054
1.6081–7 ............................................................ 1545–0148

1545–1054
1.6091–3 ............................................................ 1545–0089
1.6107–1 ............................................................ 1545–0074
1.6109–1 ............................................................ 1545–0074
1.6109–2 ............................................................ 1545–0074
1.6115–1 ............................................................ 1545–1464
1.6151–1 ............................................................ 1545–0074
1.6152–1 ............................................................ 1545–0135

1545–0233
1.6153–1 ............................................................ 1545–0087
1.6153–4 ............................................................ 1545–0087
1.6154–2 ............................................................ 1545–0257
1.6154–3 ............................................................ 1545–0135
1.6154–5 ............................................................ 1545–0976
1.6161–1 ............................................................ 1545–0087
1.6162–1 ............................................................ 1545–0087
1.6164–1 ............................................................ 1545–0135
1.6164–2 ............................................................ 1545–0135
1.6164–3 ............................................................ 1545–0135
1.6164–5 ............................................................ 1545–0135
1.6164–6 ............................................................ 1545–0135
1.6164–7 ............................................................ 1545–0135
1.6164–8 ............................................................ 1545–0135
1.6164–9 ............................................................ 1545–0135
1.6302–1 ............................................................ 1545–0257
1.6302–2 ............................................................ 1545–0098

1545–0257
1.6411–1 ............................................................ 1545–0098

1545–0135
1545–0582

1.6411–2 ............................................................ 1545–0098
1545–0582

1.6411–3 ............................................................ 1545–0098
1545–0582

1.6411–4 ............................................................ 1545–0582
1.6414–1 ............................................................ 1545–0096
1.6425–1 ............................................................ 1545–0170
1.6425–2 ............................................................ 1545–0170
1.6425–3 ............................................................ 1545–0170
1.6654–1 ............................................................ 1545–0087

1545–0140
1.6654–2 ............................................................ 1545–0087
1.6654–3 ............................................................ 1545–0087
1.6654–4 ............................................................ 1545–0087
1.6655–1 ............................................................ 1545–0142
1.6655–2 ............................................................ 1545–0142
1.6655–3 ............................................................ 1545–0142
1.6655–7 ............................................................ 1545–0123
1.6655(e)–1 ........................................................ 1545–1421
1.6661–3 ............................................................ 1545–0988

1545–1031
1.6661–4 ............................................................ 1545–0739
1.6662–3(c) ........................................................ 1545–0889
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1.6662–4(e) and (f) ............................................ 1545–0889
1.6662–6 ............................................................ 1545–1426
1.6694–1 ............................................................ 1545–0074
1.6694–2 ............................................................ 1545–0074
1.6694–2(c) ........................................................ 1545–1231
1.6694–3(e) ........................................................ 1545–1231
1.6695–1 ............................................................ 1545–0074

1545–1385
1.6695–2T .......................................................... 1545–1570
1.6696–1 ............................................................ 1545–0074

1545–0240
1.6851–1 ............................................................ 1545–0086

1545–0138
1.6851–2 ............................................................ 1545–0086

1545–0138
1.7476–1 ............................................................ 1545–0197
1.7476–2 ............................................................ 1545–0197
1.7519–2T .......................................................... 1545–1036
1.7520–1 ............................................................ 1545–1343
1.7520–2 ............................................................ 1545–1343
1.7520–3 ............................................................ 1545–1343
1.7520–4 ............................................................ 1545–1343
1.9100–1 ............................................................ 1545–0074
1.9101–1 ............................................................ 1545–0008
2.1–4 .................................................................. 1545–0123
2.1–5 .................................................................. 1545–0123
2.1–6 .................................................................. 1545–0123
2.1–10 ................................................................ 1545–0123
2.1–11 ................................................................ 1545–0123
2.1–12 ................................................................ 1545–0123
2.1–13 ................................................................ 1545–0123
2.1–20 ................................................................ 1545–0123
2.1–22 ................................................................ 1545–0123
2.1–26 ................................................................ 1545–0123
3.2 ...................................................................... 1545–0123
4.954–1 .............................................................. 1545–1068
4.954–2 .............................................................. 1545–1068
5.6411–1 ............................................................ 1545–0098

1545–0582
1545–0042
1545–0074
1545–0129
1545–0172
1545–0619

5c.44F–1 ............................................................ 1545–0619
5c.128–1 ............................................................ 1545–0123
5c.168(f)(8)–1 .................................................... 1545–0123
5c.168(f)(8)–2 .................................................... 1545–0123
5c.168(f)(8)–6 .................................................... 1545–0123
5c.168(f)(8)–8 .................................................... 1545–0123
5c.305–1 ............................................................ 1545–0110
5c.442–1 ............................................................ 1545–0152
5f.103–1 ............................................................. 1545–0720
5f.103–3 ............................................................. 1545–0720
5f.6045–1 ........................................................... 1545–0715
6a.103A–2 .......................................................... 1545–0123

1545–0720
6a.103A–3 .......................................................... 1545–0720
7.367(b)–1 .......................................................... 1545–0026
7.367(b)–3 .......................................................... 1545–0026
7.367(b)–7 .......................................................... 1545–0026
7.367(b)–9 .......................................................... 1545–0026
7.367(b)–10 ........................................................ 1545–0026
7.465–1 .............................................................. 1545–0712
7.465–2 .............................................................. 1545–0712
7.465–3 .............................................................. 1545–0712
7.465–4 .............................................................. 1545–0712
7.465–5 .............................................................. 1545–0712
7.936–1 .............................................................. 1545–0217
7.999–1 .............................................................. 1545–0216
7.6039A–1 .......................................................... 1545–0015
7.6041–1 ............................................................ 1545–0115

CFR part or section where identified and de-
scribed

Current
OMB control

No.

11.410–1 ............................................................ 1545–0710
11.412(c)–7 ........................................................ 1545–0710
11.412(c)–11 ...................................................... 1545–0710
12.7 .................................................................... 1545–0190
12.8 .................................................................... 1545–0191
12.9 .................................................................... 1545–0195
14a.422A–1 ........................................................ 1545–0123
15A.453–1 .......................................................... 1545–0228
16.3–1 ................................................................ 1545–0159
16A.126–2 .......................................................... 1545–0074
16A.1255–1 ........................................................ 1545–0184
16A.1255–2 ........................................................ 1545–0184
18.1371–1 .......................................................... 1545–0130
18.1378–1 .......................................................... 1545–0130
18.1379–1 .......................................................... 1545–0130
18.1379–2 .......................................................... 1545–0130
20.2011–1 .......................................................... 1545–0015
20.2014–5 .......................................................... 1545–0015

1545–0260
20.2014–6 .......................................................... 1545–0015
20.2016–1 .......................................................... 1545–0015
20.2031–2 .......................................................... 1545–0015
20.2031–3 .......................................................... 1545–0015
20.2031–4 .......................................................... 1545–0015
20.2031–6 .......................................................... 1545–0015
20.2031–7 .......................................................... 1545–0020
20.2031–10 ........................................................ 1545–0015
20.2032–1 .......................................................... 1545–0015
20.2032A–3 ........................................................ 1545–0015
20.2032A–4 ........................................................ 1545–0015
20.2032A–8 ........................................................ 1545–0015
20.2039–4 .......................................................... 1545–0015
20.2051–1 .......................................................... 1545–0015
20.2053–3 .......................................................... 1545–0015
20.2053–9 .......................................................... 1545–0015
20.2053–10 ........................................................ 1545–0015
20.2055–1 .......................................................... 1545–0015
20.2055–2 .......................................................... 1545–0015

1545–0092
20.2055–3 .......................................................... 1545–0015
20.2056(b)–4 ...................................................... 1545–0015
20.2056(b)–7 ...................................................... 1545–0015

1545–1612
20.2056A–2 ........................................................ 1545–1443
20.2056A–3 ........................................................ 1545–1360
20.2056A–4 ........................................................ 1545–1360
20.2056A–10 ...................................................... 1545–1360
20.2106–1 .......................................................... 1545–0015
20.2106–2 .......................................................... 1545–0015
20.2204–1 .......................................................... 1545–0015
20.2204–2 .......................................................... 1545–0015
20.6001–1 .......................................................... 1545–0015
20.6011–1 .......................................................... 1545–0015
20.6018–1 .......................................................... 1545–0015

1545–0531
20.6018–2 .......................................................... 1545–0015
20.6018–3 .......................................................... 1545–0015
20.6018–4 .......................................................... 1545–0015

1545–0022
20.6036–2 .......................................................... 1545–0015
20.6061–1 .......................................................... 1545–0015
20.6065–1 .......................................................... 1545–0015
20.6075–1 .......................................................... 1545–0015
20.6081–1 .......................................................... 1545–0015

1545–0181
20.6091–1 .......................................................... 1545–0015
20.6161–1 .......................................................... 1545–0015

1545–0181
20.6161–2 .......................................................... 1545–0015

1545–0181
20.6163–1 .......................................................... 1545–0015
20.6166–1 .......................................................... 1545–0181
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20.6166A–1 ........................................................ 1545–0015
20.6166A–3 ........................................................ 1545–0015
20.6324A–1 ........................................................ 1545–0754
20.7520–1 .......................................................... 1545–1343
20.7520–2 .......................................................... 1545–1343
20.7520–3 .......................................................... 1545–1343
20.7520–4 .......................................................... 1545–1343
22.0 .................................................................... 1545–0015
25.2511–2 .......................................................... 1545–0020
25.2512–2 .......................................................... 1545–0020
25.2512–3 .......................................................... 1545–0020
25.2512–5 .......................................................... 1545–0020
25.2512–9 .......................................................... 1545–0020
25.2513–1 .......................................................... 1545–0020
25.2513–2 .......................................................... 1545–0020

1545–0021
25.2513–3 .......................................................... 1545–0020
25.2518–2 .......................................................... 1545–0959
25.2522(a)–1 ...................................................... 1545–0196
25.2522(c)–3 ...................................................... 1545–0020

1545–0196
25.2523(a)–1 ...................................................... 1545–0020

1545–0196
25.2523(f)–1 ....................................................... 1545–0015
25.2701–2 .......................................................... 1545–1241
25.2701–4 .......................................................... 1545–1241
25.2701–5 .......................................................... 1545–1273
25.2702–5 .......................................................... 1545–1485
25.2702–6 .......................................................... 1545–1273
25.6001–1 .......................................................... 1545–0020

1545–0022
25.6011–1 .......................................................... 1545–0020
25.6019–1 .......................................................... 1545–0020
25.6019–2 .......................................................... 1545–0020
25.6019–3 .......................................................... 1545–0020
25.6019–4 .......................................................... 1545–0020
25.6061–1 .......................................................... 1545–0020
25.6065–1 .......................................................... 1545–0020
25.6075–1 .......................................................... 1545–0020
25.6081–1 .......................................................... 1545–0020
25.6091–1 .......................................................... 1545–0020
25.6091–2 .......................................................... 1545–0020
25.6151–1 .......................................................... 1545–0020
25.6161–1 .......................................................... 1545–0020
25.7520–1 .......................................................... 1545–1343
25.7520–2 .......................................................... 1545–1343
25.7520–3 .......................................................... 1545–1343
25.7520–4 .......................................................... 1545–1343
26.2601–1 .......................................................... 1545–0985
26.2632–1 .......................................................... 1545–0985
26.2642–1 .......................................................... 1545–0985
26.2642–2 .......................................................... 1545–0985
26.2642–3 .......................................................... 1545–0985
26.2642–4 .......................................................... 1545–0985
26.2652–2 .......................................................... 1545–0985
26.2662–1 .......................................................... 1545–0015

1545–0985
26.2662–2 .......................................................... 1545–0985
31.3102–3 .......................................................... 1545–0029

1545–0059
1545–0065

31.3121(b)(19)–1 ............................................... 1545–0029
31.3121(d)–1 ...................................................... 1545–0004
31.3121(i)–1 ....................................................... 1545–0034
31.3121(k)–4 ...................................................... 1545–0137
31.3121(r)–1 ...................................................... 1545–0029
31.3121(s)–1 ...................................................... 1545–0029
31.3121(v)(2)–1 ................................................. 1545–1643
31.3302(a)–2 ...................................................... 1545–0028
31.3302(a)–3 ...................................................... 1545–0028
31.3302(b)–2 ...................................................... 1545–0028
31.3302(e)–1 ...................................................... 1545–0028

CFR part or section where identified and de-
scribed

Current
OMB control

No.

31.3306(c)(18)–1 ............................................... 1545–0029
31.3401(a)–1 ...................................................... 1545–0029
31.3401(a)(6) ..................................................... 1545–1484
31.3401(a)(6)–1 ................................................. 1545–0029

1545–0096
1545–0795

31.3401(a)(7)–1 ................................................. 1545–0029
31.3401(a)(8)(A)–1 . .......................................... 1545–0029

1545–0666
31.3401(a)(8)(C)–1 . .......................................... 1545–0029
31.3401(a)(15)–1 ............................................... 1545–0182
31.3401(c)–1 ...................................................... 1545–0004
31.3402(b)–1 ...................................................... 1545–0010
31.3402(c)–1 ...................................................... 1545–0010
31.3402(f)(1)–1 .................................................. 1545–0010
31.3402(f)(2)–1 .................................................. 1545–0010

1545–0410
31.3402(f)(3)–1 .................................................. 1545–0010
31.3402(f)(4)–1 .................................................. 1545–0010
31.3402(f)(4)–2 .................................................. 1545–0010
31.3402(f)(5)–1 .................................................. 1545–0010

1545–1435
31.3402(h)(1)–1 ................................................. 1545–0029
31.3402(h)(3)–1 ................................................. 1545–0010
31.3402(h)(3)–1 ................................................. 1545–0029
31.3402(h)(4)–1 ................................................. 1545–0010
31.3402(i)–(1) .................................................... 1545–0010
31.3402(i)–(2) .................................................... 1545–0010
31.3402(k)–1 ...................................................... 1545–0065
31.3402(l)–(1) .................................................... 1545–0010
31.3402(m)–(1) .................................................. 1545–0010
31.3402(n)–(1) ................................................... 1545–0010
31.3402(o)–2 ...................................................... 1545–0415
31.3402(o)–3 ...................................................... 1545–0008

1545–0010
1545–0415
1545–0717

31.3402(p)–1 ...................................................... 1545–0415
1545–0717

31.3402(q)–1 ...................................................... 1545–0238
1545–0239

31.3404–1 .......................................................... 1545–0029
31.3405(c)–1 ...................................................... 1545–1341
31.3406(a)–1 ...................................................... 1545–0112
31.3406(a)–2 ...................................................... 1545–0112
31.3406(a)–3 ...................................................... 1545–0112
31.3406(a)–4 ...................................................... 1545–0112
31.3406(b)(2)–1 ................................................. 1545–0112
31.3406(b)(2)–2 ................................................. 1545–0112
31.3406(b)(2)–3 ................................................. 1545–0112
31.3406(b)(2)–4 ................................................. 1545–0112
31.3406(b)(2)–5 ................................................. 1545–0112
31.3406(b)(3)–1 ................................................. 1545–0112
31.3406(b)(3)–2 ................................................. 1545–0112
31.3406(b)(3)–3 ................................................. 1545–0112
31.3406(b)(3)–4 ................................................. 1545–0112
31.3406(b)(4)–1 ................................................. 1545–0112
31.3406(c)–1 ...................................................... 1545–0112
31.3406(d)–1 ...................................................... 1545–0112
31.3406(d)–2 ...................................................... 1545–0112
31.3406(d)–3 ...................................................... 1545–0112
31.3406(d)–4 ...................................................... 1545–0112
31.3406(d)–5 ...................................................... 1545–0112
31.3406(e)–1 ...................................................... 1545–0112
31.3406(f)–1 ....................................................... 1545–0112
31.3406(g)–1 ...................................................... 1545–0096

1545–0112
31.3406(g)–2 ...................................................... 1545–0112
31.3406(g)–3 ...................................................... 1545–0112
31.3406(h)–1 ...................................................... 1545–0112
31.3406(h)–2 ...................................................... 1545–0112
31.3406(h)–3 ...................................................... 1545–0112
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31.3406(i)–1 ....................................................... 1545–0112
31.3501(a)–1T ................................................... 1545–0771
31.3503–1 .......................................................... 1545–0024
31.3504–1 .......................................................... 1545–0029
31.6001–1 .......................................................... 1545–0798
31.6001–2 .......................................................... 1545–0034

1545–0798
31.6001–3 .......................................................... 1545–0798
31.6001–4 .......................................................... 1545–0028
31.6001–5 .......................................................... 1545–0798
31.6001–6 .......................................................... 1545–0029

1459–0798
31.6011(a)–1 ...................................................... 1545–0029

1545–0034
1545–0035
1545–0059
1545–0074
1545–0718
1545–0256

31.6011(a)–2 ...................................................... 1545–0001
1545–0002

31.6011(a)–3 ...................................................... 1545–0028
31.6011(a)–3A ................................................... 1545–0955
31.6011(a)–4 ...................................................... 1545–0034

1545–0035
1545–0718
1545–1413

31.6011(a)–5 ...................................................... 1545–0718
1545–0028

31.6011(a)–6 ...................................................... 1545–0028
31.6011(a)–7 ...................................................... 1545–0074
31.6011(a)–8 ...................................................... 1545–0028
31.6011(a)–9 ...................................................... 1545–0028
31.6011(a)–10 .................................................... 1545–0112
31.6011(b)–1 ...................................................... 1545–0003
31.6011(b)–2 ...................................................... 1545–0029
31.6051–1 .......................................................... 1545–0008

1545–0182
1545–0458

31.6051–2 .......................................................... 1545–0008
31.6051–3 .......................................................... 1545–0008
31.6053–1 .......................................................... 1545–0029

1545–0062
1545–0064
1545–0065

31.6053–2 .......................................................... 1545–0008
31.6053–3 .......................................................... 1545–0065

1545–0714
31.6053–4 .......................................................... 1545–0065
31.6065(a)–1 ...................................................... 1545–0029
31.6071(a)–1 ...................................................... 1545–0001

1545–0028
1545–0029

31.6071(a)–1A ................................................... 1545–0955
31.6081(a)–1 ...................................................... 1545–0008

1545–0028
31.6091–1 .......................................................... 1545–0028

1545–0029
31.6157–1 .......................................................... 1545–0955
31.6205–1 .......................................................... 1545–0029
31.6301(c)–1AT ................................................. 1545–0035

1545–0112
1545–0257

31.6302–1 .......................................................... 1545–1413
31.6302–2 .......................................................... 1545–1413
31.6302–3 .......................................................... 1545–1413
31.6302–4 .......................................................... 1545–1413
31.6302(c)–2 ...................................................... 1545–0001

1545–0257
31.6302(c)–2A ................................................... 1545–0955
31.6302(c)–3 ...................................................... 1545–0257
31.6402(a)–2 ...................................................... 1545–0256

CFR part or section where identified and de-
scribed

Current
OMB control

No.

31.6413(a)–1 ...................................................... 1545–0029
31.6413(a)–2 ...................................................... 1545–0029

1545–0256
31.6413(c)–1 ...................................................... 1545–0029

1545–0171
31.6414–1 .......................................................... 1545–0029
32.1 .................................................................... 1545–0029

1545–0415
32.2 .................................................................... 1545–0029
35a.3406–2 ........................................................ 1545–0112
35a.9999–3 ........................................................ 1545–0112
35a.9999–5 ........................................................ 1545–0029
36.3121(l)(1)–1 .................................................. 1545–0137
36.3121(l)(1)–2 .................................................. 1545–0137
36.3121(l)(3)–1 .................................................. 1545–0123
36.3121(1)(7)–1 ................................................. 1545–0123
36.3121(1)(10)–1 ............................................... 1545–0029
36.3121(1)(10)–3 ............................................... 1545–0029
36.3121(1)(10)–4 ............................................... 1545–0257
40.6302(c)–3(b)(2)(ii) ......................................... 1545–1296
40.6302(c)–3(b)(2)(iii) ........................................ 1545–1296
40.6302(c)–3(e) ................................................. 1545–1296
40.6302(c)–3(f)(2)(ii) .......................................... 1545–1296
41.4481–1 .......................................................... 1545–0143
41.4481–1T ........................................................ 1545–0143
41.4481–2 .......................................................... 1545–0143
41.4482(b)–1T ................................................... 1545–0143
41.4483–3 .......................................................... 1545–0143
41.6001–1 .......................................................... 1545–0143
41.6001–2 .......................................................... 1545–0143
41.6001–3 .......................................................... 1545–0143
41.6071(a)–1 ...................................................... 1545–0143
41.6081(a)–1 ...................................................... 1545–0143
41.6091–1 .......................................................... 1545–0143
41.6109–1 .......................................................... 1545–0143
41.6151(a)–1 ...................................................... 1545–0143
41.6156–1 .......................................................... 1545–0143
41.6161(a)(1)–1 ................................................. 1545–0143
44.4401–1 .......................................................... 1545–0235
44.4403–1 .......................................................... 1545–0235
44.4412–1 .......................................................... 1545–0236
44.4901–1 .......................................................... 1545–0236
44.4905–1 .......................................................... 1545–0236
44.4905–2 .......................................................... 1545–0236
44.6001–1 .......................................................... 1545–0235
44.6011(a)–1 ...................................................... 1545–0235

1545–0236
44.6071–1 .......................................................... 1545–0235
44.6091–1 .......................................................... 1545–0235
44.6151–1 .......................................................... 1545–0235
44.6419–1 .......................................................... 1545–0235
44.6419–1 .......................................................... 1545–0235
44.6419–2 .......................................................... 1545–0235
46.4371–4 .......................................................... 1545–0023
46.4374–1 .......................................................... 1545–0023
46.4701–1 .......................................................... 1545–0023

1545–0257
48.4041–4 .......................................................... 1545–0023
48.4041–5 .......................................................... 1545–0023
48.4041–6 .......................................................... 1545–0023
48.4041–7 .......................................................... 1545–0023
48.4041–9 .......................................................... 1545–0023
48.4041–10 ........................................................ 1545–0023
48.4041–11 ........................................................ 1545–0023
48.4041–12 ........................................................ 1545–0023
48.4041–13 ........................................................ 1545–0023
48.4041–18 ........................................................ 1545–0023
48.4041–19 ........................................................ 1545–0023
48.4041–20 ........................................................ 1545–0023
48.4041–21 ........................................................ 1545–1270
48.4042–2 .......................................................... 1545–0023
48.4061(a)–1 ...................................................... 1545–0023
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48.4061(a)–2 ...................................................... 1545–0023
48.4061(b)–3 ...................................................... 1545–0023
48.4064–1 .......................................................... 1545–0014

1545–0242
48.4071–1 .......................................................... 1545–0023
48.4073–1 .......................................................... 1545–0023
48.4073–3 .......................................................... 1545–0023

1545–1074
1545–1087

48.4081–2(c)(3) ................................................. 1545–1270
48.4081–3(d)(2)(iii) ............................................ 1545–1270
48.4081–3(e)(2)(ii) ............................................. 1545–1270
48.4081–3(f)(2)(ii) .............................................. 1545–1270
48.4081–4(b)(2)(ii) ............................................. 1545–1270
48.4081–4(b)(3)(i) .............................................. 1545–1270
48.4081–4(c) ...................................................... 1545–1270
48.4081–6(c)(1)(ii) ............................................. 1545–1270
48.4081–7 .......................................................... 1545–1270
48.4081–9 .......................................................... 1545–1270
48.4082–2 .......................................................... 1545–1418
48.4082–7T ........................................................ 1545–1608
48.4082–8T ........................................................ 1545–1608
48.4091–3T ........................................................ 1545–1608
48.4101–1 .......................................................... 1545–1418
48.4101–2 .......................................................... 1545–1418
48.4101–2T ........................................................ 1545–1608
48.4101–3T ........................................................ 1545–1608
48.4161(a)–1 ...................................................... 1545–0723
48.4161(a)–2 ...................................................... 1545–0723
48.4161(a)–3 ...................................................... 1545–0723
48.4161(b)–1 ...................................................... 1545–0723

1545–0723
48.4216(a)–2 ...................................................... 1545–0023
48.4216(a)–3 ...................................................... 1545–0023
48.4216(c)–1 ...................................................... 1545–0023
48.4221–1 .......................................................... 1545–0023
48.4221–2 .......................................................... 1545–0023
48.4221–3 .......................................................... 1545–0023
48.4221–4 .......................................................... 1545–0023
48.4221–5 .......................................................... 1545–0023
48.4221–6 .......................................................... 1545–0023
48.4221–7 .......................................................... 1545–0023
48.4222(a)–1 ...................................................... 1545–0023

1545–0014
48.4223–1 .......................................................... 1545–0023

1545–0723
1545–0723
1545–0723
1545–0257

48.6302(c)–1 ...................................................... 1545–0023
1545–0257

48.6412–1 .......................................................... 1545–0723
48.6416(a)–1 ...................................................... 1545–0023

1545–0723
48.6416(a)–2 ...................................................... 1545–0723
48.6416(a)–3 ...................................................... 1545–0723
48.6416(b)(2)–3 ................................................. 1545–1087
48.6416(b)(1)–1 ................................................. 1545–0723
48.6416(b)(1)–2 ................................................. 1545–0723
48.6416(b)(1)–3 ................................................. 1545–0723
48.6416(b)(1)–4 ................................................. 1545–0723
48.6416(b)(2)–1 ................................................. 1545–0723
48.6416(b)(2)–2 ................................................. 1545–0723
48.6416(b)(2)–3 ................................................. 1545–0723

1545–1087
48.6416(b)(2)–4 ................................................. 1545–0723
48.6416(b)(3)–1 ................................................. 1545–0723
48.6416(b)(3)–2 ................................................. 1545–0723
48.6416(b)(3)–3 ................................................. 1545–0723
48.6416(b)(4)–1 ................................................. 1545–0723
48.6416(b)(5)–1 ................................................. 1545–0723
48.6416(c)–1 ...................................................... 1545–0723

CFR part or section where identified and de-
scribed

Current
OMB control

No.

48.6416(e)–1 ...................................................... 1545–0023
1545–0723

48.6416(f)–1 ....................................................... 1545–0023
1545–0723

48.6416(g)–1 ...................................................... 1545–0723
48.6416(h)–1 ...................................................... 1545–0723
48.6420(c)–2 ...................................................... 1545–0023
48.6420(f)–1 ....................................................... 1545–0023
48.6420–1 .......................................................... 1545–0162

1545–0723
48.6420–2 .......................................................... 1545–0162

1545–0723
48.6420–3 .......................................................... 1545–0162

1545–0723
48.6420–4 .......................................................... 1545–0162

1545–0723
48.6420–5 .......................................................... 1545–0162

1545–0723
48.6420–6 .......................................................... 1545–0162

1545–0723
48.6420–7 .......................................................... 1545–0162

1545–0723
48.6421–0 .......................................................... 1545–0162

1545–0723
48.6421–1 .......................................................... 1545–0162

1545–0723
48.6421–2 .......................................................... 1545–0162

1545–0723
48.6421–3 .......................................................... 1545–0162

1545–0723
48.6421–4 .......................................................... 1545–0162

1545–0723
48.6421–5 .......................................................... 1545–0162

1545–0723
48.6421–6 .......................................................... 1545–0162

1545–0723
48.6421–7 .......................................................... 1545–0162

1545–0723
48.6424–0 .......................................................... 1545–0723
48.6424–1 .......................................................... 1545–0723
48.6424–2 .......................................................... 1545–0723
48.6424–3 .......................................................... 1545–0723
48.6424–4 .......................................................... 1545–0723
48.6424–5 .......................................................... 1545–0723
48.6424–6 .......................................................... 1545–0723
48.6427–0 .......................................................... 1545–0723
48.6427–1 .......................................................... 1545–0023

1545–0162
1545–0723

48.6427–2 .......................................................... 1545–0162
1545–0723

48.6427–3 .......................................................... 1545–0723
48.6427–4 .......................................................... 1545–0723
48.6427–5 .......................................................... 1545–0723
48.6427–8 .......................................................... 1545–1418
48.6427–9 .......................................................... 1545–1418
48.6427–11T ...................................................... 1545–1608
49.4251–1 .......................................................... 1545–1075
49.4251–2 .......................................................... 1545–1075
49.4253–3 .......................................................... 1545–0023
49.4253–4 .......................................................... 1545–0023
49.4264(b)–1 ...................................................... 1545–0023

1545–0226
1545–0226
1545–0912
1545–0912
1545–0257
1545–0230
1545–0224
1545–0225
1545–0224
1545–0230
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49.4271–1(d) ...................................................... 1545–0685
52.4682–1(b)(2)(iii) ............................................ 1545–1153
52.4682–2(b) ...................................................... 1545–1153

1545–1361
52.4682–2(d) ...................................................... 1545–1153

1545–1361
52.4682–3(c)(2) ................................................. 1545–1153
52.4682–3(g) ...................................................... 1545–1153
52.4682–4(f) ....................................................... 1545–1153

1545–0257
52.4682–5(d) ...................................................... 1545–1361
52.4682–5(f) ....................................................... 1545–1361
53.4940–1 .......................................................... 1545–0052

1545–0196
53.4942(a)–1 ...................................................... 1545–0052
53.4942(a)–2 ...................................................... 1545–0052
53.4942(a)–3 ...................................................... 1545–0052
53.4942(b)–3 ...................................................... 1545–0052
53.4945–1 .......................................................... 1545–0052
53.4945–4 .......................................................... 1545–0052
53.4945–5 .......................................................... 1545–0052
53.4945–6 .......................................................... 1545–0052
53.4947–1 .......................................................... 1545–0196
53.4947–2 .......................................................... 1545–0196
53.4948–1 .......................................................... 1545–0052
53.4961–2 .......................................................... 1545–0024
53.4963–1 .......................................................... 1545–0024
53.6001–1 .......................................................... 1545–0052
53.6011–1 .......................................................... 1545–0049

1545–0052
1545–0092
1545–0196

53.6065–1 .......................................................... 1545–0052
53.6071–1 .......................................................... 1545–0049
53.6081–1 .......................................................... 1545–0066

1545–0148
53.6161–1 .......................................................... 1545–0575
54.4972–1 .......................................................... 1545–0197
54.4975–7 .......................................................... 1545–0575
54.4977–1T ........................................................ 1545–0771
54.4980B–6 ........................................................ 1545–1581
54.4980B–7 ........................................................ 1545–1581
54.4980B–8 ........................................................ 1545–1581
54.4981A–1T ..................................................... 1545–0203
54.6011–1 .......................................................... 1545–0575
54.6011–1T ........................................................ 1545–0575
54.9801–3T ........................................................ 1545–1537
54.9801–4T ........................................................ 1545–1537
54.9801–5T ........................................................ 1545–1537
54.9801–6T ........................................................ 1545–1537
55.6001–1 .......................................................... 1545–0123
55.6011–1 .......................................................... 1545–0999

1545–0123
1545–1016

55.6061–1 .......................................................... 1545–0999
55.6071–1 .......................................................... 1545–0999
56.4911–6 .......................................................... 1545–0052
56.4911–7 .......................................................... 1545–0052
56.4911–9 .......................................................... 1545–0052
56.4911–10 ........................................................ 1545–0052
56.6001–1 .......................................................... 1545–1049
56.6011–1 .......................................................... 1545–1049
56.6081–1 .......................................................... 1545–1049
56.6161–1 .......................................................... 1545–1049

1545–0257
145.4051–1 ........................................................ 1545–0745
145.4052–1 ........................................................ 1545–1608

1545–0120
1545–0745
1545–1076

145.4061–1 ........................................................ 1545–0745
1545–0257

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1545–0230
1545–0224

156.6001–1 ........................................................ 1545–1049
156.6011–1 ........................................................ 1545–1049
156.6081–1 ........................................................ 1545–1049
156.6161–1 ........................................................ 1545–1049
301.6011–2 ........................................................ 1545–0225

1545–0350
1545–0387
1545–0441
1545–0957

301.6017–1 ........................................................ 1545–0090
301.6034–1 ........................................................ 1545–0092
301.6035–1 ........................................................ 1545–0123
301.6036–1 ........................................................ 1545–0013

1545–0773
301.6047–1 ........................................................ 1545–0367

1545–0957
301.6057–1 ........................................................ 1545–0710
301.6057–2 ........................................................ 1545–0710
301.6058–1 ........................................................ 1545–0710
301.6059–1 ........................................................ 1545–0710
301.6103(c)–1 .................................................... 1545–0280
301.6104(a)–1 .................................................... 1545–0495
301.6104(a)–5 .................................................... 1545–0056
301.6104(a)–6 .................................................... 1545–0056
301.6104(b)–1 .................................................... 1545–0094

1545–0742
301.6104(d)–1 .................................................... 1545–0092
301.6109–1 ........................................................ 1545–0003

1545–0295
1545–0367
1545–0387
1545–0957
1545–1461

301.6109–3T ...................................................... 1545–1564
301.6110–3 ........................................................ 1545–0074
301.6110–5 ........................................................ 1545–0074
301.6111–1T ...................................................... 1545–0865

1545–0881
301.6112–1T ...................................................... 1545–0865
301.6114–1 ........................................................ 1545–1126

1545–1484
301.6222(a)–2T ................................................. 1545–0790
301.6222(b)–1T ................................................. 1545–0790
301.6222(b)–2T ................................................. 1545–0790
301.6222(b)–3T ................................................. 1545–0790
301.6227(b)–1T ................................................. 1545–0790

1545–0790
301.6231(a)(7)–1 ............................................... 1545–0790
301.6241–1T ...................................................... 1545–0130
301.6316–4 ........................................................ 1545–0074
301.6316–5 ........................................................ 1545–0074
301.6316–6 ........................................................ 1545–0074
301.6316–7 ........................................................ 1545–0029
301.6324A–1 ...................................................... 1545–0015
301.6361–1 ........................................................ 1545–0074

1545–0024
301.6361–2 ........................................................ 1545–0024
301.6361–3 ........................................................ 1545–0074
301.6402–2 ........................................................ 1545–0024

1545–0073
1545–0091

301.6402–3 ........................................................ 1545–0055
1545–0073
1545–0091
1545–0132

301.6402–5 ........................................................ 1545–0928
301.6404–1 ........................................................ 1545–0024
301.6404–2T ...................................................... 1545–0024
301.6404–3 ........................................................ 1545–0024
301.6405–1 ........................................................ 1545–0024
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26 CFR (4–1–99 Edition)§ 602.101

CFR part or section where identified and de-
scribed

Current
OMB control

No.

301.6501(c)–1 .................................................... 1545–1241
301.6501(d)–1 .................................................... 1545–0074

1545–0430
301.6501(o)–2 .................................................... 1545–0728
301.6511(d)–1 .................................................... 1545–0582

1545–0024
301.6511(d)–2 .................................................... 1545–0582

1545–0024
301.6511(d)–3 .................................................... 1545–0024

1545–0582
301.6652–2 ........................................................ 1545–0092
301.6656–1 ........................................................ 1545–0794
301.6656–2 ........................................................ 1545–0794
301.6685–1 ........................................................ 1545–0092
301.6689–1T ...................................................... 1545–1056
301.6707–1T ...................................................... 1545–0865

1545–0881
301.6708–1T ...................................................... 1545–0865
301.6712–1 ........................................................ 1545–1126
301.6723–1A(d) ................................................. 1545–0909
301.6903–1 ........................................................ 1545–0013
301.6905–1 ........................................................ 1545–0074
301.7001–1 ........................................................ 1545–0123
301.7101–1 ........................................................ 1545–1029
301.7207–1 ........................................................ 1545–0092
301.7216–2 ........................................................ 1545–0074
301.7216–2(o) .................................................... 1545–1209
301.7425–3 ........................................................ 1545–0854
301.7430–2(c) .................................................... 1545–1356
301.7507–8 ........................................................ 1545–0123
301.7507–9 ........................................................ 1545–0123
301.7513–1 ........................................................ 1545–0429
301.7517–1 ........................................................ 1545–0015
301.7605–1 ........................................................ 1545–0795
301.7623–1 ........................................................ 1545–0409

1545–1534
301.7654–1 ........................................................ 1545–0803
301.7701–3 ........................................................ 1545–1486
301.7701–4 ........................................................ 1545–1465
301.7701–7 ........................................................ 1545–1600
301.7701–16 ...................................................... 1545–0795
301.7701(b)–1 .................................................... 1545–0089
301.7701(b)–2 .................................................... 1545–0089
301.7701(b)–3 .................................................... 1545–0089
301.7701(b)–4 .................................................... 1545–0089
301.7701(b)–5 .................................................... 1545–0089
301.7701(b)–6 .................................................... 1545–0089
301.7701(b)–7 .................................................... 1545–0089

1545–1126
301.7701(b)–9 .................................................... 1545–0089
301.7805–1 ........................................................ 1545–0805
301.9001–1 ........................................................ 1545–0220
301.9100–1 ........................................................ 1545–1488
301.9100–4T ...................................................... 1545–0016

1545–0042
1545–0074
1545–0129
1545–0172
1545–0619

301.9100–6T ...................................................... 1545–0872
301.9100–7T ...................................................... 1545–0982
301.9100–8 ........................................................ 1545–1112
301.9100–11T .................................................... 1545–0123
301.9100–12T .................................................... 1545–0026

1545–0074
1545–0172
1545–1027

301.9100–14T .................................................... 1545–0046
301.9100–15T .................................................... 1545–0046
301.9100–16T .................................................... 1545–0152
302.1–7 .............................................................. 1545–0024
305.7701–1 ........................................................ 1545–0823

CFR part or section where identified and de-
scribed

Current
OMB control

No.

305.7871–1 ........................................................ 1545–0823
404.6048–1 ........................................................ 1545–0160
420.0–1 .............................................................. 1545–0710
Part 502 ............................................................. 1545–0844
Part 503 ............................................................. 1545–0837
Part 509 ............................................................. 1545–0846
Part 513 ............................................................. 1545–0834
Part 514 ............................................................. 1545–0845
Part 516 ............................................................. 1545–0841
Part 517 ............................................................. 1545–0849
Part 520 ............................................................. 1545–0833
Part 521 ............................................................. 1545–0848
601.104 .............................................................. 1545–0233
601.105 .............................................................. 1545–0091
601.201 .............................................................. 1545–0019

1545–0819
601.204 .............................................................. 1545–0152
601.401 .............................................................. 1545–0257
601.504 .............................................................. 1545–0150
601.601 .............................................................. 1545–0800
601.602 .............................................................. 1545–0295

1545–0387
1545–0957

601.702 .............................................................. 1545–0429

(26 U.S.C. 7805)

[T.D. 8011, 50 FR 10222, Mar. 14, 1985; 64 FR
15688, Apr. 1, 1999]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 602.101, see the List of CFR
Sections Affected in the Findings Aids sec-
tion of 26 CFR part 600–end.

EFFECTIVE DATE NOTE: By T.D. 8734, 62 FR
53498, Oct. 14, 1997, the table in § 602.101 was
amended by removing the entries for 1.1441–
8T, 1.1461–3, 1.1461–4, 35a.9999–3, part 502, part
503, part 516, part 517, and part 520; adding
entries for 1.1441–1, 1.1441–4, 11.1441–8, 1.1441–9,
31.3401(a)(6), and 301.6114–1; and revising the
entries for 1.1441–5, 1.1441–6, 1.1461–1, and
301.6402–3, effective Jan. 1, 1999. At 63 FR
2723, Jan. 16, 1998, the entry for ‘‘11.1441–8’’
was corrected to read ‘‘1.1441–8’’, effective
Jan. 1, 1999. By T.D. 8804, 63 FR 72183, Dec. 31,
1998, the effective date was delayed to Jan. 1,
2000. For the convenience of the user, the re-
vised text is set forth as follows:

§ 602.101 OMB Control numbers.

* * * * *

CFR part or section where identified and de-
scribed

Current
OMB control

No.

* * * * *
1.1441–5 ............................................................ 1545–0096

1545–0795
1545–1484

1.1441–6 ............................................................ 1545–0055
1545–0795
1545–1484

1.1461–1 ............................................................ 1545–0054
1545–0055
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OMB Control Numbers § 602.101

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1545–0795
1545–1484

* * * * *
301.6402–3 ........................................................ 1545–0055

1545–0073
1545–0091
1545–0132

CFR part or section where identified and de-
scribed

Current
OMB control

No.

1545–1484
* * * * *
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List of CFR Sections Affected
All changes to sections of part 1 (§§ 1.170 to 1.300) of title 26 of the Code

of Federal Regulations which were made by documents published in the
FEDERAL REGISTER since January 1, 1986, are enumerated in the fol-
lowing list. Entries indicate the nature of the changes effected. Page
numbers refer to FEDERAL REGISTER pages. The user should consult the
entries for chapters and parts as well as sections for revisions.

For the period before January 1, 1986, see the ‘‘List of CFR Sections
Affected, 1949–1963, 1964–1972, and 1973–1985’’ published in seven separate
volumes.

1986
26 CFR 51 FR

Page

Chapter I
1.170A–7 (b)(1)(ii) and (c) amend-

ed; (b)(5) added; (e) revised .......... 1498
1.170A–9 (c)(1) revised ................... 31614
1.170A–14 Added ............................. 1499

(b)(2) and (f) Example 5 corrected
...................................................5322

(d)(4)(ii)(A) introductory text
and (3), (g)(2) and (4)(ii)(A)(2),
and (h)(4) Examples (10) and
(12) corrected .............................6219

1.172–1 (f) removed; (g) and (h) re-
designated as (f) and (g); (e) re-
vised......................................... 43345

1.172–2 Revised ............................. 43345
1.172–3 (a) introductory text and

(b) amended; (e) removed; (f)
redesignated as (e) .................... 43345

1.172–4 (a)(1)(ii) amended;
(a)(1)(x) added........................... 30482

(a)(1) and (b) revised; (a)(5) re-
moved; (a)(6), (7), and (8) re-
designated as (a)(5), (6), and
(7); new (a)(7) amended .............43345

1.172–5 (a)(1) and (b) removed;
(a)(2), (3), (4), and (5) redesig-
nated as (a)(1), (2), (3), and (4);
new (a)(3) and (4) amended.........43346

1.172–7 (a) amended ....................... 43346
1.172–8 Removed; new 1.172–8 re-

designated from 1.172–10; (a) re-
vised; (d) removed; (e) redesig-
nated as (d) ............................... 43346

1.172–9 Removed; new 1.172–9 re-
designated from 1.172–11............ 43346

26 CFR—Continued 51 FR
Page

Chapter I—Continued
(c)(2) and (d) removed; (c)(3), (e),

and (f) redesignated as (c)(2),
(d), and (e); new (c)(2) intro-
ductory text, (ii), and flush
text following (iv), (d)(1) and
(3) Example (1), and (e) amend-
ed..............................................43346

1.172–10 Redesignated as 1.172–8;
(a) revised; (d) removed; (e) re-
designated as (d) ....................... 43346

Redesignated from 1.172–12;
(a)(2) and (c) redesignated as
(a)(8) and (d); new (a)(1) and (7)
and (c) added; new (d) amend-
ed..............................................43346

1.172–11 Redesignated as 1.172–9;
(c)(2) and (d) removed; (c)(3),
(e), and (f) redesignated as
(c)(2), (d), and (e); new (c)(2) in-
troductory text, (ii), and flush
text following (iv), (d)(1) and (3)
Example (1), and (e) amend-
ed ............................................. 43346

1.172–12 Redesignated as 1.172–10;
(a)(2) and (c) redesignated as
(a)(8) and (d); new (a)(1) and (7)
and (c) added; new (c) amend-
ed ............................................. 43346

1.172–13 Added .............................. 30482

1987
26 CFR 52 FR

Page

Chapter I
1.174–2 (a)(1) amended ................... 10084
1.179–1 Revised ................................ 410
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26 CFR (4–1–99 Edition)

26 CFR—Continued 52 FR
Page

Chapter I—Continued
1.179–2 Revised ................................ 412
1.179–3 Revised ................................ 413
1.179–4 Revised ................................ 414
1.179–5 Added ................................... 414
1.263(a)–1 (c)(4) and (5) redesig-

nated as (c)(5) and (6); new (c)(4)
added........................................... 414

(b) amended .................................10084
1.263(a)–2 (b) amended................... 10084
1.263(a)–3 (b)(5) through (10) re-

designated as (b)(6) through
(11); new (b)(5) added .................... 414

1.263A–1T Added (temporary) .......10060
(a)(5)(iii)(A), (b)(2)(iii)(I),

(c)(4)(i)(C), (d)(3)(ii)(A)(1), (C)
(3), and (4) and (5), (e)(1),
(3)(iii), (7)(iii) and (11)(iii) re-
vised; (b)(2)(vii), (5)(vii) and
(6)(vi), (c)(5)(iii), (e)(7)(iv),
(9)(ii) Examples (4) and (5) and
(11)(v) added (temporary)..........29378

1988
26 CFR 53 FR

Page

Chapter I
1.170A–4 (c)(2) and (D) Examples (5)

through (8) and (10) revised .........5569
1.170A–13 (b)(1) and (3)(i)(B) re-

vised; (c) added ......................... 16080
(c)(3)(iv)(B), (4)(iv)(A)(2) and

(D), and (7)(v)(C) flush text
corrected ..................................18372

1.170A–13T Removed..................... 16079
1.170A–14 (i) amended.................... 16085
1.191–1 (a), (b)(1)(i) and (3), and

(c)(2)(iii) revised; (f) added ........39603
1.191–2 (e)(8) revised ...................... 39604
1.191–3 (b)(4) revised...................... 39604
1.274–3 (b)(2)(iii) flush text re-

vised; (e)(2) amended; (d), (e),
and (f) redesignated as (e), (f),
and (g); (b)(2)(iv) and new (d)
added........................................ 36451

1.280C–3 Added.............................. 38715
1.280F–1T (b) table, (c)(1) and (3)

amended (temporary) ............... 29881
1.280F–5T (a), (d)(1) introductory

text, (e)(1), (6)(i), (f)(1), (g) in-
troductory text, (h)(1), and (i)
Examples (5) and (6) amended;
(e) heading and (f)(2) introduc-
tory text revised (tem-
porary) ..................................... 29881

1.280F–7T Added (temporary)........29881
(b)(3) Example corrected...............32821

26 CFR—Continued 53 FR
Page

Chapter I—Continued
1.280H–0T Added (temporary) .......19711
1.280H–1T Added (temporary) .......19711

1989
26 CFR 54 FR

Page

Chapter I
1.218–0 Amended ........................... 21204
1.267(f)–1T (h) revised (tem-

porary) ..................................... 38823
(h)(2) corrected ............................41443

1.274–5T (g) amended..................... 51027

1990
26 CFR 55 FR

Page

Chapter I
1.170A–1 (h)(5) and (i) revised;

(h)(11) added ............................. 35587
1.216–1 (a) introductory text,

(c)(1) and (d)(1) amended; (c)(2)
redesignated as (c)(3) and
amended; new (c)(2), and (3) Ex-
amples 3, 4, and 5 added; (d)(2)
and (e) revised; (c) through (g)
redesignated as (d) through
(h) ............................................ 42004

1.216–2 (c) revised.......................... 42006
1.267(f)–3T Added (temporary) ......49038
1.280C–4 Added ............................... 2376

(b)(2) introductory text cor-
rected.........................................4049

1.280F–7T (a)(2)(i), (ii), and (iv) in-
troductory text revised;
(a)(2)(iv) table heading and (v)
added (temporary) .................... 13770

1991
26 CFR 56 FR

Page

Chapter I
1.267(f)–3 Redesignated from

1.267(f)–3T and revised............... 47389
1.267(f)–3T Redesignated from

1.267(f)–3 and revised ................. 47389

1992
26 CFR 57 FR

Page

Chapter I
1.179–0 Added ................................ 61316
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List of CFR Sections Affected

26 CFR—Continued 57 FR
Page

Chapter I—Continued
1.179–1 (j) redesignated as (k); (a)

through (d), (e)(4), (f)(1), (h) and
(i)(2) revised; (e)(1), (f)(2), (3)
and new (k) amended; (e)(5) and
new (j) added............................. 61316

1.179–2 Revised ............................. 61318
1.179–3 Redesignated as 1.179–4;

new 1.179–3 added ...................... 61321
1.179–4 Redesignated as 1.179–5;

new 1.179–4 redesignated from
1.179–3....................................... 61321

Introductory text and (a) re-
vised; (b) removed; (c) through
(g) redesignated as (b) through
(f) .............................................61323

1.179–5 Redesignated as 179–6; new
1.179–5 redesignated from 1.179–
4 ............................................... 61321

(a) concluding text amended........61323
1.179–6 Redesignated from 1.179–

5 ............................................... 61321
Revised........................................61323

1.263(a)–1 (b) amended................... 12419
1.263A–1T (a)(5)(i) amended........... 12419
1.267(f)–1 Added; (h) redesignated

from 1.267(f)–1T(h); (h)(2) and
(3) revised................................... 9177

1.267(f)–1T (h) redesignated as
1.267(f)–1(h); (h)(2) and (3) re-
vised .......................................... 9177

1.269–1 Introductory text amend-
ed ................................................ 345

1.269–3 (a) amended; (d) and (e)
added........................................... 345

1.269–5 Revised ................................ 346
1.269–6 Heading revised .................... 346
1.269–7 Added ................................... 346
1.274–5T (e)(1)(ii), (l) and (m)

amended; (g) revised ................. 57669
1.274(d)–1 Added............................ 57669

1993
26 CFR 58 FR

Page

Chapter I
1.185-1 Removed............................ 25557
1.185-2 Removed............................ 25557
1.185-3 Removed............................ 25557
1.191-1 Removed............................ 25557
1.191-2 Removed............................ 25557
1.191-3 Removed............................ 25557
1.213-2 Removed............................ 25557
1.250-1 Removed............................ 25557
1.263(a)-1 (b) amended ................... 42207
1.263A-0 Added.............................. 42207
1.263A-1 Added.............................. 42209

26 CFR—Continued 58 FR
Page

Chapter I—Continued
1.263A-1T (a)(4) amended............... 42219
1.263A-2 Added.............................. 42219
1.263A-3 Added.............................. 42224

(a)(1), (2)(iii)(B), (b)(1) and (2)
corrected ..................................47784

1.263A-4 Heading added ................. 42233
1.263A-5 Heading added ................. 42233
1.263A-6 Heading added ................. 42233
1.267(a)–3 Added............................... 237
1.280F-1T (b) table, (c)(1) and (3)

amended; authority citation
removed ................................... 19060

1.280F-5T (a), (f)(1) and (g) intro-
ductory text amended............... 19060

1.280F-7 Redesignated from
1.280F-7T; heading amended ......19060

1.280F-7T Redesignated as 1.280F-
7 ............................................... 19060

1994
26 CFR 59 FR

Page

Chapter I
1.170A–4 (d) Example 9 amend-

ed ............................................. 30102
1.170A–5 (b) Example 5 amend-

ed ............................................. 30102
1.170A–6 (c)(3)(i), (iii) Examples 1,

2, 3, (c)(4), (5) Examples 1, 2 and
3 amended................................. 30102

1.170A–7 (c) amended..................... 30102
1.170A–12 (a)(3) and (c) amend-

ed ............................................. 30102
(a)(3) amended; (b), (e)(1) and (2)

revised; (f) and authority cita-
tion removed ............................30104

1.170A–13 Authority citation re-
moved ...................................... 30105

1.170A–13T Added.......................... 27460
1.170A–14 (h)(4) Example 2 amend-

ed ............................................. 30105
1.174–2 (a)(1) revised; (a)(2) and (3)

redesignated as (a)(8) and (9);
new (a)(2) through (7) added; (c)
amended................................... 50160

1.197-1T Added.............................. 11922
1.217–2T Added.............................. 65712
1.263(a)-1 (b) technical correc-

tion............................................ 3318
1.263A–0 Amended......................... 67196
1.263A–1 (a)(2)(i), (3)(v), (b)(3), (4)

and (10) amended; (b)(10)(i), (ii)
and (j)(4) added ......................... 39961

(g)(4)(ii) amended ........................67197
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26 CFR (4–1–99 Edition)

26 CFR—Continued 59 FR
Page

Chapter I—Continued
1.263A–1T (c) and (e) redesignated

as 1.263A–4T(c) and 1.263A–
7T(e)......................................... 39960

Removed......................................39961
1.263A-2 (b)(3)(ii)(B) cor-

rected ........................................ 3318
(b)(3)(v) Examples 2 and 3 cor-

rected.........................................3319
(a)(1)(ii)(B)(2) revised...................67197

1.263A-3 (d)(3)(i)(C)(2) and (iv)
Example 3 corrected .................... 3319

(c)(4)(vi) heading and (C) head-
ing revised; (c)(4)(vi)(A) text,
(B) text and (C) text added........39962

1.263A–4T Added; (c) redesignated
from 1.263A–1T(c)...................... 39960

1.263A–7T Added; (e) redesignated
from 1.263A–1T(e); new (e)(1)(i),
(ii), (iii)(B), (iv), (2), (3)(i),
(4)(i), (ii) Example , (5) Examples
1 and 3 amended......................... 39960

(e)(6)(i), (ii)(A) introductory
text, (1), (C) Examples 1, 3, 5,
(iii)(A), (B)(1), (2) Example,
(C)(1), (2) Example, (iv)(C) Ex-
ample, (7)(iii)(B), (v) Example,
(9)(i), (ii) Examples 1 through 5,
(10)(i), (ii)(A), (iii) and (11)(i)
through (v) amended.................39961

1.263A–8 Added ............................. 67198
1.263A–9 Added ............................. 67200
1.263A–10 Added ............................ 67207
1.263A–11 Added ............................ 67210
1.263A–12 Added ............................ 67212
1.263A–13 Added ............................ 67213
1.263A–14 Added ............................ 67215
1.263A–15 Added ............................ 67215
1.266–1 (a) redesignated as (a)(1);

(a)(2) added ............................... 67215
1.279–6 (b)(4) revised...................... 41675

1995
26 CFR 60 FR

Page

Chapter I
1.170A–13 (f) added......................... 53128
1.170A–13T Removed..................... 53128
1.179A–1 Added ............................. 39651
1.217–2 (g)(6) added ........................ 40077
1.217–2T Removed......................... 40077
1.246–5 Added ................................ 14638
1.263A–0 Corrected........................ 16574
1.263A–1 (j)(1)(ii)(B) amended........36680
1.263A–1T (b)(2)(vi)(B), (e)(1)(ii)

and (iii)(A) Example amend-
ed ............................................. 36679

26 CFR—Continued 60 FR
Page

Chapter I—Continued
1.263A–8 (b)(2)(iii), (c)(1) and

(d)(2)(v)(B) corrected ................ 16574
1.263A–9 (b)(2), (c)(1), (3) Example,

(5)(i)(B) Example, (iii)(D), (6)
Example 2, (7) heading, (ii)(A),
(e)(1), (2), (f) heading, (3) Exam-
ple 3, (g)(2)(iv)(c) designation,
(v), (3)(iii)(E) Example and
(5)(iii) corrected ....................... 16574

(f)(3) Example 3 amended ..............47053
1.263A–10 Heading, (b)(5)(iv), (6)

Example 3 corrected................... 16574
(b)(6) Examples 3 and 6 corrected

................................................. 16575
1.263A–11 (c)(2), (d)(1), (e)(1)(ii),

(iii) and (2) corrected................. 16575
1.263A–12 (d)(4) and (e)(2) cor-

rected....................................... 16575
1.263A–13 (a) and (c)(7) cor-

rected....................................... 16575
1.267(f)–1 Revised.......................... 36680
1.267(f)–1T Removed ..................... 36683
1.267(f)–2T Removed ..................... 36683
1.267(f)–3 Removed........................ 36683
1.274–2 (a)(2)(ii), (3)(iii), (e) head-

ing, (1) and (3)(ii) revised;
(a)(2)(iii) added ......................... 36994

1.274–5T (c)(6)(iii) amended ........... 36995
1.279–6 (b)(4) Amended .................. 36679

1996
26 CFR 61 FR

Page

Chapter I
1.170A–1 (h) and (i) redesignated

as (j) and (k); new (h) added;
new (k) revised.......................... 65951

1.170A–13 (f) revised ...................... 65952
1.263A–7T Corrected ..................... 13762
1.267(f)–1 (k) amended..................... 1044
1.274–1 Amended ........................... 27006
1.274–2 Heading, (f)(2)(i) heading

and (iii) revised; (c)(6) amend-
ed; (g) added.............................. 27006

1997
26 CFR 62 FR

Page

Chapter I
1.171–1 Revised ............................. 68177
1.171–2 Revised ............................. 68178
1.171–3 Revised ............................. 68180
1.171–4 Revised ............................. 68182
1.171–5 Added ................................ 68182
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26 CFR—Continued 62 FR
Page

Chapter I—Continued
1.249–1 (c) revised; (d)(2) amend-

ed ............................................. 68182
1.263A–0 Amended......................... 42054
1.263A–0T Added ........................... 44546
1.263A–1 (a)(2)(i) amended ............. 42054

(b)(3) and (4) amended ..................44546
1.263A–4T Revised......................... 44546
1.263A–7 Added ............................. 42054
1.263A–7T Removed ...................... 42062
1.263A–15 Amended ....................... 42062
1.267(f)–1 (c)(1)(iii) amended; (l)(2)

revised ..................................... 12097
1.274–5 Redesignated as 1.274–

5A............................................. 13990
1.274–5T (c)(2)(iii)(B) amended;

(f)(4) redesignated as (f)(4)(i);
(f)(4)(i) heading, (ii) and (iii)
added........................................ 13990

26 CFR—Continued 62 FR
Page

Chapter I—Continued
1.274–5A Undesignated center

heading added; section redesig-
nated from 1.274–5 ..................... 13990

1.280B–1 Added.............................. 67726

1998
26 CFR 63 FR

Page

Chapter I
1.195–1 Added ................................ 69555
1.274(d)–1 (b) added........................ 52601

Corrected.....................................58811
1.274(d)–1T Added ......................... 52601

(a)(1) and (2) corrected .................64187

1999
(No regulations published from

January 1, 1999 through April 1, 1999)

Æ
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